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Are the current “automatic

stabilisers” in the Euro Area

Member States sufficient to
smooth economic cycles?

Euro Area Scrutiny

Abstract

Automatic stabilisers refer to items on government budgets that
operate in ways that smooth the economic cycle. These are
found to have played this role to a considerable extent — possibly
halving the amplitude of the cycle - in the first two decades of
the single currency in Europe. However, discretionary fiscal
policies have frequently overruled the working of the automatic
stabilisers, thus muting their smoothing impact, both in good
and in bad times. A supranational buffer fund, to which Member
States contribute in good times and can draw on in bad times,
might help to mitigate these tendencies, if underpinned by
strong political legitimacy, clear rules, automaticity when
possible, and solid judgment when needed.
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EXECUTIVE SUMMARY

Automatic stabilisers refer to movements in government expenditure and revenue relative to GDP that
- in the absence of legislative intervention - act to smooth the economic cycle. While the exact timing
of the economic cycle is somewhat ambiguous, the two decades since the inception of the single
currency in 1999 broadly comprise an economic expansion in the period from 1999 to 2007, an episode
of deep economic slack during the financial and sovereign debt crises in the period from 2007 to 2013,
and a sustained economic recovery in the period from 2013 to 2018.

The automatic stabilisers, as identified by the OECD methodology used in this report, may have
achieved to broadly halve the amplitude of the economic cycle in the first two decades of the Monetary
Union. As may not always be sufficiently appreciated, the bulk of the automatic stabilisation stems from
counter-cyclical movements in public expenditure relative to GDP, as opposed to the cyclical variations
in the tax take relative to GDP which appear more modest. This is an important stabilising feature
because government spending carries larger ‘multiplier effects’ on output than taxation does.

However, discretionary fiscal policy operating alongside the automatic stabilisers can either reinforce
(operate counter-cyclically) or work against (operate pro-cyclically) automatic stabilisation. A key
finding in this report is that, on the whole, discretionary fiscal policy has mostly been procyclical -
stimulatory in good times and contractionary in bad times — except when the global financial crisis
reached its nadir in early 2009 and appropriately timed fiscal stimulus was provided in a coordinated
effort led by the G20. As a result, the smoothing impact of automatic stabilisers on activity has been
neutralised to a considerable extent by the conduct of discretionary fiscal policy.

Also, for the four largest Member States of the Euro Area, the picture that emerges shows that
discretionary fiscal policy tends to overrule the automatic stabilisers — with the important exception of
the global financial crisis in 2008-2009. There have been cross-country differences in terms of their
cyclical performances, with pronounced cyclical swings in economic activity in Spain and ltaly
contrasting with comparative stability in Germany and France. However, the procyclical bias of fiscal
policy has been evident in all of them. A similar picture emerges for a set of smaller Euro Area Member
States discussed in this report.

For the most part, fiscal restraint in bad times has stemmed from the need to comply with the EU’s fiscal
rules, to contain unsustainably high debt or from the conditionality of Financial Assistance
Programmes. However, some of this could have been avoided had governments steered clear from
procyclical fiscal stimulus in good times. The econometric analysis reported in an Appendix of this
report provides some evidence that the spending of cyclical windfalls in good times, and its reversal in
bad times, is deeply ingrained in the conduct of fiscal policies in Europe. To the extent that automatic
stabilisers themselves have triggered these procyclical fiscal responses, their stabilising impact may be
questionable. This is all the more problematic insofar as cyclical distress in the Euro Area tends to entail
systemic disruption.

Against this backdrop, the report examines if the creation of supranational buffers, to which Member
States contribute in good times and draw on in bad times, could serve to remove or mitigate the
procyclicality of fiscal policies. The computations suggest that a Euro Area buffer fund could be highly
effective in terms of smoothing the economic cycle. However, its operating challenges and political
costs are vast. To succeed, as a minimum it needs to be underpinned by a sound political legitimacy
and a strong commitment of Member States to the Euro Area fiscal framework. As well, it needs to be
rules-based or otherwise ‘automatic’ as much as possible - yet rely on solid judgment regarding e.g.
the cyclical position of the economy when needed.
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1. INTRODUCTION

Fiscal policy in the Euro Area has remained in the remit of its Member States, guided by supranational
coordination and fiscal rules to avoid fiscal misconduct and adverse spill-overs to the other Member
States. The fiscal rules, as initially designed, aimed to keep the budget deficits of the Member States
below a limit of 3% of GDP, with public debt ‘converging’ to 60% of GDP. Moreover, Member States
were expected to keep their budget balances at levels that allowed the ‘automatic stabilisers’ (short-
term variations in the budget deficit that help smooth the economic cycle) to operate within the upper
deficit limit of 3% of GDP. Member States failing to respect the 3% limit were exposed to sanctions
under the ‘Excessive Deficit Procedure’ enshrined in the Stability and Growth Pact adopted prior to the
creation of the single currency in 1999.

While sensible on paper, this system has had its flaws. In the early-2000s, only several years after the
inception of the single currency, a number of Member States — first Portugal and Germany later joined
by France - were found to be at risk of exceeding the 3% deficit limit in what turned out to be only a
shallow recession. This led to modifications in the fiscal framework, with more emphasis on ex ante
policy coordination to prevent ‘excessive deficits’ upfront. Specifically, Member States were called to
run a balanced budget over the medium run (with some variation across Member States depending on
for instance their economic growth potential) to provide the necessary room for letting the ‘automatic
stabilisers’ operate unfettered within the upper deficit limit of 3% of GDP.

However, many Member States again failed to abide by the spirit of these modified rules, and when a
deep recession hit in the wake of the Lehman debacle in September 2008, fiscal distress became
widespread. Even in the Member States that had complied with the rules to the letter, fiscal policies
proved to be unsustainable due to macroeconomic imbalances, when credit-driven real estate booms
turned to bust. Fiscal distress was heightened by bank failures, capital flight and soaring sovereign yield
spreads, in turn prompting even deeper recessions in a number of Euro Area Member States. Five of
them entered Financial Assistance Programmes, co-managed by the International Monetary Fund and
the Euro Area governments (with the European Stability Mechanism eventually established for this
purpose), to consolidate their public finances and reform their economies and/or banking industries.

The standard policy prescriptions to prevent such a chain of events from repeating itself is for
governments to consolidate their budgets so as to allow the operation of ‘automatic stabilisers’ within
the limits set by the fiscal rules. However, it may well prove difficult for governments to resist the
temptation to resort to fiscal leniency when cyclical fiscal windfalls re-emerge in good times, thus
adding fuel to the cycle and sowing the seeds for a return to fiscal distress in bad times. Many observers
have argued - even prior to the creation of the euro - that such incentives could be mitigated if the
windfalls and shortfalls stemming from the operation of the automatic stabilisers would be used as
cyclical buffers in a pan-European buffer fund, to which Member States contribute in good times and
can draw on in bad times. However, while the economic rationale for such a device looks strong on
paper, the operational challenges may be substantial and the political appetite for it is low.

The bulk of this report is devoted to assessing the working of the automatic stabilisers in the Euro Area
and its Member States, as well as any ‘discretionary’ fiscal action that may have weakened or
strengthened their impact. It uses the method developed at the OECD, which is briefly discussed in
Appendix |. Section 2 focusses on the Euro Area as a whole, while Sections 3 and 4 cover the four largest
Member States (Germany, France, Italy and Spain) and selected smaller ones, respectively. Section 5
assesses a hypothetical pan-Euro Area buffer mechanism. Two versions of such a mechanism are being
considered - contributions by Member States to a Euro Area budget and a pan-Euro Area
unemployment insurance scheme - using the methodology reported in Appendix Il. Section 6
concludes.
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2. DEVELOPMENTS IN THE EURO AREA AS A WHOLE

Automatic stabilisers refer to movements in the share of government expenditure and revenue in GDP
that - in the absence of legislative intervention — may act to smooth the economic cycle. Any
assessment of the operation of the automatic stabilisers necessarily starts with an assessment of the
economic cycle itself — when was the economy booming, when was it slumping, by how much? This is
the subject of the first subsection of this section. This is overlaid by a discussion of the behaviour of the
automatic stabilisers over the cycle in the next section. The last subsection assesses to what extent
discretionary fiscal policy has either worked against or reinforced the automatic stabilisers.

2.1 Gauging the economic cycle

Estimating the position of the economy in the economic cycle will always be a matter of judgment.
Taking the development of the ‘output gap’ (a measure of the cyclical position of the economy
measured against the level of ‘potential’ output with full utilisation of labour and capital, see Appendix
) as the starting point, the two decades since the inception of the single currency may conveniently be
considered to span a complete economic cycle (Figure 1, Panel A and Table 1). Specifically, this period
can be subdivided into three episodes: (i) an economic expansion in the period from 1999 to 2007, (i)
deep economic slack during the financial and sovereign debt crises in the period from 2007 to 2013,
and (iii) a sustained economic recovery in the period from 2014 to 2018.

Though rooted in mainstream economic theory, quantifying potential output and the output gap is
not without major challenges. A thorny issue is the ‘end-point problem’, which refers to the problem
that, for the most recent data points, deviations of actual from potential output tend to be
underestimated. This implies that in economic good times the true cyclical position of the economy
may be stronger than initially revealed in the data. This is not merely a technical issue. Policymakers
may be misled by the data provided by their administrations or the international institutions, perhaps
prompting them to adopt a more accommodative fiscal policy stance than they otherwise would.
Similarly, in bad times, when the extent of the slump is initially not fully apparent in real-time data,
policymakers may be induced to adopt a tighter stance of fiscal policy than they otherwise would.

Twenty-year cycles are usually attributed to developments in real estate markets, as opposed to higher
frequency movements in business investment and inventories. The housing booms and busts both in
the United States and in several Euro Area Member States have indeed shaped the major cyclical
movements in economic activity, which lends some credibility to this view. Even so, higher-frequency
(smaller) cyclical movements in economic activity have been noticeable as well over this period.
Specifically, the ‘dotcom’ boom and bust in the period from 1999 to 2003 provoked swings in economic
activity, although these appear to have been relatively modest in comparison with those shaped by
the financial and sovereign debt crises a decade later. The rebound in the years 2010 and 2011 from
the ‘Great Recession’ in 2008 and 2009 has been more marked. ' However, it proved short-lived,
underpinned by temporary fiscal stimulus across the globe, but nipped in the bud by the sovereign
debt crisis that hit the Euro Area in the period from 2011 to 2013. The jury is out at this stage whether
the recovery that followed is now coming to an end or just interrupted by a relatively moderate
downturn, akin to the one triggered by the dotcom bust in the early-2000s.

! For instance, the CEPR Euro Area Business Cycle Dating Committee (2017), considers the rebound in the period
from 2009 to 2011 as ‘major’, calling cyclical peaks in 2008 Q1 and 2011 Q3 and cyclical troughs in 2009 Q2 and
2013 Q1. It does not, however, call major cyclical peaks or troughs in the first decade of the Monetary Union.
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2.2 The extent of automatic stabilisation

Figure 1 (Panel B) provides a breakdown of the primary balance into its main components (automatic
stabilisers, ‘one-offs’ and the underlying primary balance, using the OECD methodology discussed in
Appendix I). Table 1 shows the same set of indicators in terms of their changes during specific episodes
in the economic cycle. These changes should be interpreted as the ‘stances’ of the various fiscal policy
indicators, i.e. their restraint or stimulus impact on economic growth over those cyclical episodes.

The automatic stabilisers identified by this methodology have been substantial. Over the period since
the inception of the Monetary Union in 1999 a 1.0 percentage-point expansion of the output gap
produced a cyclical contraction in the primary balance in the range of 0.5 to 0.6 percentage-points of
GDP compared with around 0.3 percentage-points in e.g. the United States and Japan (Girouard and
AndrelX 2005). This relatively strong cyclical sensitivity of budgets in the Euro Area is largely explained
by the comparatively large size of its Member States’ governments relative to GDP as well as the larger
share of (cyclically-sensitive) unemployment related expenditure in their budgets.

The automatic stabilisers thus seem to have exerted an unambiguously smoothing influence on
economic activity, restraining it in expansions and stimulating it in contractions. How strong this
smoothing impact has been, however, depends inter alia on the short-term ‘multiplier’ effects on
output attached to the automatic stabilisers. The short-term multiplier effects are not the main
motivation for the specific design or magnitude of these spending and tax schemes, yet they are a
useful by-product. These may come with structural downsides such as weaker incentives for labour
supply associated with progressive taxation and welfare programmes, although there may be ways to
improve the terms of this trade-off (see e.g. Buti et al 2003).

As is well known from the economic literature, government spending carries larger short-term
multipliers than taxation, as variations in the latter tend to be absorbed by changes in saving to a
greater extent. Moreover, in smaller economies fiscal stimulus tends to ‘leak out’ more across borders
via movements in external trade, and for the same reason the impact of fiscal restraint is more limited
in small open economies. The Euro Area as a whole is relatively large and closed, but this is - to varying
degrees -- not the case for the individual Member States.

Specifically, Baum et al (2012) estimate for the G7 (minus Italy) public expenditure multipliers in the
range of 0.7 to 1.3 and the range of 0.0 to 0.4 for tax revenues. Barrell et al (2012) estimate for the Euro
Area Member States multipliers for government consumption in the range of 0.5 to 0.7, for social
benefits in the range of 0.2 to 0.3 and direct tax in the range of 0.1 to 0.2. However, these findings
underestimate the multiplier effects of automatic stabilisers in the Euro Area as a whole where external
trade leakage is much smaller than for individual Member States. For instance, the OECD (HerveK et al
2010) estimates the short-run multiplier effect of public expenditure at 0.8.

With this in mind, it is useful to look at the composition - in terms of tax revenue and expenditure - of
the automatic stabilisers over the cycle (Figure 2, Panel C). What is immediately clear is that the
automatic cyclical variation in the primary balance in the Euro Area is dominated by counter-cyclical
movements in the ratio of expenditure (net of non-tax income and capital transfers) to GDP, as opposed
to the cyclical variations in the tax take as a per cent of GDP, which appear relatively modest.

10 PE 634.398
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Figure 1: Fiscal policy over the economic cycle in the Euro Area.
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Table 1: Fiscal stance in the Euro Area
Change, %-points of 1999- 2007- 2009- 2011- 2007- 2013-
(potential) GDP 2007 2009 2011 2013 2013 2018
A. Output gap 3.6 -6.7 1.9 -2.4 -7.1 34
B. Automatic stabilisers 1.8 -3.5 1.0 -1.3 -3.8 1.9
C. Underlying primary balance -2.0 -1.9 1.0 2.3 1.4 -0.3
D. One-offs 0.0 -0.3 0.2 0.1 0.0 0.0
B+C+D. Total primary balance -0.2 -5.6 2.1 1.0 -2.4 1.6
E. Net interest payments -1.0 -0.1 0.1 -0.1 -0.1 -0.8
B+C+D+E. Net lending 0.8 -5.6 2.0 1.2 -2.4 2.4
F. Debt/GDP -5.7 14.3 8.1 6.4 28.9 -6.7
Memorandum: B/A 0.5 0.5 0.5 0.6 0.5 0.6

Source: OECD, author’s calculations

The intuition as to why this generally must be the case is straightforward (a more formal illustration is
offered in Appendix I). For instance, the tax bases for social security contributions and household

PE 634.398 11



IPOL | Economic Governance Support Unit

income tax tend to lag the cyclical movements in economic activity due to the generally muted short-
term response of employment and wages (which constitutes its main tax base) to output. Tax
progression (‘bracket creep’) builtinto household income tax schedules provides an offset, but nominal
caps on social insurance contributions have the opposite effect. Business tax behaves in a counter-
cyclical fashion, given the strong cyclical sensitivity of the operating margins, but this tax source is
relatively small. Indirect tax is largely proportional to economic activity, so would be neither stabilising
nor destabilising.

By contrast, public expenditure — apart from unemployment related expenditure — is generally
unresponsive (other than through discretionary policy changes) to cyclical variations in economic
activity. This results in the share of public expenditure in GDP increasing in downturns and decreasing
in upturns, which acts as a countercyclical buffer to variations in economic activity. Hence the larger
the size of public expenditure, the stronger will be the automatic stabilisers (see for evidence Figure 1
in Van den Noord, 2000). The countercyclical response of unemployment related expenditure — despite
its modest size — acts as a valuable additional source of automatic stabilisation.

As noted, the Euro Area-wide multiplier on public expenditure appears to be around 0.8, and hence
the multiplier on the automatic stabilisers as a whole are probably of that order of magnitude as well.
This implies that the automatic stabilisers — taken in isolation — would reduce the amplitude of the
economic cycle by roughly up to one half. Importantly, the bulk of this stabilisation effect would accrue
to low-income households (see e.g. the recent study of Mohl et al 2019).

2.3 Discretionary fiscal offsets

Discretionary fiscal policy operating alongside the automatic stabilisers can either reinforce (operate
counter-cyclically) or work against (operate pro-cyclically) their stabilisation effect on economic
activity. For instance, the public sector wage bill (included in consumption of general government)
normally works as an automatic stabiliser as it stays the same under unchanged policy and therefore
acts as a cyclical buffer for economic activity. However, if the government decides to shrink public
employment while the economy is in recession, this automatic stabilisation effect will be partly or
wholly offset. Governments may have sound reasons to do so - for instance because they seek
productivity improvements in the public sector. However, the timing may turn out to be
unintentionally procyclical. Similarly, fiscal expansions motivated by structural reform (to finance fiscal
compensation to sweeten the pill), or by elections, may unintentionally work out in a pro-cyclical
manner.

While such procyclical knock-on effects of discretionary fiscal policy may be unintended, they may not
be unrelated to the economic cycle. In economic upswings fiscal leeway is generally larger precisely
because the automatic stabilisers add a favourable gloss to headline fiscal positions. Conversely, in
downturns fiscal leeway is accordingly smaller. Moreover, due to the difficulties to quantify potential
output and the output gap in real time mentioned earlier, fiscal windfalls tend to be perceived as
‘structural’ initially, and similarly for cyclical shortfalls. Therefore, the political motives for fiscal stimulus
or fiscal restraint are likely to be reinforced by the cyclical position of the economy in ways that prompt
a procyclical stance of fiscal policy. Appendix Il provides econometric evidence for the significance of
this mechanism based on the OECD dataset used throughout this report.

In some sense this invalidates the consensus view that the Euro Area, owing to the comparatively large
size of its Member States’ public sectors, would benefit from stronger automatic stabilisers than e.g.
the United States. Indeed, by extension, the perverse incentives for governments to ‘spend’ cyclical
windfalls in good times and vice versa in bad times may well also be stronger in the Euro Area than in
the United States. These procyclical fiscal responses, moreover, tend to amplify the cyclical divergences
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between Member States such as those associated with the different exposures to boom-bust dynamics
and capital flight, which has been one of the drivers of the sovereign debt crisis.

Inspecting the data, it turns out that discretionary fiscal policy as gauged by the ‘underlying primary
balance’ has indeed at times partly, or entirely, overruled the automatic stabilisers in the Euro Area
(Figure 1, Panel B and Table 1).? Specifically, in the expansion of the period from 1999 to 2007 the
underlying primary balance shrunk from 2.2% of potential GDP to 0.2% of potential GDP - i.e. an
expansionary fiscal impulse of 2% of potential GDP (most of it occurring in the first few years after the
inception of the euro). Looking at the composition of discretionary fiscal policy (Figure 1, Panel D), it is
striking that the bulk of the procyclical stimulus provided during the economic expansion from 1999
to 2007 has stemmed from tax cuts.

These tax cuts were reversed in response to the sovereign debt crisis in the period 2011 to 2013,
alongside substantial cuts in public expenditure - notably public investment (included in the item
‘other net expenditure’ in Panel D of Figure 1). The cuts in public investment have been all the more
harmful from a macroeconomic stabilisation point of view in that it exerts a comparatively large
(probably the largest) multiplier effect on economic activity (see Batini et al 2014). These policy changes
led to a sharp (pro-cyclical) fiscal contraction in the period from 2011 to 2013, with the underlying
primary balance swinging from a deficit of 1.8% of potential GDP to surplus of 1.7% of potential GDP -
a fiscal contraction of 3.5% of potential GDP.

The conditional Financial Assistance Programmes accorded by the European Union (Table 2), in some
cases alongside IMF programmes, have been a major driver of this fiscal consolidation. It was
unavoidable given the degree of sovereign debt stress in this episode, and followed an episode of
substantial counter-cyclical temporary fiscal stimulus conducted in response to the financial crisis in
2008 and 2009 - such as for instance the ‘cash-for-clunkers’ schemes to support the automotive
industry in a number of countries as part of the European Economic Recovery Plan (European
Commission 2009). However, over the period from 2007 to 2013 as a whole, discretionary fiscal policy
was procyclical. Once again, this was inevitable for Member States entering a Financial Assistance
Programme or those that needed to provide a credible signal to the financial markets. After the
economy bottomed in 2013, discretionary policy has been broadly neutral, though with a slight
procyclical (easing) bias.

The upshot is that, on the whole, discretionary fiscal policy has been largely procyclical - stimulatory in
good times and contractionary in bad times — except at the depth of the global financial crisis when
well-timed fiscal stimulus was provided in a coordinated effort led by the G20. As a result, the
smoothing impact of automatic stabilisers on activity has been muted to a considerable extent by the
conduct of discretionary fiscal policy. This is not a value judgment — there have been good reasons why
fiscal policy behaved as it did (such as developments in indebtedness and turbulence in financial
markets during the sovereign debt crisis prompting fiscal consolidation and the launch of Financial
Assistance Programmes in several Member States) — but the observation needs to be made. Therefore,
to the extent that automatic stabilisers themselves have triggered these procyclical fiscal responses,
their stabilising impact may be questionable.

2 One-off items have had little impact on the cyclical pattern of the primary budget balance, though - as discussed
briefly in Appendix | — the impact of UMTS licence proceeds in 2000 was significant, as was the impact of support
to the distressed banking sector in 2010 in Ireland (which entered the headline deficit and was so large to be
distortive even at the Euro Area aggregate level).
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Table 2:

Financial Assistance Programmes

Current Status

Hungary Oct | 2008 | Nov | 2010 | Exit Post-Programme Surveillance Jan 2015
Latvia Dec |2008 | Jan 2012 | Exit Post-Programme Surveillance Jan 2015
Romania May | 2009 | Oct | 2015 | Exit Post-Programme Surveillance Apr 2018
Greece 1,2and3 | May | 2010 | Aug | 2018 | Enhanced Post-Programme Surveillance
Ireland Jan | 2011 | Dec | 2013 | Post-Programme Surveillance

Portugal May | 2011 | Jun 2013 | Post-Programme Surveillance

Spain Jul 2012 | Jan 2014 | Post-Programme Surveillance

Cyprus May | 2013 | Mar [ 2016 | Post-Programme Surveillance

Source: European Commission
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3. DEVELOPMENTS IN THE FOUR LARGEST MEMBER STATES

This section examines the fiscal developments over the economic cycle in the four largest Member
States of the Euro Area — Germany, France, Italy and Spain — which jointly constitute 75% of the Area’s
GDP. As in the previous section, the focus will be on the cycle in economic activity, the automatic fiscal
responses to it, and the extent to which these have been reinforced or overruled by discretionary fiscal
action.

3.1 Gauging the economic cycle

The cyclical patterns of economic activity in the four largest Member States of the Euro Area are broadly
synchronised yet portray some notable differences in amplitudes (Figures 2-5, Panels A — the scales of
these figures are uniform across Member States but different from Figure 1 to facilitate cross-country
comparison). Specifically:

1. Aside from a weak start in the early-2000s and a short-lived slump in 2009, Germany’s economy
has shown exemplary stability, running at close to full capacity over much of the past two
decades. The relative depth of the 2009 slump is explained by Germany’s comparatively large
manufacturing sector and its substantial exposure to movements in world trade, which stalled
when the global financial crisis hit in 2008-2009, but sharply rebounded in 2010-2011.
Meanwhile, the German economy was - if anything - favourably affected by the sovereign
debt crisis in the period from 2011 to 2013, as its sovereign bonds served as a safe destination
for capital flight out of the most severely hit Member States, with its financial conditions thus
remaining supportive.

2. France’s cyclical pattern of economic activity closely resembles that of the Euro Area as a
whole, albeit with a somewhat smaller amplitude. Like the Euro Area on aggregate, the French
economy has been running above full capacity most of the time until the 2008-2009 Great
Recession. After that, it has experienced much more persistent slack than the Euro Area as a
whole and lagged behind German economic performance. Yet the cyclical slump in economic
activity during the sovereign debt crisis in the period 2011 to 2013 has been contained relative
to the more hard-hit economies of Italy and Spain.

3. lItaly has seen a more pronounced cyclical pattern than the Euro Area as a whole, which has
been all the more painful as it came on top of persistent stagnation of potential output. Italy’s
poor potential output growth is attributable to a combination of a rapidly aging population
(implying weak growth in labour supply) and very weak productivity developments due to
both sluggish investment in productive capacity and a slow adoption of new technologies.
The depth and persistence of the post-crisis slump is explained in part by poor credit
conditions, due to the sizable stock of non-performing loans weighing on banks’ balance
sheets.

4. Spain has shown by far the most prominent cyclical swings in economic activity among the
largest four Member States, which have been shaped by the real estate boom and bust in the
first decade of its Euro Area membership. As a result, Spain entered a Financial Assistance
Programme, led by the European Stability Mechanism (ESM), in July 2012 (Table 2) to help the
government finance capital injections in, and extensive restructuring of, the banking industry.
The economy has been on a remarkable cyclical recovery path since the government
successfully exited the Programme in January 2014, albeit against a backdrop of slower
potential growth.

Allin all, the difference between the four largest Member States in terms of their cyclical performance,
has been substantial, with pronounced cyclical swings in economic activity in Spain and ltaly
contrasting with comparative stability in Germany and France. Although overall the cyclical
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movements have been largely synchronised, the German post-crisis downturn proved much more
short-lived and the recovery from it continued almost unabated even when the sovereign debt crisis
in Europe was raging.

3.2 The extent of automatic stabilisation

Reflecting the large differences in amplitudes of the economic cycles, the knock-on effects on the
automatic stabilisers have varied substantially across the four largest Member States. For instance, the
fiscal stimulus stemming from the automatic stabilisers during the slump from 2007 to 2013 have
varied from 1.1 percentage-point in Germany, to 2.9 in France, 4.5 in Italy and a whopping 10.3
percentage-points in Spain. This may serve as a striking illustration of how large the impact of
automatic stabilisers can be.

It is not surprising to find such a robust automatic response of the Spanish budget to the economic
cycle given its exceptional amplitude, but the extent of automatic stabilisation relative to the cycle
appears to have been comparatively strong in the case of Spain as well. This is vindicated by the semi-
elasticity of the cyclical component of the primary balance with regard to the output gap, which in the
case of Spain is in the range of 0.6 to 0.7, similar as in France, but larger than Germany’s and Italy’s at
0.4 to 0.5 (Tables 2-5). The strong cyclical sensitivity of the Spanish budget is explained by the
comparatively high elasticity of income tax to GDP, the massive swings in unemployment associated
with the boom and bust in (labour-intensive) real estate activity, and the large share of unemployment
related expenditure in GDP (in turn a reflection of Spain’s structurally high unemployment rate). By
contrast, the limited cyclical sensitivity of the Italian budget with respect to the output gap reflects the
comparatively modest coverage of Italian unemployment insurance. The relative lack of cyclical
sensitivity of the German budget reflects its relatively low level of public expenditure.

The upshot is that the economic downswing in Spain after 2008 — and by extension of the Euro Area
as a whole - could have been a lot worse had Spain not had the benefit of these significant automatic
stabilisers. The corollary of this observation is, however, that the cyclical windfall in government
finances in the run-up to the crisis had also been comparatively large. Hence the cyclical developments
in Spain — more than elsewhere - put a favourable gloss on public finances before the crisis, with the
cyclical component of the budget balance positive without interruption in the first decade of
Monetary Union, alongside a sustained discretionary (pro-cyclical) fiscal easing (see below). Against
this backdrop itis not surprising that public finances in Spain proved grossly unsustainable when crisis
struck, notwithstanding initially low levels of public debt and headline budget surpluses, and became
a source of systemic risk.
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Table 3: Fiscal stance in Germany
Change, %-points of 1999- 2007- 2009- 2011- 2007- 2013-
(potential) GDP 2007 2009 2011 2013 2013 2018
A. Output gap 34 -6.9 5.3 -1.0 -2.6 1.3
B. Automatic stabilisers 1.6 -3.2 2.5 -0.5 -1.1 0.6
C. Underlying primary balance -0.2 0.0 -0.8 0.7 -0.1 0.4
D. One-offs 0.2 -0.2 0.1 0.2 0.1 -0.1
B+C+D. Total primary balance 1.6 -3.5 1.9 0.4 -1.2 0.9
E. Net interest payments -0.3 0.0 -0.4 -0.4 -0.8 -0.9
B+C+D+E. Net lending 1.9 -3.4 2.3 0.8 -0.3 1.7
F. Debt/GDP 3.5 9.1 6.1 -1.4 13.7 -16.8
Memorandum: B/A 0.5 0.5 0.5 0.5 0.4 0.5

Source: OECD, author’s calculations
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Figure 3: Fiscal policy over the economic cycle in France.
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Table 4: Fiscal stance in France
Change, %-points of 1999- 2007- 2009- 2011- 2007- 2013-
(potential) GDP 2007 2009 2011 2013 2013 2018
A. Output gap 2.2 -5.4 1.8 -1.1 -4.7 1.4
B. Automatic stabilisers 1.3 -3.2 1.1 -0.7 -2.9 0.9
C. Underlying primary balance -2.7 -1.3 0.9 1.6 1.1 0.2
D. One-offs 0.2 -0.2 0.3 0.0 0.0 -0.3
B+C+D. Total primary balance -1.2 -4.8 2.3 0.8 -1.8 0.8
E. Net interest payments -0.2 -0.2 0.2 -0.3 -0.3 -0.5
B+C+D+E. Net lending -1.0 -4.5 2.0 1.1 -1.4 1.4
F. Debt/GDP 3.9 18.5 4.8 5.5 28.9 5.7
Memorandum: B/A 0.6 0.6 0.6 0.7 0.6 0.6

Source: OECD, author’s calculations
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Figure 4. Fiscal policy over the economic cycle in Italy.
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Table 5: Fiscal stance in Italy
Change, %-points of 1999- 2007- 2009- 2011- 2007- 2013-
(potential) GDP 2007 2009 2011 2013 2013 2018
A. Output gap 4.8 -7.3 2.2 -4.3 94 4.0
B. Automatic stabilisers 2.2 -3.5 11 -2.1 -4.5 2.0
C. Underlying primary balance -3.1 -1.1 0.4 33 2.6 -1.8
D. One-offs -0.3 0.5 0.3 -0.3 0.5 -0.2
B+C+D. Total primary balance -1.3 -4.1 1.8 0.9 -1.3 0.0
E. Net interest payments -1.6 -0.3 0.2 0.2 0.1 -1.1
B+C+D+E. Net lending 0.3 -3.8 1.6 0.8 -1.5 1.1
F. Debt/GDP -10.0 12.8 3.9 12.6 29.2 1.4
Memorandum: B/A 0.5 0.5 0.5 0.5 0.5 0.5

Source: OECD, author’s calculations
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Table 6: Fiscal stance in Spain

Change, %-points of

2007-
2009

2009-
2011

(potential) GDP

2011-
2013

2007-
2013

2013-
2018

A. Output gap 4.5 -7.5 -3.4 -5.2 -16.1 10.8
B. Automatic stabilisers 2.7 -4.7 -2.3 -3.3 -10.3 7.1
C. Underlying primary balance -0.7 -7.5 41 6.5 3.0 -4.0
D. One-offs -0.8 -0.4 0.2 0.5 0.2 0.2
B+C+D. Total primary balance 1.2 -12.6 1.9 3.6 -7.1 34
E. Net interest payments -2.0 0.2 0.6 1.0 1.9 -0.8
B+C+D+E. Net lending 3.2 -12.9 1.3 2.7 -8.9 4.3
F. Debt/GDP -25.4 17.2 16.8 25.9 59.9 2.3
Memorandum: B/A 0.6 0.6 0.7 0.6 0.6 0.7

Source: OECD, author’s calculations
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3.3 Discretionary fiscal offsets

The differences in terms of discretionary policy responses across the largest Member States are striking.
For instance, during the slump in the period from 2007 to 2013, German fiscal policy hardly moved
whereas fiscal contractions of 1.1 percentage-points, 2.6 and 3.0 of potential GDP were conducted in
France, Italy and Spain, respectively (Tables 3-6). These served to partially overrule the automatic
stabilisers — roughly one-third of the automatic stimulus was offset by discretionary restraint — so on
balance fiscal policy did provide stimulus in this episode. Its time profile was more problematic,
however, with significant stimulus in 2009 (taken back subsequently) in response to the sovereign debt
crisis to varying degrees in all four Member States (Panels B of Figures 2-5).

Examining the developments in more in detail, Germany stands out by its virtually neutral stance of
discretionary fiscal policy throughout the cycle, with the underlying primary balance hovering in a
narrow range around 12 % of potential GDP. If German policymakers claim their conduct of fiscal policy
qualifies as a ‘role model’ in the spirit of the EU fiscal rules —i.e. let automatic stabilisers work unfettered
around a sustainable path for the underlying budget balance - they have a point.

Even so, there have been brief stints of discretionary fiscal action in Germany nonetheless, such as the
(pro-cyclical) fiscal stimulus in the initial years of the monetary union ahead of the 2002 national
election, also motivated by flood-related emergency spending in the Eastern Laender. The headline
public deficit began to exceed the 3% Maastricht benchmark, which eventually led the European
Commission to launch an Excessive Deficit Procedure in 2003, which, however, was not vetted by the
European Council.

What has been unique in Germany relative to the other large Member States, is the sustained cutin the
tax burden implemented in the early years of the Monetary Union, which were combined - at least
since the mid-2000s — with curbs in public expenditure, especially social security expenditure (Figure
3, Panel D). Only since 2014 have some of these tax cuts been reversed to finance an increase in public
consumption expenditure, related to increased pressure on public expenditure stemming from
immigration and an aging population.

In the initial years of the monetary union France portrayed a similar pattern of discretionary policy ease
as Germany, with the same result of the Commission launching an Excessive Deficit Procedure, again
abrogated by the European Council. However, unlike Germany, France persisted in running an
accommodative discretionary fiscal policy stance during most of the remainder of the pre-crisis
episode. It broke with fiscal stimulus only after 2010, i.e. not before a final bout of robust (but now
counter-cyclical) fiscal stimulus was conducted in response to the global financial crisis in 2009. French
fiscal consolidation conducted since 2010 has relied entirely on tax increases as in fact public
expenditure — notably on social security — rapidly increased in the wake of the financial crisis.

In Italy, the stance of discretionary fiscal policy has been persistently pro-cyclical during the whole
period since the inception of the single currency. During the pre-crisis expansion in the period from
1999 to 2007 the automatic stabilisers were more than offset by an equivalent deterioration of the
underlying primary balance. The bulk of this fiscal stimulus has been attributable to increases in public
expenditure (consumption and social security) whereas tax cuts initiated in the first half of the
expansion were reversed in the second half of the expansion in the period from 2003 to 2007.

In the immediate aftermath of the global financial crisis discretionary fiscal policy has moved little in
Italy, but this changed dramatically when the sovereign debt crisis hit in earnest in 2012 and 2013.
Contagion effects from sovereign debt distress in Spain and several smaller Member States forced the
Italian government to consolidate its budget substantially, with significant tax increases in 2012 -
implemented by the technocratic government led by Mario Monti — bearing the brunt of the burden.
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Some, but not all, of these tax increases were reversed by subsequent governments, contributing to a
procyclical fiscal easing in the recovery from 2013 to 2018 (which now seems to have come to an abrupt
end).

Among the four largest Member States, Spain has seen the most dramatic changes in fiscal policy over
the cycle (Panel D, Figure 5). During the expansion from 1999 to 2007, as well as in the financial crisis
in 2008-2009, discretionary policy has behaved more or less in a counter-cyclical fashion. However, with
the onset of the sovereign debt crisis — in Spain led by a collapse of its banking system — a massive fiscal
consolidation was conducted, in conjunction with its Financial Assistance Programme led by the
European Stability Mechanism (ESM) to help the government restructure the banking system. It was an
unavoidable procyclical fiscal consolidation. With the cycle turning the procyclical fiscal easing
conducted since 2014 is attributable to a reversal of these expenditure cuts.

All considered, fiscal policy among the largest four Member States of the Euro Area over the economic
cycle can be characterised as follows:

1. In the pre-crisis expansion from 1999 to 2007, procyclical fiscal easing, working against the
automatic stabilisers, dominated among two of the four largest Member States (France and
Italy), led by tax cuts. Germany also implemented tax cuts in this period, but these were (with
some lag) offset by expenditure cuts.

2. In the immediate aftermath of the global financial crisis in 2008-2009, a substantial counter-
cyclical fiscal expansion was adopted in support of the automatic stabilisers in three out of four
large Member States (Germany excepted), but most prominently so in Spain.

3. In response to the sovereign debt crisis in the period from 2010 to 2013, procyclical fiscal
consolidation, led by tax increases, was adopted in France, Italy and Spain. Germany also
consolidated its budget in that period. However, given that the German economy held up well
during the sovereign debt crisis, this policy stance cannot be characterised as ‘procyclical’, at
least not from the perspective of German domestic policy needs (though it may have been
procyclical from the perspective of the Euro area as a whole).

4. Italy and Spain adopted a procyclical fiscal easing in the recovery from 2013 to 2018, led by a
reversal in prior tax cuts in Italy and a reversal of prior expenditure cuts in Spain - despite the
latter being subject to ‘Post-Programme Surveillance’. Apparently, the European authorities
judged stimulus not to be detrimental from the point of view the sustainability of public
finances - but it turned out to be procyclical, nonetheless.

Overall, the picture that emerges is that discretionary fiscal policy in the largest four Member States for
a variety of reasons have tended to overrule the automatic stabilisers — with the important exception
of the immediate aftermath of the global financial crisis in 2008-2009 when discretionary policy acted
to support the automatic stabilisers.
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4. DEVELOPMENTS IN SELECTED SMALLER MEMBER STATES

It is of interest to examine the economic and fiscal developments in smaller Member States, not least
since a number of them have been at the epicentre of the sovereign debt crisis in the period from 2011
to 2013 and several of them have been involved in a Financial Assistance Programme (see Table 2).
Conversely, the smaller ‘core’” Member States — e.g. Austria, Belgium and the Netherlands - were
affected only indirectly by the sovereign debt crisis (though they were hit by acute banking crises,
resolved without external financial support). Against this backdrop this section covers the Dutch
economy (‘the largest among the smalls’), two (former) programme participants in the Euro Area
(Portugal, Greece) and one Member State which became member of the Euro Area after completion of
a Financial Assistance Programme (Latvia). Again, to facilitate cross-country comparison, the scales of
Figures 6-9 are aligned, but differ from those in the earlier Figures.

4.1 Gauging the economic cycle
The following developments can be inferred from Panels A of Figures 6-9:

1. The cyclical profile of the Dutch economy has largely mimicked that of the Euro Area as a
whole, both in terms of timing and amplitude. This is not surprising given the openness of the
economy and its tight trade relationships with the rest of the Area.

2. Portugal - which entered a Financial Assistance Programme in May 2011 and has been in Post-
Programme Surveillance since its successful exit in June 2013 (Table 1) — saw a very sharp
cyclical contraction in economic activity during the sovereign debt crisis and the programme,
although it has recovered following programme exit.

3. Greece - which has been in three successive programmes since May 2010 and as recently as in
September 2018 was the last Member State to exit — experienced a profound boom and bust
profile. Indeed, it has shown by far the most significant cyclical swings in economic activity in
the Euro Area, with the cyclical output loss as large as 25% from peak to trough. It has been
recovering slightly since 2013, but with the output gap still at -10% in 2018 when the country
finally exited its third Financial Assistance Programme in September.

4. Latvia went from entering a Balance of Payments Financial Assistance Programme in
December 2008 to joining the Euro Area shortly before exiting Post-Programme Surveillance
in January 2015. It therefor has been the first (and thus far only) Euro Area Member State to
exit Post-Programme Surveillance. Like Greece it has experienced massive cyclical swings in
economic activity. Particularly striking has been the extraordinary pre-crisis boom turning to
bust in 2008-2009 driven by large swings in international capital flows. Latvia’s post-
programme recovery has been remarkable.

4.2 The extent of automatic stabilisation

Reflecting the widely diverging amplitudes of the economic cycles in these Member States, the
magnitudes of the automatic stabilisers also differ greatly. For instance, in the slump from 2007 to 2013
automatic stabilisers provided stimulus of 3.2% of potential GDP in the Netherlands, 5.1% in Portugal,
a whopping 12.7% in Greece and 6% in Latvia (although in the latter country the slump was already
largely over by 2013 and a much steeper cyclical decline in the budget balance was recorded between
2007 and 2009).

Like in the larger Euro Area Member States, the extent of stabilisation in relation to the size of the
cyclical downturn has been comparable, with the ‘semi-elasticity at around 0.5 — except in Latvia where
automatic stabilisation has been considerably weaker. The main reason for the latter is the
comparatively small public sector in Latvia. Like in the larger Member States, the automatic stabilisers

PE 634.398 23



IPOL | Economic Governance Support Unit

are primarily driven by the expenditure side of the budgets, which again is an important observation
in view of the multiplier effects that tend to be larger for public expenditure than for taxation.

4.3 Discretionary fiscal offsets

In the initial years of Monetary Union, Dutch governments conducted modest procyclical fiscal
stimulus, driven by tax cuts associated with a major tax reform. Bucking the overall trend in the Euro
Area, but akin to Germany, discretionary fiscal policy has been mostly neutral during the crisis period
from 2007 to 2013. Even so, within that period the policy stance has varied, with large counter-cyclical
easing in the 2008-2009 Great Recession contrasting with procyclical tightening in the sovereign debt
crisis from 2011 to 2013. In the ensuing recovery the Dutch government has conducted a counter-
cyclical fiscal tightening, primarily driven by tax increases. The overall picture that emerges is that of
sustained tax-driven fiscal easing in the first decade of Monetary Union, succeeded by sustained tax-
driven fiscal tightening in the second decade.

Portugal has been one of the rare countries to experience a slump in the period 1999 to 2007, at odds
with developments elsewhere, featuring some procyclical tightening driven by increases in taxes and
cuts in capital expenditure. Post-crisis fiscal consolidation started somewhat earlier than elsewhere,
again driven by substantial tax increases and cuts in capital expenditure associated with the Financial
Assistance Programme. Since Portugal’s exit from the Programme in 2013, discretionary fiscal
consolidation has been pursued at a more modest pace.

In Greece the expansion from 1999 to 2007 was fuelled by a marked procyclical easing of discretionary
policy, led by massive discretionary increases in public expenditure (including for the Summer
Olympics of 2004) not offset by equivalent tax increases. These developments were wholly reversed
when the sovereign debt crisis hit in 2010, led by a succession of three Financial Assistance
Programmes. The bulk of the fiscal consolidation has relied on tax increases, though there has also
been a contribution from cuts in other net (mostly capital) expenditure. Since Greece has only barely
exited its Programme end of last year, the jury is out on its pursuit of fiscal policy under Post-
Programme Surveillance. However, since the government’s hands are tied by formidable official debt-
repayments, it looks unlikely Greek fiscal policy will return to an easing stance in the foreseeable future.

Akin to the experience in Greece, Latvia conducted sustained fiscal stimulus in the expansion from 1999
to 2007, driven by rapid increases in capital expenditure. This was reversed earlier than elsewhere in
(what is now) the Euro Area, as Latvia was the first one among the current Euro Area Member States to
enter a Financial assistance Programme in December 2008. However, with the economy gathering
more pace after entering the Euro Area in 2014, there is some indication of renewed pro-cyclical easing.
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5. THE SCOPE FOR SUPRA-NATIONAL FISCAL BUFFERS

The analysis so far suggests that — aside from the exceptionally sharp 2008-2009 downturn in the wake
of the global financial crisis — discretionary fiscal policy in the Euro Area has tended to be procyclical,
partly or wholly offsetting the smoothing impact of the automatic stabilisers. Some of the fiscal
restraint in bad times has been motivated by the need to contain unsustainable debt levels, but to
some degree this could have been avoided had governments steered clear from procyclical fiscal
stimulus in good times.

Econometric analysis reported in Appendix Il provides evidence that spending of cyclical windfalls in
good times, only to reverse this in bad times, indeed has been a hallmark of fiscal policies in the Euro
Area to date - even when properly controlling for other factors shaping fiscal policies such as high debt
levels, Programme participation and other time-specific and country-specific factors. Against this
backdrop this section examines if the creation of fiscal buffers, to which Member States contribute in
good times and can draw on in bad times, could serve to remove or mitigate the procyclicality of fiscal
policies.

In principle such buffers could be established at the national level, but this raises the question why this
has not already occurred. In any case, fiscal buffers would likely be more effective if established at the
supranational level, at arm’s length from day to day national policymaking. Risk sharing between
Member States, to smooth cross-country cyclical divergences, would further enhance the effectiveness
of the buffer, but this is also better manageable at a supranational level. It will, however, give rise to
specific political and operational challenges that will be highlighted in this section as well.
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Figure 6: Fiscal policy over the economic cycle in the Netherlands.
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Table 7: Fiscal stance in the Netherlands
Change, %-points of 1999- 2007- 2009- 2011- 2007- 2013-
(potential) GDP 2007 2009 2011 2013 2013 2018
A. Output gap 0.8 -4.4 1.0 -2.8 -6.2 33
B. Automatic stabilisers 0.4 -2.2 0.5 -1.5 -3.2 1.7
C. Underlying primary balance -2.8 -2.1 -0.6 2.4 -0.3 2.2
D. One-offs 0.2 -0.8 0.7 0.5 0.4 -0.6
B+C+D. Total primary balance -2.1 -5.1 0.7 1.4 -3.0 3.4
E. Net interest payments -1.8 -0.1 0.0 -0.1 -0.2 -0.5
B+C+D+E. Net lending -0.3 -5.0 0.7 1.5 -2.8 3.9
F. Debt/GDP -15.6 13.8 4.9 5.9 24.7 -13.5
Memorandum: B/A 0.5 0.5 0.6 0.5 0.5 0.5

Source: OECD, author’s calculations
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Figure 7: Fiscal policy over the economic cycle in in Portugal.
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Table 8: Fiscal stance in Portugal

2007-
2013

2013-
2018

1999-
2007

2007-
2009

2009-
2011

2011-
2013

Change, %-points of

(potential) GDP

A. Output gap -1.9 -4.2 -04 -4.6 -9.2 4.8
B. Automatic stabilisers -0.9 -2.2 -0.2 -2.7 -5.1 2.8
C. Underlying primary balance 0.6 -4.2 35 4.7 4.0 1.4
D. One-offs 0.3 -0.2 0.2 0.8 0.8 -0.8
B+C+D. Total primary balance 0.0 -6.7 3.5 2.9 -0.2 34
E. Net interest payments 0.0 0.1 1.1 0.4 1.6 -0.7
B+C+D+E. Net lending 0.0 -6.8 2.4 2.5 -1.8 41
F. Debt/GDP 17.4 15.2 27.8 17.6 60.6 -7.3
Memorandum: B/A 0.4 0.5 0.5 0.6 0.6 0.6

Source: OECD, author’s calculations
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EmOther net exp.
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2009-
2011

2011-
2013

2007-
2013

A. Output gap 11.3 -5.9 -12.9 -6.7 -25.5 5.5
B. Automatic stabilisers 4.4 -2.0 -6.0 -4.7 -12.7 4.4
C. Underlying primary balance -8.7 -3.9 12.1 6.4 14.7 1.6
D. One-offs 0.6 -2.1 0.8 -7.8 -9.2 7.2
B+C+D. Total primary balance -3.7 -8.0 6.9 -6.1 -7.2 13.1
E. Net interest payments -2.6 0.5 2.0 -3.3 -0.8 -0.3
B+C+D+E. Net lending -1.2 -8.4 49 -2.9 -6.4 134
F. Debt/GDP 8.5 23.6 45.3 5.3 74.3 -4.6
Memorandum: B/A 0.4 0.3 0.5 0.7 0.5 0.8

Source: OECD, author’s calculations
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Figure 9: Fiscal policy over the cycle in Latvia.
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Table 10: Fiscal stance in Latvia

Change, %-points of 1999- 2007- 2009- 2011- 2007-

(potential) GDP 2007 2009 2011 2013 2013
A. Output gap 16.3 -22.7 35 1.8 -17.4 3.4
B. Automatic stabilisers 6.1 -8.4 1.7 0.7 -6.0 1.2
C. Underlying primary balance -3.7 0.4 3.6 1.9 5.9 -1.1
D. One-offs 0.6 0.2 -0.2 0.4 0.4 -0.2
B+C+D. Total primary balance 3.0 -7.9 5.2 3.0 0.3 -0.1
E. Net interest payments -0.2 0.8 0.4 -0.1 1.0 -0.5
B+C+D+E. Net lending 3.2 -8.6 4.8 3.1 -0.6 0.4
F. Debt/GDP -4.0 27.7 6.9 -3.6 31.0 0.3
Memorandum: B/A 0.4 0.4 0.5 0.4 0.3 0.4

Source: OECD, author’s calculations
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5.1 Objectives and challenges

The debate on fiscal integration of the Euro Area, including the creation of supranational fiscal buffers,
is far from novel, but received renewed attention in the wake of the sovereign debt crisis (IMF, 2013
and Pisani-Ferry et al, 2013). Apparently, the fiscal rules enshrined in the Treaty and concomitant
coordination mechanisms have not succeeded to create strong enough incentives for Member States
to build up such buffers in good times at the national level. Hence the question as to whether such
supranational buffers should be part and parcel of the Euro Area governance structure is a pertinent
one. However, the creation of supranational buffers comes with political costs and operating
challenges, as discussed below.

Supranational buffers can take several forms. The most straightforward form is to commit Member
States to transfer in good times part of the cyclical fiscal windfalls - stemming from the automatic
stabilisers — to a Euro Area Budget, to be released to national budgets in bad times. Alternatively,
national governments could transfer (some or all) of the responsibility for the most cyclically sensitive
spending programmes or tax schemes to the supranational level, such as for instance the payment of
unemployment benefits or the collection of direct business taxation. The ceding of national
sovereignty over fiscal proceeds, spending programmes or taxation is likely to be perceived as (too)
costly in the current political climate. In any case, it would have to be subject to proper democratic
control. That would require institutional reform (possibly including the creation of a “Euro Area
Chamber” at the European Parliament endowed with legislative power over the Euro Area Budget) for
which there may be even less appetite.

Several modalities are possible with regard to the degree of risk sharing and the implied horizontal’
transfers across the Member States. Horizontal transfers would occur if the cyclical positions of Member
States’ economies diverge. A widespread concern is that this would invite fiscal profligacy by the
recipient governments of transfers. There is also a risk of moral hazard in the sense that national
governments anticipate future support from the supranational buffer in bad times and take this into
account in good times. Worse, it might weaken the incentives for structural reform alongside a pro-
cyclical fiscal stance which would be damaging for the Euro Area as a whole. Conversely, Member
States with low potential growth and high structural unemployment could end up sending transfers to
Member States with structurally sound economies but which happen to be in a cyclical downturn,
which would be politically ‘toxic’.

Therefore, some have argued that risk-sharing and horizontal transfers should be avoided, with the
Euro Area Budget subdivided into ‘national compartments’ instead. This device would expose Member
States to their own misconduct of fiscal policy and the market reaction thereupon, without exposing
other Member States. While politically more palatable, its drawback is, however, that more capital
would need to be raised in the market when the economic cycles diverge across Member States, as
surpluses in one compartment cannot be used to finance deficits in other compartments. This could
be particularly problematic in times of fiscal distress and associated turbulence in capital markets.

With or without national compartments, however, the operating challenges are formidable. In the past
it has proved hard to assess the cyclical position of the economy in real time, with a cyclical upturn
initially perceived as ‘structural’ and vice versa. Therefore, the ‘technology’ for the assessment of the
cyclical stance of the economy and its acceptance need to be improved, which requires a major
concerted effort. Otherwise it may prove too difficult to justify a call on governments to contribute to
a supranational buffer in good times and vice versa, especially if the size of the net contributions turns
out to be inappropriate as more information on the actual position in the economic cycle flows in over
time.
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Some of the concerns regarding moral hazard can be mitigated by the adoption of strict conditionality
for support from the supranational buffer. For instance, compliance with the Euro Area’s fiscal rules at
the national level would be a strict minimum condition, which would be facilitated by streamlining
these rules, as recommended by the European Fiscal Board (2018a, 2018b). A supranational institution
could be endowed with the authority to manage the system. However, this, in turn, raises questions
about the possibility of enforcement. In the end, it is all a matter of mutual trust and political will to
build the necessary governance structures, democratic control and technical competencies.

5.2 Contributions to a Euro Area Budget

This section presents illustrative numerical estimates for the vertical and horizontal transfers flowing
through a Euro Area Budget and how this might affect the conduct of fiscal policies in the Member
States. Several assumptions underpin this exercise (see Appendix Il for the technical details):

1. The computations are of a counter-factual nature, in the sense that the estimates aim to gauge
what would/could have happened in case a hypothetical system of transfers to and from a Euro
Area Budget had been in place as of the 1 of January 1999, with all current Euro Area Member
States participating.

2. In good times, governments are assumed to transfer 50% of their cyclical windfalls stemming
from the automatic stabilisers to the Euro Area Budget, and in bad times to recover 50% of their
cyclical shortfall from this source via transfers received from the Euro Area Budget.

3. The transfers are assumed to be automatically triggered regardless of the size of the cyclical
shortfall or windfall - there is no threshold assumed above or below which transfers are
triggered (such thresholds have been recommended by inter alia the European Fiscal Board,
2018a).

4. Thereare no ‘national compartments’. This implies that the contribution received from the Euro
Area Budget of any Member State in any year is not constrained by its prior contributions to
the Budget, and that de facto horizontal (cross-country) transfers may occur.

5. To ensure that the net transfers to/from the Euro Area Budget on aggregate balance out over
the cycle as a whole, it is assumed that Member States contribute a fixed 0.2 percent of GDP to
the Euro Area Budget regardless of the cyclical position of the economy.

6. The economic cycle, as reflected in the output gap, and its impact on the automatic stabilisers,
is taken as given by the historical record. Hence it is assumed to be unaffected by the
hypothetical creation of a Euro Area Budget, which is a bold assumption but should not affect
the general thrust of the results.

7. The response of discretionary fiscal policy at the national level to the transfers to and from the
Euro Area Budget is assumed to follow the estimated relationship reported in Appendix Il. This
means that for every 1.0 percentage-point transfer of cyclical windfalls to a Euro Area Budget,
discretionary policy is tightened by approximately 0.8 percentage-point, and vice versa.

8. These implications for discretionary national fiscal policies are assessed against a baseline in
which fiscal policy, in the absence of a Euro Area Budget, behaves as identified by the analysis
in the previous sections and the econometric model presented in Appendix Il.

Table 11 reports the results for the Euro Area as a whole. As can be easily verified, the automatic
stabilisers are now split fifty-fifty between those accruing to the national budgets and transfers to the
Euro Area Budget. As a result, in the expansion of the period 1999 to 2007 the stance of discretionary
fiscal policy would have been considerably less procyclical (stimulatory), with the increase of the
underlying budget deficit moderating from 2% to 1.3% of potential GDP. Conversely, in the slump from
2007 to 2013, the observed discretionary fiscal restraint of 1.4% of potential GDP would be tilted to a
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small (counter-cyclical) fiscal stimulus of 0.1% of potential GDP, with the fiscal stimulus in the sharp
2008-2009 recession almost doubling. Similarly, in the recovery period from 2013 onwards, the
procyclical fiscal stimulus of 0.3% of potential GDP would be tilted to countercyclical fiscal restraint of
0.4% of potential GDP.

Table 11: Euro Area Budget - fiscal impact

%-points change of 1999- 2007- 2009- 2011- 2007- 2013- 1999-
(potential) GDP 2007 2009 2011 2013 2013 2018 2018
Automatic stabilisers 0.9 -1.7 0.5 -0.7 -2.0 1.0 -0.1
Discretionary policy -1.3 -3.2 1.3 1.8 -0.1 0.4 -1.0
Contribution to Euro budget -1.1 -1.7 0.5 -0.7 1.3 1.0 -0.1
Baseline
Automatic stabilisers 1.8 -3.5 1.0 -1.3 -3.8 1.9 -0.1
Discretionary policy -2.0 -1.9 1.0 2.3 1.4 -0.3 -0.9

Source: Author’s calculations

The upshot is that in this scenario the stance of fiscal policy would have been considerably more
effective in terms of providing appropriate support or restraint in the face of the economic cycle. Even
so, on balance over the economic cycle covering the first two decades of Monetary Union, discretionary
fiscal policy would be broadly unchanged from the actual record. This means that, without changing
the overall orientation of fiscal policy over the longer haul, a much better time profile of fiscal efforts
would have been achieved.

Table 12: Euro Area Budget — net contributions by Member State

Annual average levels per 1999- 2007- 2009- 2011- 2007- 2013- 1999-

period 2007 2009 2011 2013 2013 2018 2018

Largest four Member States, % of national GDP
Germany 0.1 -0.2 0.1 0.2 0.0 0.3 0.1
France 0.6 0.0 -0.2 -0.3 -0.2 -0.2 0.2
Italy 0.6 0.0 -0.2 -1.0 -0.4 -0.6 0.0
Spain 0.8 -0.1 -1.8 -3.6 -1.8 -1.7 -0.6
Selected smaller Member States, % of national GDP
The Netherlands 0.4 0.5 0.0 -0.5 0.0 -0.2 0.1
Portugal 0.6 -0.1 -0.4 -1.7 -0.7 -1.1 -0.2
Greece 0.7 1.6 -1.0 -3.8 -1.1 -2.7 -0.7
Latvia 0.3 0.1 -1.3 -0.3 -0.5 -0.2 -0.1
Euro Area, % of GDP
Total o5] o0o0| -03] 08| -04| -04] 00

Source: Author’s calculations

The accumulated net transfers to the Euro Area Budget in the pre-crisis expansion from 1999 to 2007
would be 0.5% of GDP, pretty much in line with the recommendation of the European Fiscal Board
(2018a). By contrast, the accumulated net transfers to/from the Euro Area Budget over the whole period
1999 to 2018 are, by assumption, zero. However, this does not need to be so in each Member State. A
politically thorny issue is that there would have been cross-country (horizontal) transfers to the extent
the national economic cycles have been out of sync with each other. As indicated by the results in Table
12, the four ex-Programme Member States in the sample — Spain, Portugal, Greece and Latvia — would
be net recipients of transfers from the Euro Area Budget over this twenty-years period, whereas
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Germany, France and the Netherlands would be net contributors (Italy would be neither a net recipient
nor a net contributor over this period).

Importantly, the fact that at several stages of the economic cycle Germany would have been the single
biggest net contributor puts in question the political sustainability of the scheme. Germany would have
acted as a net contributor notably during the whole of the second decade of the Monetary Union, i.e.
the rebound in the period from 2009 to 2011, during the sovereign debt crisis from 2011 to 2013 and
during the recovery from 2013 to 2018. However, this is — as noted — under the assumption of
unchanged macroeconomic conditions relative to baseline. If, owing to changes in fiscal behaviour as
a result of a Euro Area Budget, the stance of fiscal policy would have been better attuned to the cycle
in the first decade of the Monetary Union, fiscal distress would perhaps have been less acute when
crisis hit, and the Programmes could have been smaller. With the shocks more easily absorbed, it does
not seem impossible that in that scenario the political support for fiscal transfers over a Euro Area
Budget would have been stronger.

As noted, in this scenario national compartments in the Euro Area Budget are assumed to be absent. If
national compartments had existed, Member States in upswings would have been running surpluses
in their compartments with the deficits in the other compartments financed from borrowing in the
capital market (or, as some have proposed, from the European Stability Mechanism if that had existed
from the outset). There is some reason for concern that, as the Member States could perceive the
national compartments as part of their national budgets, the induced counter-cyclicality of national
fiscal policies would be diminished - although it is hard to tell by how much. Moreover, the greater
reliance on capital markets in the absence of horizontal transfers, would have been all the more
problematic in times of financial turbulence. Therefore, while perhaps rendering a Euro Area Budget
more politically palatable, the introduction of national compartments may run counter to its
stabilisation goal.

5.3 A Euro Area unemployment insurance and corporate tax scheme

The creation of a European unemployment insurance scheme is a specific way forward to shape intra-
Member State transfers over a pan-Euro Area Budget, mimicking to some extent the Federal Social
Security system in the United States. The mechanism is straightforward: whenever a Member State
experiences a cyclical increase in unemployment, it will receive compensation from a reinsurance
scheme at the centre and vice versa. Alternatively, unemployment insurance itself could be managed
at the centre. The counter-cyclical properties of a Euro Area-wide unemployment scheme could be
further enhanced by financing the insurance contributions through direct taxation of business income
- the most counter-cyclical form of taxation - instead of the generally more pro-cyclical payroll tax used
at the national level.

The proceeds from direct business tax in the Euro Area on average exceeds the payment of
unemployment benefits by about 12 % of GDP, so when combined in a single scheme, the Euro Area
Budget would have run a structural surplus of the order of 12 % of GDP. However, in the computations
below it is assumed that only the cyclical component of this balance would accrue at the centre, with
the structural component remaining part of the national budget balance. This could be achieved for
instance by repaying the structural surplus at the centre to the originating Member States. The
operating challenges, as highlighted before, would be very large, but it is difficult to think of more
practical solutions.

The numerical estimates discussed below rely on other important assumptions as well. Specifically,
underpinning the calculations is that unemployment compensation (replacement rates and eligibility)
and business tax (rates, deductions, etc.) remain unchanged from the existing practice at the national
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levels. This is clearly a limitation, but still useful because it may help to demonstrate the need for
harmonisation of these schemes. As in the previous scenario, the calculations are of a counter-factual
nature, quantifying how fiscal policy in the Euro Area would have fared over the cycle in this scenario
over the past two decades. The other assumptions underpinning this exercise are also similar to those
in the previous section (i.e. no national compartments, a fixed contribution of 0.1% of GDP per annum
to secure a balanced Euro Area Budget over the cycle, discretionary fiscal policies respond in line with
the econometric model).

Table 13: Transferring the cyclical component of unemployment compensation and direct
business income tax to the center - fiscal impact

%-points change of 1999- 2007- 2009- 2011- 2007- 2013- 1999-
(potential) GDP 2007 2009 2011 2013 2013 2018 2018
National level
Automatic stabilisers 1.5 -2.8 0.8 -1.2 -3.3 1.8 0.0
Discretionary policy -1.8 -2.4 1.0 2.2 0.9 0.5 -0.3
Supranational level
Direct tax business income 0.1 -0.1 0.0 0.0 -0.2 0.1 0.0
Unemployment benefits -0.2 0.5 -0.1 0.2 0.5 -0.3 0.0
Balance 0.3 -0.6 0.2 -0.2 -0.7 0.3 0.0
Baseline
Automatic stabilisers 1.8 -3.5 1.0 -1.3 -3.8 1.9 -0.1
Discretionary policy -2.0 -1.9 1.0 2.3 1.4 -0.3 -0.9

Source: OECD, author’s calculations

Table 14: Transferring the cyclical component of unemployment compensation and direct
business income tax to the center — net contributions by Member State

Annual average levels per 1999- 2007- 2009- 2011- 2007- 2013- 1999-

period 2007 2009 2011 2013 2013 2018 2007

Largest four Member States, % of national GDP
Germany 0.1 -0.1 0.0 0.1 0.0 0.1 0.1
France 0.3 0.1 0.0 -0.1 0.0 -0.1 0.0
Italy 0.1 0.1 0.1 0.0 0.1 0.0 0.1
Spain 0.4 -0.1 -0.8 -1.5 -0.8 -0.6 -0.2
Selected smaller Member States, % of national GDP
The Netherlands 0.3 0.3 0.0 -0.3 0.0 -0.2 0.1
Portugal 0.2 0.0 0.0 -0.4 -0.1 -0.2 0.0
Greece 0.2 0.3 -0.1 -0.4 0.0 -0.2 0.0
Latvia 0.1 -0.1 -0.3 0.0 -0.1 0.0 0.0
Euro Area, % of GDP
Total 02| 00| -01| -02| -01] 01| 00

Source: OECD, author’s calculations

The thrust of the results reported in Table 13 is similar to that in the previous section, but there are
important differences in size. Generally, the net transfers to the Euro Area Budget would have been
smaller and hence its impact on discretionary fiscal policies would also have been smaller than under
the previous scenario. For instance, in the expansion of the period 1999-2007, the discretionary fiscal
easing would have declined from 2 percentage-points of potential GDP in the baseline to 1.8 in the
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present scenario, as opposed to 1.3 percentage-points as reported in Table 11 under the previous
scenario.

A similar picture emerges from the implied horizontal transfers as reported in Table 14, which,
depending on the Member State concerned, are significantly smaller than in the previous scenario
reported in Table 12. There are, however, significant differences between Member States in this regard.
Forinstance, in Greece the net annual average receipts from the centre in the period from 2011 to 2013
would amount to a mere 0.4% of national GDP with a European unemployment insurance cum direct
business tax, as opposed to a whopping 3.8% in the scenario reported in Table 12. This is a reflection
of the comparatively low unemployment compensation in Greece, implying that Greece would be
disadvantaged if transfers were linked to cyclical unemployment rather than to broader cyclical
indicators such as the output gap.

These results thus indicate that centralisation of unemployment compensation and direct taxation of
business income will only have the desired fiscal policy knock-on effects in a politically palatable way
if combined with a harmonisation of these schemes across Member States. This is to ensure that under
equal macroeconomic circumstances Member States receive from, or contribute to, the supranational
buffer the same amount relative to their GDP, as mimicked in the first scenario above.
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6. CONCLUSION

To date, fiscal policy in the Euro Area has remained fully in the remit of the Member States, albeit within
a set of fiscal rules, and with surveillance, coordination and enforcement managed at the supranational
level. After two decades of experience with the single currency in Europe, important lessons can be
drawn on the macroeconomic stabilisation properties of this fiscal policy framework.

At least on one measure, the ‘output gap’, the degree of over- or under-utilisation of the economy’s
productive potential, the Euro Area has completed a full economic cycle since its inception. This
comprised the economic expansion from 1999 to 2007, a lengthy episode of slack associated with the
global financial and European sovereign debt crises in the period from 2007 to 2013, and a sustained
recovery after that, taking the economy’s cyclical position broadly back to where it started in 1999.
Within each of these three episodes shorter-term cyclical movements have been significant as well,
most prominently, the sharp downturn from 2007 to 2009 associated with the Great Recession, a
subsequent rebound in the period 2009 to 2011 and the sovereign debt crisis from 2011 to 2013.

Automatic stabilisers refer to the items on government budgets that are affected by the
macroeconomic situation in ways that operate to smooth the business cycle. It may not always be
sufficiently appreciated that an important source of automatic stabilisation stems from the counter-
cyclical movements in the share of public expenditure in aggregate output, with progressive taxation
playing an important yet more modest role. With the macroeconomic ‘multipliers’ of government
expenditures higher than those on taxation, automatic stabilisers have acted to smooth the economic
cycle to a considerable extent — possibly halving the amplitude of the cycle.

For a variety of reasons, discretionary fiscal policies in Member States have frequently overruled the
working of the automatic stabilisers, thus muting their smoothing impact. In the expansion from 1999
to 2007, fiscal stimulus tended to add fuel to the upturn as cyclical windfalls were ‘spent’ on tax cuts
and additional expenditure, in part driven by electoral motives. Governments in some Member States
saw their public coffers swell as real estate bubbles inflated but failed to appreciate the temporary
nature of these windfalls and the imbalances that built up under the surface.

Only when the global financial crisis hit in 2008-2009, heeding the lessons of the Great Depression in
the 1930s, a bout of coordinated, temporary and targeted fiscal stimulus acted to support the
automatic stabilisers. This was reversed, however, in the sovereign debt crisis from 2011 to 2013 when
public indebtedness skyrocketed after a succession of bank rescues, soaring sovereign yields and the
loss of market access by some Member States. In a number of cases fiscal restraint was a by-product of
Financial Assistance Programme led by the EU Member States and IMF. With participating Member
States exiting their programmes successfully and economies recovering, modest fiscal stimulus has
already been apparent. This suggests that as fiscal constraints become less acute, discretionary fiscal
policy may again portray a procyclical bias in the years ahead if the recovery continues — even though
this looks uncertain at the moment.

Because of this experience, it is fair to conclude that the economic cycle In the Euro Area could have
been considerably smoother had discretionary fiscal policy been able or allowed to be conducted in a
more counter-cyclical fashion — or at least not overruled the automatic stabilisers. How could this be
secured in the future? One way forward, as frequently suggested both prior and after the creation of
the single currency, is to create a supranational buffer fund to which Member States contribute in good
times and can draw on in bad times. Member States would then have less fiscal leeway for fiscal
stimulus in good times and more leeway for fiscal stimulus in bad times. As a result, national fiscal
policies would turn more countercyclical. The analysis in this report provides some evidence that this
might indeed be the case.
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While relatively simple on paper, the creation and operation of a supranational buffer fund are
challenging. Not only has the political appetite for this or any other form of fiscal integration of the
Euro Area dwindled in the wake of repeated crises, but the operating challenges are also daunting. The
two illustrative scenarios elaborated in this report point this out. The first scenario, in which Member
State governments in good times contribute half of their cyclical fiscal windfalls to a Euro Area Budget
and in bad times receive compensation to the amount of half their cyclical fiscal shortfall from that
Budget, is conceptionally simple and effective on paper, but potentially difficult to manage in real time.

A way to make this transfer mechanism more automatic and therefore easier to manage would be to
transfer the most cyclically-sensitive spending programmes and tax schemes from the Member States
to the centre, which is the second scenario elaborated in this report. Specifically, in this scenario it is
assumed that the payment of unemployment benefits and the collection of direct tax on business
income is transferred to the centre - at least inasmuch these can be attributed to the economic cycle.
However, the computations illustrate that for such a device to be effective, a far-reaching cross-
Member State harmonisation of for instance eligibility criteria, compensation rates, tax bases and tax
rates would be a prerequisite. Otherwise the implied cross-Member State fiscal transfers would be
heavily distorted and difficult to justify.

Although the institutional design of a Euro Area buffer fund is beyond the scope of this paper, all
considered, it is fair to conclude that the creation and operation of a Euro Area buffer fund with the
above characteristics could be effective. However, it must be underpinned by strong political
legitimacy, clear rules, automaticity when possible, and solid judgment when needed. Moreover, it
would need to be subject to appropriate democratic control, regardless of the institutional form that is
chosen.
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7. APPENDIX I: METHODOLOGY AND DATA SOURCE

The system to identify the automatic stabilisers in use at the OECD was developed in the late-1990s
(Van den Noord, 2000), with major updates carried out by Girouard and AndreX (2005) and Price et al
(2015). It has been adopted by the IMF and the European Commission, and also by some national
authorities, with minor modifications or more detail. The method computes the automatic stabilisers
in each Member State as the difference between the actual primary balance (as a per cent of GDP) and
the “cyclically-adjusted primary balance” (as a per cent of potential GDP). In formal terms:

CC =PB - CAPB

Where CC denotes the cyclical component of the primary balance generated by the automatic
stabilisers, PB is the headline or actual primary balance and CAPB is the cyclically-adjusted primary
balance. The primary balance and its cyclically adjusted equivalent are computed as follows:

m

1 n m 1 n
i=1 =1 i=

j i=1 j=1

where T; is the tax revenue of tax category i and G; is the primary expenditure of expenditure category
J, with their cyclically-adjusted equivalents denoted as T;" and G;". Y is actual output (or GDP) and Y™ is
‘potential’ output. Potential output is a construct based on the capital stock, labour supply and the
estimated rate of technological change, based on a method developed by Giorno et al (1995), and
routinely updated and improved since then. The difference between actual and potential output, as a
per cent of the latter, i.e. (Y — Y™) /Y™ is the output gap. Potential output is computed as the level of
output that can be sustained without triggering inflation or deflation due to excess demand or supply.

The methodology distinguishes four tax categories (direct tax on labour income, direct tax on business
income, social security contributions and indirect tax) and two expenditure categories (primary current
expenditure and net capital expenditure (of which the largest component is gross public investment).
The cyclical adjustment for each category is carried out as follows:

£6

. Y— * &; . Y_y* j
Ti=Ti(1+ v ) , Gj:Gj(l-}_T)

The elasticities & and ejG differ across budget items (Table 15). For direct household taxation the

elasticities are in the range of 1.5 to 2 and for direct taxes on business in the range of 1 to 3, while for
indirect tax the elasticities are around 1 and for social security contributions in the range of 0.5to 1 in
most cases. The elasticity of primary current expenditure is small (on average -0.1), reflecting the rather
small weight of unemployment insurance outlays in total government expenditure (see for further
details Girouard and Andre, 2005 and Price et al 2015). Other net expenditure is not cyclically adjusted.

The methodology yields an estimate for discretionary fiscal policy alongside the automatic stabilisers.
However, the cyclically-adjusted balance CAPB cannot be used for this purpose without a correction
for possible distortions stemming from ‘one-offs’ — budget items of a non-recurrent nature that do not
affect the fiscal position over a longer time horizon. One offs can be quite large and sometimes (but
not always) merely serve ‘cosmetic’ purposes (see Koen and Van den Noord, 2005). For instance, the
issuance of UMTS licenses for broadband internet use at the start of the century (a government
monopoly in most countries) led to a sharp temporary increase in the primary balance that should not
be considered as a discretionary tightening of fiscal policy. The OECD - based on a methodology
developed by Joumard et al (2008) - identifies the size of the one-off as a percent of potential GDP
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(ONEOFF) and subtracts this from the cyclically adjusted primary balance, to obtain the ‘underlying’
primary fiscal balance (UND):

UND = CAPB — ONEOFF

The cyclical components CC by tax and expenditure item shown in the Panels C of Figures 1 - 12 are
computed for each country as:
= E — T_‘* cct = ﬂ — G_J*

Y v’ J Yy v
with a further split of primary expenditure into consumption and social security outlays (other than
unemployment related expenditure), for which the elasticities are assumed to be zero, in line with the
OECD methodology.

ccT

Table 15: Output gap elasticities of tax and outlays

Social Indirect Direct taxes Direct taxes Outlays
Member security taxes on business on
State contribut- households
ions
Austria 0.71 1.09 2.61 1.81 -0.13
Belgium 0.72 1.09 2.61 1.34 -0.32
Estonia 1.39 1.22 1.76 1.56 -0.06
Finland 0.70 0.96 2.80 1.36 -0.18
France 0.70 0.91 3.09 1.85 -0.14
Germany 0.52 0.95 1.97 1.86 -0.15
Greece 0.55 1.04 2.08 2.00 -0.03
Ireland 1.06 1.06 0.89 1.57 -0.19
Italy 0.55 1.10 2.61 1.43 -0.04
Latvia 0.73 1.08 1.78 1.32 -0.10
Luxembourg 0.53 1.08 2.21 1.56 -0.12
Netherlands 0.57 1.00 2.60 1.94 -0.22
Portugal 0.98 0.98 1.43 2.29 -0.15
Slovakia 0.66 1.14 1.67 1.77 -0.06
Slovenia 0.65 0.99 2.34 1.62 -0.07
Spain 0.71 1.41 2.11 1.76 -0.44

Source: OECD Economic Outlook Database Inventory 104, 2018/2

In the main text the observation is made that the cyclical component of expenditure tends to outweigh
the cyclical component of tax revenues. This can be illustrated by a simple example assuming that the

tax elasticity €7 equals 1 and the expenditure elasticity and ejG equals 0, in which case the above

expressions would read:

cq-T=E g L/ =0, cco =G (y - G/G =—ﬂ<y_y*)
Y Y*/Y I Ty Y*/Y Yy \ v

In reality the average tax elasticity is larger than 1 and the expenditure elasticity slightly negative, but
this does not invalidate the general point that the impact of automatic stabilisers on the government
budget is dominated by the cyclical stickiness of (primary) expenditure.
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For the purpose of this report, time series for CC, CAPB, UND and ONEOFF - both aggregate and where
available per budget item - as well as for actual and potential output are directly extracted from the
latest issue of the OECD Economic Outlook (OECD, 2018).
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8. APPENDIX Il: MODELLING THE FISCAL RESPONSE TO
AUTOMATIC STABILISERS

The hypothesis that is tested in this Appendix is whether or not the discretionary fiscal offsets identified
in this report can be seen as a direct response to the automatic stabilisers. In good times, automatic
stabilisers produce cyclical windfalls on government budgets that policymakers may be tempted to
use for fiscal stimulus, for instance for electoral purposes, within (or beyond) the limits of the fiscal rules.
Conversely, in bad times automatic stabilisers produce cyclical shortfalls on budgets that may prompt
governments to use the opportunity to consolidate their fiscal positions while minimising the electoral
setbacks this would otherwise entail. If these incentives are strong enough, automatic stabilisers will
never be able to perform their stabilising role to the full.

Specifically, using the latest available OECD Economic Outlook database for sixteen Member States of
the Euro Area?®, we examine if — across time and Member States - the following relationship holds in a
pooled regression:

UNDk’t = bo - bl' CCk,t - bZ'DEBTk,t—l + uk’t

where DEBT denotes the debt ratio to GDP, which is included to capture the impact of debt-
sustainability concerns on discretionary fiscal policy. UND, as previously, is the underlying primary
balance as a per cent of potential GDP, CC is the cyclical component of the primary balance as a per
cent of GDP, k=1,2,...,16 denotes the Member State, t = 1999, ...,2018 denotes the year and u is the
errorterm.Ifindeed —b; < 0and b; is close to unity, there may be said to be a virtually full discretionary
fiscal offset of the automatic stabilisers.

Due to autocorrelation in the residuals it proved more efficient to embed this relationship in an error-
correction system, which gives:

AUNDy; = —ay ACCyr — az(UNDy g + by.CChy—q + by. DEBTy 1 — bo) + dj + dy + Uyt

It is still possible to identify b; in this specification, which now denotes the long-run impact of
automatic stabilisers on discretionary policy, with —a; measuring the short-run impact and a, a
measure of the speed of adjustment of the underlying primary balance to its desired level. The error
term vy, is assumed to follow the standard-normal probability distribution and the terms dj, and d,
denote country-specific and time-specific constant terms. The estimation result, using Two-Stage Least
Squares to remove reverse-causality bias as much as possible, reads:*

AUNDy, = —2.37 —=0.78 ACCy — 0.26 UNDj, 1 — 0.22 CCy t—1 + 0.03 DEBT} ¢t
(=5.3) (—4.7) (—5.9) (—-3.3) (4.9
R? = 0.55,DW = 1.66
The total number of observations is 272 (16 Member States times 17 years as the first three years are

‘lost’ due to lags and incomplete data). All coefficients are significant at the 1% confidence level and
have the expected signs. The long-run discretionary fiscal policy offset —b, is found to be equal to

3 The OECD Economic Outlook database used in this report contains full sets of cyclically and one-off adjusted
fiscal variables for all Euro Area Member States, except Cyprus, Lithuania and Malta.

“ Reverse causality bias may occur in this model because discretionary fiscal policy will influence the output gap,
which in turn determines the cyclical component of the primary balance. As instruments the lagged
explanatory variables were used.
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—% = —0.85 -- meaning that a 1%-point increase in the cyclical component of the primary balance

is offset by a 0.85%-points discretionary cut in the primary balance in the long run — with the short-run
offset somewhat smaller at —a; = —0.78. This suggests that the discretionary fiscal offset of the
automatic stabilisers tends to be almost immediate, and that it tends to be almost complete. As
concerns the error correction term, its half-life is approximately 2.3 years.

It is useful to examine also the estimated country-specific and time-specific constant terms (country-
fixed and time-fixed effects) d, and d;, which are reported in Figure A1. The time-fixed effects (Panel
A) indicate clearly the exceptional counter-cyclical fiscal stimulus that was provided in 2009 and that
cannot be explained by any other factor than the crisis itself. In other years as well the time-fixed effects
appear to pick up any mitigating counter-cyclical discretionary fiscal action there may have been
alongside the offsets captured by the explanatory variables of the model. The country-fixed effects
(Panel B) suggest that there has been a persistent discretionary fiscal stimulus bias (alongside to what
the explanatory variables of the model would predict) in a number of countries (notably Belgium,
Greece, ltaly, France and Portugal) and a tightening bias in others (notably Latvia, Estonia and
Luxembourg).

Adding dummies for Member States in Financial Assistance Programmes (P) or in Post-Programme
Surveillance (S) gave no significant results, suggesting that the presence of high debt has been the
dominant driver of fiscal consolidation, even if in some countries Programme participation has been its
main vehicle, while in other countries pressure from financial markets apparently sufficed to trigger the
necessary fiscal consolidation:

AUNDy, = —2.26 —0.70 ACCy¢ — 0.26 UNDyy_; — 0.17 CCy o1 + 0.03 DEBTy,_; + 0.57 P, — 0.09 S,
(=3.5) (=3.3) (=5.8) (-1.9) (3.0) 0.7) (=0.2)

R? = 0.55,DW = 1.69

Figure A1: Time and country fixed effects.
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Source: OECD, author’s calculations

If indeed there is a causal relationship between the automatic stabilisers and the conduct of
discretionary fiscal policies, it might be better, from a macroeconomic stabilisation perspective, to
‘ringfence’ the automatic stabilisers from intervention by national governments, that is use the
proceeds in good times to build supranational buffers, to be automatically released to national
governments in bad times. As discussed in the main text, two ways of shaping this have been examined
for this report: contributions to a Euro Area Budget linked to the automatic stabilisers and the transfer
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of responsibility of providing unemployment compensation and collecting direct tax on business
income to the centre. The estimated model is used for this purpose.

Concretely, to simulate the impact of contributions to a Euro Area Budget the model is modified as
follows:

AUNDy; = —a;.(1 — P).ACCyr — a3[UNDyr—1 + by.{(1 = P).CCyr—1 — Q} + by. DEBT},s—1 — by|
+dy +dp + i,

where P denotes the percentage of the cyclical windfall/shortfall that is transferred to/from the Euro
Area Budget each year and Q is a fixed percentage of GDP that is transferred to the Euro Area Budget
each year to ensure that over the cycle the transfers balance to zero at the central level. As noted in the
main text, P is fixed at 50% of the cyclical windfall/shortfall stemming from the automatic stabilisers
and Q is fixed at 0.2% of GDP. The net transfers TRANS the Euro Area Budget receives from each
Member State as a per cent of national GDP then are computed as:

TRANSy; = P.CCpr + Q

with the total net transfer received at the centre computed as a weighted average of the Member
States’ contributions:

Y,
Z L TRANS,,
Y; ’
k
The transfer of national unemployment insurance and direct tax on business income to the supra-

national level discussed in the main text is modelled as follows. If CC denotes the cyclical component
of the primary surpluses of the combined schemes, the implied transfer to the centre amounts to:

TRANSy; = CCy: + Q

where Q is fixed at 0.1 in order to ensure that the supranational buffer balances over the cycle. Its
impact on Member States’ discretionary fiscal policy may then be computed as:

AUNDy; = —ay.(ACCy — ACCy, )
— a{UNDy—1 + by.(CCyr—y — CChy—q — Q) + by. DEBT} o1 — bo} + dy + d¢ + vy
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