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Preface 

Since the beginning of the 1990s, budgetary consolidation has been at 
the forefront of economic policymaking in many Member States. This 
has been reinforced by the requirements in the Maastricht Treaty 
regarding the avoidance of excessive deficits. Stimulated by these 
developments, the Directorate-General for Economic and Financial 
Affairs has found it useful to encourage research into the determinants 
of government deficits and potential means for reducing them. In 1992, 
a group of Dutch economists under the direction of CA. de Kam 
undertook a study into the possibilities for deficit reduction in Belgium, 
Denmark, Ireland, Italy and the Netherlands. The study, which aimed at 
identifying revenue and expenditure categories in the individual Member 
States that could contribute to fiscal consolidation, was published in the 
Economic Papers series of the Directorate-General for Economic and 
Financial Affairs. Given the interesting results of this exercise, several 
experts from the remaining Member States were asked to carry out a 
similar analysis for their countries. Moreover, a second study on Italy 
was undertaken. The results of the experts' research can be found in 
this volume. 

In the second part of this publication, J. von Hagen and I. Harden deal 
with the impact of national budgetary procedures on fiscal performance. 
The authors' reasoning is largely based on the theory of political 
economy. The study partially draws on an earlier study on budgeting 
procedures by von Hagen that was previously published as an Economic 
Paper, and results in the authors' recommendations on the institutional 
set-up of budgetary procedures conducive to fiscal discipline. 

The opinions expressed in the studies contained in this volume do not 
necessarily reflect the views of the Commission. They may serve to 
illustrate 'good practices' and as such could be the subject of mutual 
understanding and cooperation among the Member States in this 
important area for the achievement of economic and monetary union. 

Heinrich Matthes 
Chairman of the Editorial Board of 

European Economy 

VI I 
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Recent developments in the Member States 

1. Introduction 
After ratification of the Treaty on European Union, Member 
States face the challenge of preparing their economies for 
economic and monetary union in line with the provisions of 
the Treaty. In this context, the soundness and sustainability 
of national budgetary positions is of particular importance, 
as one of the guarantees for monetary stability in the third 
stage of EMU. Hence, the Treaty obliges Member States to 
avoid excessive government deficits as of the start of the 
third stage.1 However, even in the absence of such provisions, 
there would be a need for the consolidation of public 
finances in many Member States. The present situation is 
characterized by high and rising levels of government debt 
as well as considerable budget deficits. An important share 
of government expenditure is used to finance interest pay
ments and the sustainability of debt in relation to GDP needs 
to be ascertained. 

Consequently, there is considerable interest in investigating 
the determinants of government deficits and in finding 
ways for achieving budgetary consolidation. With these 
purposes in mind, two studies have been undertaken on 
behalf of the Directorate-General for Economic and 
Financial Affairs, looking at the problem from different, 
but not unrelated, angles. These two approaches are going 
to be presented below in summary form. The first was a 
joint research project undertaken by public finance experts 
from different Member States under the direction of J. de 
Haan, C. Sterks and C. de Kam. In their individual country 
studies, the experts analyse the development of economic 
policies in general and public finances in particular in each 
Member State over the last 10 to 15 years and attempt to 
identify specific revenue and expenditure categories that 
could contribute to budgetary consolidation. Five country 
studies were already published in 1992 in an Economic 
Paper of the Directorate-General for Economic and 
Financial Affairs.2 Studies on the remaining Member 
States3 as well as a report by de Haan et al. summarizing 
the results are the subject of this volume of European 
Economy — Reports and studies. The results of the second 
research project, also building on a previous publication in 
an Economic Paper of the Directorate-General for Economic 
and Financial Affairs,4 was carried out by J. von Hagen 

The United Kingdom will not be obliged to move to the third stage. 
Denmark has already notified that it will not participate in the third stage. 
De Haan, J., Sterks, C.G.M. and de Kam, CA. (1992), 'Towards budget 
discipline: An economic assessment of the possibilities for reducing 
national deficits in the run-up to EMU', Economic Paper No 99, 
European Commission, Directorate-General for Economic and Financial 
Affairs, Brussels. 
The case of Luxembourg has not been examined, while Italy has been 
looked at twice. 
Von Hagen, J. (1992), 'Budget procedures and fiscal performance in the 
EC', Economic Paper No 96, European Commission, Directorate-
General for Economic and Financial Affairs, Brussels. 

and I. Harden, and is also published in this issue. The 
second research project deals with the impact of national 
budgetary procedures on fiscal performance. Its analysis is 
largely based on the theory of political economy and 
results in recommendations on the institutional set-up of 
budgetary procedures conducive to fiscal discipline. 

The two approaches to fiscal discipline are concerned with 
the same issue but focus on different key aspects. While 
the individual country studies focus on the actual content 
of the budget in terms of receipts and expenditure in the 
different Member States, von Hagen and Harden examine 
the institutional process which determines the outcome for 
the budget. Both studies therefore attempt to identify 
elements which are potentially conducive to budgetary 
consolidation. 

2. Recent developments in the Member States 

After a phase of orientation towards fiscal consolidation and 
a general reduction in the share of government spending in 
GDP in the 1980s that was largely inspired by the ideas of 
supply-side economics, budgetary control slipped in the early 
1990s. Graph 1 shows the development of the debt-to-GDP-
ratio between 1980 and 1993. Over this period, the share of 
government debt in GDP increased in all Member States, 
reaching levels varying between 6,8% (Luxembourg), 43,9% 
(France) and more than 140% (Belgium, Greece) in 1993. 
As can be seen from Graph 2, the average government deficit 
improved in the late 1980s, but then went up again to even 
higher levels than before. It is obvious that, in general, the 
budgetary situation in the Member States deteriorated at the 
beginning of the 1990s. Due to slower economic growth, but 
also as a consequence of discretionary policy measures, 
average net borrowing shot up from 2,9% of GDP in 1989 to 
6,0% in 1993. 

Tables 1 and 2 present the Member States' debt and deficit 
figures in accordance with the European Commission's 
forecast spring 1994. In the course of this introductory 
chapter, we will refer to these data. However, due to the 
timing of the publication, the figures quoted throughout the 
experts studies in this volume still refer to the Commission 
forecast of autumn 1993. Hence, in some cases differences 
may be observed. 

In many Member States, severe fiscal problems persist. In 
1993 the average debt ratio amounted to 66% of GDP, up 27 
percentage points compared to 1980. In three Member States 
the size of the debt even exceeded that of GDP: in Belgium 
it reached 142,2%, in Greece 145,2% and in Italy 118,3%. 
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Recent developments in the Member States 

Table 1 

Gross government debt1 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 

1991 

1992 
1993 

B2 

78,8 
93,2 

103,4 
114,4 
119,1 
123,2 
128,1 
133,3 
133,9 
130,8 

131,0 

133,6 
135,1 
142,2 

DK? 

39,9 
53,3 
68,1 
75,5 
79,8 
76,8 
69,0 
65,7 
66,8 
66,4 
66,8 

72,2 
64,6 
68,8 
80,4 

D4 

31,8 
35,4 
38,6 
40,2 
41,0 
41,7 
41,6 
42,6 
43,1 
41,8 

43,8 
42,1 

44,8 
48,9 

GR5 

28,8 
34,2 
38,7 
44,3 
53,2 
62,5 
65,0 
72,4 
79,7 
85,5 
95,5 
98,4 

103,9 
110,2 
145,2 

E 

17,5 
21,5 
26,7 
32,4 
39,2 
44,6 
4,7 

46,1 
42,4 
43,9 

44,0 

45,2 
48,2 
55,9 

F 

20,1 
22,2 
25,8 
27,3 
29,5 
31,0 
31,4 
33,6 
33,7 
34.4 

35,4 

35,5 
39,4 
43,9 

IRL 

70,8 
76,4 
85,9 
96,1 

100,3 
103,4 
114,9 
116,0 
112,0 
102,7 
95,7 
97,2 

97,0 
94,5 
99,0 

I 

57,8 
59,9 
64,9 
70,0 
75,2 
82,3 
86,3 
90,5 
92,6 
95,6 

97,8 

101,2 
108,2 
118,3 

L 

13,8 
14,4 
14,3 
15,1 
15,0 
14,3 
14,0 
12,5 
10,1 
8,3 
7,0 
5,4 

4,9 
5,8 
6,8 

NL 

47,6 
51,7 
57,1 
63,7 
67,8 
71,5 
73,5 
76,1 
79,2 
79,2 

78,8 

79,0 
79,7 
81,2 

Ρ 

37,2 
47,3 
50,7 
56,6 
62,4 
70,9 
69,5 
72,9 
75,2 
72,1 
59,9 
67,7 

69,4 
61,7 
66,6 

(as a percentage of GDP) 

UK 

54,3 
54,5 
53,4 
53,7 
55,7 
53,8 
52,0 
49,5 
43,1 
37,5 
35,5 
35,4 

35,8 
41,7 
48,2 

EUR126 

39,0 
42,4 
46,0 
49,9 
52,3 
54,5 
55,2 
56,7 
56,1 
55,6 

56,7 

57,0 
60,8 
66,0 

Source: Commission services. 
1 For some countries, breaks in the series occur due to a change in the debt definition required by Council regulation No 3605/93. In the years where breaks occur, two figures are shown, with 

the one based on the old definition being printed in italics. 
2 Part of the Belgian debt (to the tune of 14% of GDP in 1993) is due to the financing of public enterprises. 
3 Central government deposits with the central bank, the Social Pension Fund's holdings of nongovernment bonds and debt linked to the financing of public enterprises amounted to 27,3% of 

GDP Ín 1993. 
4 198090: West Germany. 
5 The data for Greece are based on GDP figures calculated before the revision of the Greek national accounts system. 
6 198090: including West Germany; 199194: including Germany. 

Table 2 

General government net lending (+) or net borrowing () 
(as a percentage of GDP) 

DK GR
2 

UK EUR 12' 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

1993 

9,3 
■13,5 
11,5 
11,9 
9,6 
9,1 
9,4 
7,5 
6,8 
6,5 
5,9 
6,8 
7,1 
7,0 

3,3 
6,9 
9,1 
7,2 
4,1 
2,0 

3,4 
2,4 
0,6 

0,5 
1,5 
2,2 
2,6 
4,6 

2,9 
3,7 
3,3 
2,6 
1,9 
1,2 
1,3 
1,9 
2,2 

0,1 
2,1 
3,2 
2,6 
3,3 

2,9 
10,2 

7,7 
8,6 

10,1 
14,0 
12,5 
11,7 
13,7 
16,6 
18,1 
14,4 
14,3 
16,3 

2,6 
3,9 
5,6 
4,7 
5,4 
6,9 
6,0 
3,1 
3,3 
2,8 
3,9 
4,9 
4,5 
7,3 

0,0 
1,9 
2,8 
3,2 
2,8 
2,9 
2,7 
1,9 
1,7 
1,3 
1,5 
2,1 
3,9 
5,7 

12,2 
12,8 
13,2 
11,3 
9,4 

10,7 
10,6 
8,5 
4,5 
1,7 
2,2 
2,0 
2,3 
2,3 

8,6 
11,4 
11,3 
10,6 
11,6 
12,6 
11,6 
11,0 
10,7 
9,9 

10,9 
10,2 
9,5 
9,5 

0,5 
3,6 
1,2 

2,3 
3,7 
7,2 
5,1 
3,3 
5,2 
6,8 
5,9 
2,3 

0,3 
1,4 

4,0 
5,5 
7,1 
6,4 
6,3 
3,6 
5,1 
5,9 
4,6 
4,7 
5,1 
2,5 
3,5 
2,9 


9,3 

10,4 
9,0 

12,0 
10,1 

7,2 
6,8 
5,4 
3,4 
5,5 
6,6 
3,3 
7,1 

3,5 
4,0 
2,9 
3,4 
3,9 
2,8 
2,8 
1,4 

0,1 
0,1 
1,5 
2,8 
6,4 
7,7 

3,6 
5,2 
5,3 
5,1 
5,1 
4,8 
4,5 
4,0 
3,6 
2,9 
4,1 
4,6 
5,1 
6,0 

Source: European Commission forecast, spring 1994. 
1 198090: West Germany. 
2 The data for Greece are based on GDP figures calculated before the revision of the Greek national accounts system. 
3 198090: including West Germany; 199194: including Germany. 
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In order to identify spending or revenue categories that 
could contribute to fiscal consolidation, it is also interesting 
to take a look at the present situation in the Member 
States. Table 3 gives an overview of the structure of 
government revenues and expenditure per Member State in 
1993. On the revenue side, it appears that the weight of 
government in the economy varies considerably between 
Member States, ranging from some 36% of GDP to more 
than 57%, a difference of more than 20 percentage points. 

Also the different components making up revenue display 
considerable variation. This is due to institutional differ
ences, such as the way of financing social security, and 
differences in the underlying tax structure. On the 
expenditure side, the variations between Member States 
derive largely from two sources, the differences in transfers 
to households (mainly the social security system) and the 
different sizes of government debt, which translate into 
different amounts of interest payments. 

Table 3 
Receipts and expenditure of general government, 1993 

(as a percentage of GDP) 

Indirect taxes 
Direct taxes 
Social security contributions 
Other current receipts 
Total current receipts 
Current transfers 
Actual interest payments 
Government consumption 
Total current expenditure 
Gross saving 
Net capital transfers 
Gross fixed capital formation 
Total expenditure 
(without interest payments) 
Net lending or borrowing 

Β 

12,7 
16,9 
19,0 
2,0 

50,6 
28,9 
11,1 
15,4 
55,4 
-4,8 

0,3 
2,0 

57,7 
46,6 
-7,0 

Source: European Commission forecast, spring 1994. 

2 The data for Greece are based on GDP 
3 EUR +: including East Germany. 

DK 

17,2 
30,5 

2,8 
6,7 

57,3 
25,3 

7,6 
25,9 
58,9 
-1,6 

0,8 
2,2 

61,9 
54,3 
-4,6 

D' 

13,1 
11,7 
19,1 
3,2 

47,1 
22,8 
3,4 

20,0 
46,2 
0,9 
1,4 
2,8 

50,4 
47,0 
-3,3 

Figures calculated before the revision 

GR2 

18,7 
5,8 

11,1 
2,8 

38,4 
15,7 
16,2 
19,8 
51,7 

-13,3 
-0,6 

3,6 
54,7 
38,5 

-16,3 

E 

10,3 
11,9 
14,4 
5,1 

41,7 
21,6 
4,8 

17,2 
43,6 
-2,0 

0,8 
4,5 

48,9 
44,1 
-7,3 

F 

14,5 
9,1 

21,4 
3,9 

48,9 
28,1 
3,7 

19,2 
51,0 
-2,1 
-0,1 

3,7 
54,7 
51,0 
-5,7 

IRL 

15,8 
16,1 
5,7 
2,4 

40,0 
17,6 
6,8 

16,3 
40,7 
-0,7 
-1,2 

2,8 
42,3 
35,5 
-2,3 

I 

11,9 
16,1 
15,3 
3,4 

46,7 
22,9 
12,0 
17,7 
52,6 
-5,9 

1,0 
2,6 

56,2 
44,2 
-9,5 

L 

18,4 
17,5 
14,4 
5,0 

55,2 
29,3 
0,4 

17,6 
47,3 

7,8 
0,5 
6,0 

53,8 
53,4 

1,4 

of the Greek national accounts system which has been undertaken in 

NL 

12,9 
16,9 
18,9 
4,9 

53,7 
32,8 
6,3 

144 
53,6 
0,1 
0,8 
2,2 

56,6 
50,3 
-2,9 

Ρ 

12,9 
9,0 

10,2 
4,7 

36,9 
15,7 
6,7 

17,4 
39,7 
-2,9 

0,1 
4,1 

43,9 
37,2 
-7,1 

the mean time. 

UK 

15,8 
11,6 
6,1 
2.3 

35,8 
16,0 
2,9 

21,8 
40,8 
-5,0 

0,9 
1,8 

43^ 
40,6 
-7,7 

EUR-l·» 

13,6 
12,6 
16,1 
34 

45,7 
23,3 
54 

19,2 
48,0 
-2,3 

0,8 
2,9 

51,7 
46.2 
-6,0 

3. The scope for fiscal consolidation 
This section presents the results from expert studies into 
the experiences of the Member States concerning fiscal 
consolidation over the last 10 to 15 years, and their assess
ment of potential contributions to further fiscal consolidation, 
where needed. It focuses, therefore, on the factors that 
any government is likely to take into consideration when 
preparing further steps towards a sustainable budgetary 
position without, however, discussing what this position 
should be or what the optimal size of the government in the 
economy should be like. 

3.1. General considerations 
From a mechanical viewpoint, the reduction of government 
deficits can either be achieved through revenue increases, or 
through expenditure cuts. Therefore, it seems natural to 

analyse different revenue and expenditure categories and to 
identify those categories which could contribute positively to 
fiscal consolidation. Although there are certain objective 
elements which influence the scope for contributing to fiscal 
consolidation, a certain amount of subjective evaluation 
is unavoidable. 

Fluctuations in government receipts and spending depend on 
a number of different factors. Some of them can be influenced 
by discretionary policies. Other factors are exogenous and 
cause the budget to react 'automatically' to changes in the 
economic environment. In the latter case, fluctuations of 
revenues and expenditure are 'built in' the system, implying 
that the size of the deficit may vary without any action being 
taken or that policy measures are counteracted (or reinforced) 
by external factors. These influences and restrictions have to 
be taken account of, if the fiscal performance of a country is 
to be improved. 
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The scope for fiscal consolidation 

Demographic developments are one important factor: The 
age structure of a country's population, for example, deter
mines spending on education, pensions and public health. 
Income tax revenues are, of course, also dependent on 
demographic structure, notably on the participation rates. 
Macroeconomic factors also have a strong impact: economic 
growth induces higher revenues from practically all types of 
taxes, inflation reduces the real value of government debt 
and increases tax receipts (if tax brackets are not indexed). 
Unemployment reduces payments to, and increases payments 
from, the social security system — just to give a few ex
amples. 

Certain qualitative elements, such as political stability or 
national preferences (e.g. concerning the welfare State or 
environmental policy) must also be regarded as exogenous 
constraints, even though they may change in the medium or 
long run. Tax competition within the Community could limit 
the scope for tax increases and exerts a downward pressure, 
particularly for taxes with mobile bases, such as VAT, excises 
or capital income tax. The scope for national measures is 
also influenced by Community policies, for example, by the 
harmonization of VAT or competition policy in the field of 
State aids. Moreover, the Community budget plays a role: on 
the one hand, Member States need to contribute to the own 
resources; on the other, they receive grants for particular 
purposes, for example, through the Structural Funds or from 
the R&D budget. 

latter will, however, be taken into account. When reading the 
sections on the individual Member States, it has to be kept in 
mind that each assessment — to the extent that it is not based 
on identifiable objective underlying factors — reflects the 
subjective opinion of the experts. A case in point is the 
judgment of the national experts on the political willingness 
to implement certain options for fiscal consolidation. 

3.2. The scope for fiscal consolidation in 
individual Member States 

Belgium 

The study on Belgium is one of the five that have already 
been published in an earlier Economic Paper by de Haan et 
al. Since these five studies date from 1992, their analysis is 
restricted to a shorter period than for the other studies. 

Belgium's government debt amounted to 142,2% of GDP in 
1993. The experts argue that the social security system, 
which is managed by the government and the social partners 
on a consultative basis, is to a large extent responsible for 
Belgium's debt problem. Although primarily financed by 
contributions, the social security funds received large subsid
ies from central government, which in turn financed the 
ensuing deficit by borrowing. 

Moreover, future policy options for national governments 
could be influenced by the specific situation of the Member 
State. If, for example, the rates of a certain tax are already 
high in one Member State compared to others, this may not 
leave much room for increases, whereas in another Member 
State with low rates, the same type of tax could still generate 
considerable additional revenues. Similarly, in a Member 
State where most public enterprises have already been 
privatized or where the role of the State has never been 
particularly important, government debt cannot be reduced 
considerably through further privatization. 

In the following sections, a closer look will be taken at the 
scope for fiscal consolidation in 11 Member States on the 
basis of reports by national experts. For this purpose, it is 
also useful to look at some specific economic developments 
and, in particular, at the fiscal policies of those Member 
States since the 1980s. Taking account of the abovemen-
tioned factors and the situation in the Member States in 
question, the experts have attempted to identify specific 
revenue and expenditure categories that could successfully 
contribute to deficit reduction. In this summary, the emphasis 
will be laid on discretionary measures that could be taken, 
although budgetary consolidation might also be supported by 
exogenous factors. In the overview tables in Section 3.3, the 

The study finds little scope for fiscal consolidation on the 
revenue side. It is considered difficult to raise tax rates in a 
way which would lead to substantial revenue increases 
without seriously endangering competitiveness. Only excises 
are low in comparison to other EU Members, so that in the 
course of harmonization the rates on some mineral oil 
products and beer are likely to be increased. For property 
taxes, de Haan et al. still find some room for manoeuvre 
concerning bases and rates. In the case of taxes on corporate 
and individual income, some additional revenue could be 
raised through broadening of the bases and more effective 
enforcement. Moreover, the application of the benefit prin
ciple for public services could generate some receipts. 

While the potential for budgetary consolidation on the 
revenue side seems to be insufficient, the experts see 
more scope for expenditure cuts. Concerning general public 
services, and particularly the tax administration which col
lects taxes at relatively high costs, increased efficiency could 
lead to considerable savings. In line with international trends, 
there is also some scope for cuts in defence spending. A 
stronger orientation towards a market-based system could 
render the Belgian health system less costly. In the field of 
social security, expenditure could be cut by abolishing 
early retirement schemes and reducing income-maintenance 
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payments for the unemployed. Furthermore, the experts see 
room for reducing the considerable subsidies that are given 
to enterprises, especially on retirement and medical insurance 
programmes in the railroad and coal-mining sectors. 

Denmark 

The country study on Denmark was also published in the 
earlier Economic Paper by de Haan et al. The experts stress 
that in the early 1980s the Danish debt had been increasing 
sharply. From 39,9% of GDP in 1980 it rose to 79,8% in 
1984. A large part of the deficit at the beginning of the 1980s 
was non-cyclical, and was due to a rapid growth of public 
employment and to generous social schemes. The govern
ment adopted a restrictive fiscal stance that brought debt 
down to 66,4% of GDP in 1989. In the late 1980s, however, 
spending started rising again, among others due to a rise in 
child benefits, considerable pay increases for civil servants, 
the shortening of working hours in the public sector which 
led to an increase in personnel, and considerable spending by 
local governments. Moreover, public investment went up, 
notably due to higher spending on environmental protection. 
In 1993 total expenditure of general government amounted 
to 61,9% of GDP. Debt went up to 80,4% of GDP in 1993. 

The overall tax burden on the Danish economy is among the 
highest in the European Union. Hence, de Haan et al. only 
find a very limited scope for increasing rates of major taxes. 
In the case of income taxes, they suggest that the far-reaching 
deductibility of interest payments could be reduced. More
over, the base for property taxes might be widened. 

The authors of the study find a larger scope for reductions in 
government spending. In particular, substantial savings could 
be made in the Danish social security and welfare system. A 
case in point are unemployment benefits, where generosity 
could be reduced both in terms of the level of the benefit and 
the duration of its payment. Expenditure might also be 
reduced in general public services, defence and education. In 
the areas of housing and community amenities, recreational, 
cultural and religious affairs as well as in economic services 
some scope for spending cuts is also identified. Finally, 
subsidies which are relatively high in international compari
son and mainly benefit collective transport and housing 
associations could be reduced, the authors argue. 

Germany 

The case of Germany was examined by W.W. Pommerehne 
and L.P. Feld. The authors stress that 'German unification 
has altered the political and economic landscape dramati
cally', and influenced budgetary policy in a crucial way. 

Moreover, the recession has aggravated the negative impact 
from unification on the budget. Public expenditure increased 
because of West German government transfers to the former 
GDR. In particular, programmes were launched for the 
improvement of infrastructure, for providing a minimum of 
financial resources for the new Länder and local authorities 
and for alleviating the pressure on social security budgets 
due to the rapid increase in unemployment. In order to finance 
these programmes, the government temporarily levied a 
solidarity surcharge on all individual and corporate income 
taxes and raised a number of excise duties, the VAT rate and 
the rate of social security contributions. The budgetary 
position still deteriorated, however. 

The total tax burden in Germany has meanwhile achieved its 
historical peak. In the light of the recent increase in the total 
tax burden and the planned further exploitation of many tax 
sources and of non-tax receipts in 1994/95 (e.g. réintroduc
tion of thè solidarity surcharge, increase in property tax rate), 
the authors find it difficult to identify major possibilities of 
raising additional public revenues which do not seriously 
endanger competitiveness of the German economy as well as 
tax compliance. Given the heavy weight of direct taxes in 
relation to indirect taxes — also in comparison to other 
Member States — a reduction in direct taxation, going hand 
in hand with an increase in indirect taxes, is considered to be 
advisable. Some scope for raising VAT and excise rates (the 
former being still significantly higher in most other Member 
States and the latter exhibiting only a limited potential for 
evasion) is identified. The German Government has already 
recognized the scope for increasing revenues from property 
taxes and will double the rate from 1995 on. Finally, 
Pommerehne and Feld suggest the introduction or increase 
in charges on public services, such as the use of motorways, 
waterways or airspace. 

On the expenditure side, some scope for consolidation is 
identified in general public services, through a reduction of 
government employment, deregulation, enhanced adminis
trative efficiency or wage restraints. Two interesting options 
in this context are contracting-out and privatization. In the 
field of public order and safety, measures could be taken 
along similar lines. Some cuts could also be made in defence 
spending. A reduction in health consumption expenditure 
largely depends on the successful implementation of market 
mechanisms into the health system. A positive and significant 
contribution to budgetary consolidation may be provided in 
the housing sector by switching from public support of 
essentially capital formation to a system of transfers to private 
households. The experts consider that some expenditure cuts 
might also be possible in the area of recreational, cultural 
and religious affairs. 
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Greece 

Research on the scope for fiscal consolidation in Greece was 
undertaken by N.M. Christodoulakis. According to the 
author, the development of the Greek economy in the last 
15 years has been crucially characterized by rising public 
debts and deficits, the decline in investment and the slackness 
of real growth. Public spending went up considerably, 
while tax revenues did not rise sufficiently to finance it. 
Government debt increased from 28,8% of GDP in 1980 to 
145,2% in 1993. One explanatory factor for this development 
is considered to be the existence of political business 
cycles, demonstrated by the large expansion of government 
consumption and reductions of taxation before the elections. 
Another important feature is the strong involvement of 
government in economic activities via the nationalization of 
major industries and a very large administrative system with 
a high degree of public employment. The author identifies 
the increase in the wage bill in the public sector and the 
expansion of the welfare system as the main reasons for the 
rise in expenditure. Social security spending, for example, 
almost doubled from 7,7% of GDP in 1980 to 13% in 
1990. Moreover, the Greek economy is considered to be 
characterized by a high degree of tax evasion. 

In Christodoulakis' view, curbing the widespread evasion of 
income tax, mainly in the case of the self-employed, of VAT 
and, to some degree, of corporate tax, could contribute very 
positively to fiscal consolidation. Moreover, a stronger 
enforcement of social security contributions of the self-
employed and property taxes could increase revenues. For 
the latter, some scope for raising tax rates is identified. 
Considerable contributions to debt reduction could also be 
expected from the privatization of public enterprises.1 

As for expenditure, cuts in military spending, the public 
sector wage bill and the social security system (notably by 
curbing abuses) are considered to be promising ways. 
Furthermore, the author calls for an improvement in the 
efficiency of general public services and many other areas of 
public activity, such as the education and health systems. 
Some spending cuts might be realized in recreational, cultural 
and religious affairs. Finally, the author suggests that further 
measures should be taken to enforce hard budget constraints 
on public enterprises, the operational deficits of which 
impose a severe burden on the government budget. 

The revenue from privatization of public enterprises by the government 
is the result of a financial operation which does not affect the government 
deficit as defined under the Treaty. Indirectly, the deficit could be 
reduced if the saving through lower interest payments on public debt is 
higher than the loss of income resulting from the cessation of the 
government's participation in the public enterprise. 

Spain 

Fiscal policy in Spain was examined by J.M. Gonzáles-
Páramo, A. Utrilla de la Hoz and A. Valiño Castro. They 
characterize Spain's fiscal policies as being strongly influ
enced by the political events in the 1970s: the end of the 
Franco regime and the return to democracy, together with 
the government's desire to avoid social confrontation, gave a 
decisive impulse to a rapid catching-up process in the welfare 
State area. During the same period, the deterioration of 
economic performance led to a sizeable increase in subsidies 
and transfer payments. Even though, with a view to Com
munity membership, the role ascribed to the public sector 
changed in the 1980s, gross public debt increased continu
ously from 17,5% in 1980 to 55,9% of GDP in 1993. 

The authors of the study identify the need for fiscal consoli
dation in order to prevent debt from rising further and 
exceeding the reference value of the Maastricht Treaty. They 
find that efforts to reduce the government deficit in recent 
years have been hampered by developments in four main 
areas: the behaviour of regional and local governments as a 
result of decentralization, ineffective budgetary control, 
recourse to deficit funding, which had not been used until the 
late 1970s, and extensive tax evasion. 

The latter problem points to the fact that tax revenues 
could be increased considerably through more effective tax 
collection, notably in the case of taxes on goods and 
services, social security contributions of employers and the 
self-employed, and personal income taxes. As tax rates are 
in line with or above European standards, the authors 
consider the scope for increases to be very limited, except 
for excise duties. In the case of property taxation, a revision of 
taxable values would increase revenues. A certain short-term 
alleviation could be expected from privatization, which 
would, however, not solve the fundamental problems. 

Gonzáles-Páramo et al. do not assess the scope for severe 
expenditure cuts with optimism, as most potential options 
are regarded as marginal, while in many cases they cannot 
be realized in the short run and require strong political 
determination. However, potential efficiency gains are con
sidered to be relatively large in general public services, as 
the basic institutional structure of the bureaucratic organiza
tions has remained unchanged since the 1950s. Expenditure 
on wages in the public sector could also be reduced. Another 
important field, in which spending could be cut, is the 
welfare State. Particularly, fraud concerning pensions, unem
ployment benefits and health spending needs to be repressed, 
according to the experts. In the health sector, efficiency could 
be increased. Finally, there is some scope to reduce State 
aids to private enterprises, which are relatively high in 
comparison with other Member States. 
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France 

The case study on France was carried out by J. Le Cacheux. 
In 1991, when the Treaty on European Union was signed, 
France was — together with Luxembourg and the United 
Kingdom — one of the three Member States which had both 
government debt and deficit levels below the reference values 
of the Treaty. Since then, the situation has deteriorated. While 
in 1993 government debt which had risen to 43,9% of GDP 
(from 35,5% in 1991) stayed below the reference value, the 
deficit was clearly too high at 5,7% (2,1% in 1991). 
According to the author, this development can, to a large 
extent, be explained by the slowdown of economic activity. 
However, he points out that in order to achieve fiscal 
consolidation, it will not be enough to wait for an upturn, but 
structural measures need to be taken. 

Le Cacheux sees some room for tax increases in the area of 
excise duties where rates might be increased. Moreover, he 
suggests that further revenues could be raised from the 
contribution sociale généralisée, a tax on income from all 
sources introduced in 1991 and increased in 1993. The author 
also expects some, but not very significant, increases in 
revenues from taxes on the portfolio income of individuals 
through a reduction of exemptions and an increase in rates. 
Privatization could be a possible way to reduce public debt, 
even though the potential stock of enterprises to be privatized 
is considered to be limited. Another option would be to 
introduce, or raise, user charges for certain public services. 

On the expenditure side, Le Cacheux only finds some scope 
for cuts in spending on personnel in the public sector and on 
defence. In the social security system, saving could be 
realized through the introduction of some form of means-
testing; however, on the whole, the author expects expendi
ture to go up due to demographic developments. 

Ireland 

The case of Ireland was one of the five dealt with in the 
earlier Economic Paper by de Haan et al. (1992). It is 
regarded by the experts as a success story in budgetary 
consolidation. In 1982, the government deficit amounted to 
13,2% of GDP. In 1986 it was still as high as 10,6 % and had 
only once been below 10% in the period in between. In 
autumn 1987 the so-called Programme for National Recovery 
was announced, which aimed at a considerable deficit 
reduction. Capital expenditure was cut and a significant fall 
in the ratio of government spending to GDP was realized. 
Expenditure cuts depended to a large extent on a freeze of 
wages in the government sector and strict limitations on 
public sector hiring. These measures were accompanied by 
the elimination of a number of housing grants, the introduc

tion of charges for hospital stays and the abolition of the 
indexation of tax brackets. Furthermore, tax revenues were 
increased significantly, partly due to a tax amnesty combined 
with improved tax collection. Budgetary consolidation was, 
in addition, alleviated very much by the favourable economic 
conditions. By 1989, the deficit had gone down to 1,7% of 
GDP. However, in spite of this success, the experts see the 
need for some more consolidation efforts, as public debt still 
amounted to 99% of GDP in 1993. 

De Haan et al. find that a promising way to increase revenues 
could be to increase corporate tax rates and widen its base, 
as this tax has not produced much revenue up to now. As 
Irish personal income tax rates are already relatively high, a 
widening of the base is considered to be the most appropriate 
measure, given its erosion by a wide range of allowances, 
different forms of tax relief and exemptions. For instance, 
only a minority of farmers are liable to income tax. The 
standard VAT rate is also regarded as relatively high. 
However, the experts propose that the abolition of the 
zero-rate on consumer items should be considered. The 
introduction of a tax on residential property might also be an 
appropriate policy. Possibly, some scope for privatization of 
public enterprises is identified. 

As for expenditures, it is suggested in the country study that 
savings could be achieved through a restrictive wage policy 
in the public sector, ranging from general public services, 
defence and public order and safety to wages in the edu
cation system. 

Italy 

Two studies have examined the case of Italy. The first one 
was published by de Haan et al. in the earlier Economie 
Paper. The second, more recent one was carried out by V. 
Chiorazzo, A. Di Majo, S. Gabriele and A. Palanza. The 
performance of Italy's public finances is described as unsatis
factory by both expert groups. Over the last 20 years general 
government net borrowing requirements have continuously 
fuelled an increasing public debt the level of which, since 
1991, has surpassed that of the country's GDP. 

Chiorazzo et al. hold that the room for manoeuvre with 
respect to spending has traditionally been very small in Italy. 
It is argued that regulatory complexities, political pressure, 
and vested rights and privileges have in the past undermined 
all efforts. The experts stress that only if the current changes 
in Italian politics succeed in introducing a real and deeply 
rooted renewal in the management of the State apparatus, a 
positive process of reform in public finances could take off 
which could improve the country's budgetary situation. 
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Tax evasion is undeniably an important issue in Italy. On the 
one hand, this leads to considerable revenue losses. On the 
other, the experts argue that it has to be kept in mind that, 
when thinking about further raising tax rates, it should be 
considered that the tax burden is already very high for those 
who cannot escape it; whereas for the others, higher rates 
would only provide an additional incentive for tax evasion or 
avoidance. However, it is suggested that action could be 
taken to broaden the tax base by fighting evasion and 
avoidance, and by rationalizing the tax system. Enforcement 
could in particular be improved in the case of corporate taxes, 
taxes on goods and services, social security contributions of 
employees and the self-employed and personal income taxes. 

excises and higher income tax rates. The government deficit 
was reduced from 7,1% of GDP in 1982 to 2,5% in 1991. 

Given the already high revenue-to-GDP ratio in the Nether
lands, de Haan et al. do not find much room for further tax 
increases. Nevertheless, they hold that personal income tax 
could produce some additional revenues through a widening 
of the base (e.g. by restricting the deductibility of interest 
payments or including presently untaxed private capital 
gains) or stronger enforcement. On the local level, rates 
of the taxes on immobile property might be increased. 
Concerning non-tax revenues, the introduction of more user 
charges could improve the budgetary situation. 

Both studies assume that some additional revenues could be 
expected from privatization, even though this cannot be 
regarded as a continuous, long-term source of public receipts. 

On the expenditure side, it is widely believed that an overall 
reform of general public services is urgently needed to 
increase efficiency, reduce waste, improve the quality of 
services and limit corruption. Furthermore, expenditure on 
defence could be reduced, mainly through the reduction in 
the compulsory military draft. In the health sector, spending 
might be cut if waste and abuses were eliminated and the 
efficiency of services — particularly in hospitals — were 
improved. The experts also find some scope for reducing 
expenditure in the field of social security. On the one hand, 
privileges and disparities should be eliminated; on the other, 
abuse of the system should be fought. 

Netherlands 

The scope for fiscal consolidation in the Netherlands has 
been examined in the framework of the study carried out by 
de Haan et al. in 1992. 

According to the study, over the post-war period successive 
Dutch governments have constructed one of the most exten
sive social welfare systems in the area that is now the 
European Union. This has been reflected by a strong growth 
in public spending and taxation levels. Particularly, transfer 
payments to private households have increased considerably. 
While during the 1960s and early 1970s the expansion of the 
public sector was facilitated by relatively high rates of 
economic growth, in the less-favourable economic environ
ment of the following years government deficits went up. 
However, the need for adjustment was recognized, and, 
starting in the early 1980s, measures were taken in order to 
improve the budgetary situation. They comprised, among 
others, considerable spending cuts, restrictions on public 
sector pay, an increase in social security contributions, VAT, 

The experts argue that after a decade of sometimes severe 
cuts, it will be difficult to continue reducing government 
spending in a substantial way. In their view, most possibilities 
for expenditure cuts can be found in the social security and 
welfare system. The generosity of the system, particularly 
concerning sickness and disability payments, could be scaled 
down and fraud should be counteracted. Subsidies to public 
transport as well as those to private households (e.g. for 
owner-occupied housing or for tenants) might be cut. 

Portugal 

The country study on Portugal was carried out by A. 
Nogueira Leite. He argues that, similar to Spain, Portugal's 
budgetary policy was strongly influenced by the revolution 
in 1974. Major changes in the education, health and welfare 
systems took place, which up to that date had lagged far 
behind European standards. Moreover, a large part of the 
country's productive structure was nationalized in 1975. The 
share of general government expenditure in GDP rose 
considerably, reaching a peak of more than 46,6% in 1984. 
Even though taxes and social security contributions increased 
during this period, the gap between revenues and expenditure 
widened due the difficult economic situation and the de
ficiencies of the tax system, such that the general government 
borrowing requirement reached 12% of GDP in 1984. In the 
second half of the 1980s, the overall macroeconomic situation 
and the budgetary position of the government showed 
noticeable improvements. However, deficits started increas
ing again at the beginning of the 1990s. 

On the revenue side of the budget, Nogueira Leite finds some 
scope for consolidation through better enforcement of taxes, 
particularly for personal and corporate income taxes, value-
added tax, and, to some extent, social security contributions. 
He holds that, whereas it would be possible to widen the tax 
bases, rate increases seem to be difficult and would have 
negative political implications. Only for excise duties, for 
example, on tobacco and alcohol, a rise in the tax rates could 
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have positive revenue effects. Taxes on property could 
also raise more money, mostly through asset revaluation. 
Concerning non-tax revenues, the implementation of user 
fees for health services and education or proceeds from 
privatization could also contribute to fiscal consolidation. 

On the expenditure side, the author does not see much room 
for reductions. He mentions public administration as the 
most promising area where the need for major reforms has 
been realized. Particularly, the number of employees in the 
public sector should be reduced drastically. The ongoing 
restructuring of Portugal's armed forces is expected to 
contribute to lower levels of expenditure in the long run. 
However, in the years to come, spending on equipment is 
expected to increase. 

United Kingdom 

The case of the United Kingdom was studied by N. Rajah 
and S. Smith. The experts stress that during the 1970s, 
economic policy in the United Kingdom had been based on 
a Keynesian-type demand management approach, which 
used fiscal policy to smooth out cyclical variations in output 
and employment. With the election of the Conservative 
Government in 1979, the policy stance changed fundamen
tally and aimed at rolling back the weight of the public 
sector. In the 1980s, numerous privatization, liberalization 
and deregulation programmes were implemented. The 
government deficit, which had been relatively low in com
parison with other European countries, even turned into a 
surplus in 1988 and 1989. Government debt went down from 
55,7% of GDP in 1984 to 35,4% in 1990. In 1991, the United 
Kingdom was one of the few Member States with debt and 
deficit levels below the reference values of the Treaty. 
However, in the subsequent recession, the budgetary situation 
started deteriorating again, and the budget moved to a deficit 
of 7,7% of GDP in 1993. Even though this development 
seems to have been caused to a large extent by cyclical 
factors, it is also believed that part of the problem can 
be explained by structural changes. The OECD economic 
outlook of June 1993 suggests that between one-half and 
one-quarter of the deficit is due to a cyclical component, 
implying the need for discretionary changes of spending or 
the structure of taxation, if the 3% deficit target is to 
be attained. 

On the revenue side of the budget, an increase in VAT, for 
example by reducing the proportion of goods that are subject 
to a zero rate, is considered to be a possible way of budgetary 
consolidation by Rajah and Smith. They also see some scope 
for increasing income tax revenues, mainly by reducing 
allowances or controlling evasion, above all in the case of 
the self-employed. Social security contributions might be 

raised via higher rates. Some additional revenues could be 
achieved by the introduction of environmental taxes or road 
charges and the further sale of public assets. 

As for expenditure, measures to freeze public sector pay 
have already been taken and are regarded by the experts as a 
potential saving measure. According to them, defence spend
ing might also be cut depending on a reduction in the longer 
term commitments borne by the United Kingdom. In the 
field of economic services, the stress could be increasingly 
laid on private sector financing instead of public funding. 

Conclusions 

On the basis of the analyses in the individual country studies, 
de Haan et al. present an overall assessment of the scope for 
increasing revenues or reducing expenditure. Account is 
taken both of possible discretionary policy measures and 
the influence of exogenous factors, although subjective 
judgements from the experts inevitably played a role. In 
Tables 4 and 5 the results are presented in the form of pluses 
and minuses on a scale ranging from —, - , 0 and + to 
++. Pluses indicate a positive assessment of a potential 
contribution to budgetary consolidation, whereas minuses 
stand for a negative assessment of the potential for contribu
ting to budgetary consolidation. To give an indication of the 
relevance of the different options, the shares of the expendi
ture and revenue categories in GDP are indicated in parenth
eses in the tables. De Haan et al. also calculate average 
indices on the basis of the pluses and minuses that are 
attributed to the different revenue and expenditure categories. 
The technical details are explained in Box 1. 

Even though the picture in the different Member States 
seems to be mixed, some general conclusions can be drawn 
from the experts' assessment. No perfect correlation exists 
between the share of revenue or expenditure (excluding 
interest payments) in GDP and the scope for budgetary 
consolidation. France, for example, is considered to have a 
rather limited scope for reducing government spending, even 
though the French share of expenditure in GDP is above the 
Community average. This result may be due to the fact that 
the experts' judgement depends on a number of factors, such 
as demographic developments or national preferences that 
can differ widely between Member States and are indepen
dent of their current budgetary situation. In addition, the 
experts' assessment is influenced by their subjective opinion 
which could lead to certain difficulties when comparing the 
scope for consolidation found in different Member States. In 
particular, the experts may have assessed quite differently 
the political willingness in the Member States to cut expendi
ture or to increase revenues. However, in spite of these 
discrepancies, the overall result is that room for manoeuvre 
exists for almost all Member States. 
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Table 4 
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(3,1) 

KO 

■KU) 

Taxes on use of labour 

Social 
security 
contri

butions: 
employees 

0(4,7) 

 ( 1 , 1 ) 
K5.7) 
+(6,7) 

"(5,4) 

"(1,9) 
0(2,6) 

(8,7) 

0(3,6) 

+(2,0) 

K2.4) 

Social 
security 
contri
butions: 

employers 

0(9,3) 

~(0 ,2) 

0(12,0) 

K7,9) 
"(5,3) 

"(3,3) 

"(9,2) 

(74) 
+(5,8) 

0(8,8) 

K3.7) 

Social 
security 
contri
butions: 

self
employed 
and other 

taxes 

0(1,1) 

0(0,7) 

0(0,8) 

+(0,7) 

K0) 
0(0,8) 

++(1,4) 

0(2,7) 

+(0,4) 

++(0,8) 

+(0,3) 

Taxes on 

individuals 

+(13,6) 

(26,0) 

(6,0) 

0(10,6) 

++(4,0) 

0(11,9) 

K104) 
+(9,7) 

K6.3) 

+(8,1) 

+(10,4) 

Taxes on 

++(1,2) 

K2.2) 

K24) 
KM) 

++(04) 
++(1,8) 

+(1,0) 

+(1.7) 
+(0,9) 

+(1.8) 

Φ.1) 

Miscellan* 

taxes. 

0(0) 

0(1,3) 

0(2,3) 

+(:) 

++(U) 
0(04) 

+(0) 
0(0,2) 

0(0,5) 

0(0 

+(1.6) 

Nontax 

KU) 
+(7,6) 

+(2,8) 

KO 
++(0) 

K3.1) 
+(2,6) 

+(6.6) 

KO 
+(3,9) 

KLO) 

1
 A t sign indicates a positive contribution to budget consolidation (higher revenue, lower outlays); a  sign indicates a negative contribution to budget consolidation (lower revenue, higher 

deficit). The number of signs (one or two) indicates the relative margin for consolidation of each tax instrument in terms of its ratio to GDP. The figures in parentheses indicate the shares of 
the functional revenue categories in GDP (1991). 

2
 Revenues shares in GDP, 1989. 

3
 Revenue shares in GDP, 1990. 

4
 Revenue shares of nontax revenues, 1989. 

Source: De Haan et al. 

Table 5 

Experts' assessment of potential contribution to budgetary consolidation of expenditure categories in 11 Member States' 

Belgium2 

Denmark3 

France 
Germany4 

Greece 
Ireland4 

Italy 
Netherlands4 

Portugal4 

Spain 
United 
Kingdom4 

General 
public 

services 

+(1,6) 

+(4,6) 
+(3,8) 
+(4,0) 
+(8,1) 
+(4,0) 
+(4,5) 
0(3,3) 
+(3,9) 

++(3,7) 

++(1.7) 

Defence 

+(2,5) 

+(2,1) 

+(3,1) 
+(2,3) 
+(5,3) 
+(1,4) 

+(1,9) 
+(2,7) 
"(2,2) 

0(0 

+(4,3) 

Public 
order and 

safety 

0(0,8) 

0(1,1) 
0(1,0) 
+(1,6) 
0(0,8) 
+(0,0) 

(1,7) 

(1,2) 

0(0 
0(0 

0(1,3) 

Education 

+(6,3) 

+(7,0) 
(5,3) 

+(4,1) 
0(3,3) 
+(5,2) 
+5,2) 

(5,7) 
(4,8) 

0(0 

(1,2) 

Health 

+(0,9) 

(5,2) 
 ( 6 , 9 ) 

0(6,0) 
0(4,1) 
+(5,8) 
+(6,5) 
(6,2) 
"(3,7) 

++(5,1) 

0(5,0) 

Social 
security 

and welfare 

+(21,3) 

++(23,2) 
(19,7) 
0(17,8) 
(13,0) 
0(11,3) 
+(16,7) 

++(20,2) 
(10,5) 
+(13,7) 

(10,9) 

Housing and 
community 
amenities 

0(1,3) 

+(0,9) 
0(3,3) 

+(1,1) 
(0,1) 
0(1,3) 
0(1,4) 

+(2,1) 
0(0,7) 

0(0 

0(1,4) 

Recreational, 
cultural and 

religous 
affairs 

0(0,5) 

+(1,5) 
0(1,0) 
+(0,8) 
+(0,6) 
0(1,3) 
0(0,6) 
0(0,2) 
+(0,6) 

0(0 

0(0,2) 

Economic 
services 

+(4,4) 

+(5,8) 

(3,1) 
+(6,0) 

0(12,8) 
(6,8) 
0(5,8) 
0(3,9) 
+(6,9) 

++(1,7) 

+(3,3) 

Other 
functions 

0(11,6) 
0(8,4) 
0(3,0) 

—(2,6) 

+(1,4) 
0(14,8) 
++(9,5) 

0(7,4) 
+(9,4) 

—(4,0) 

0(9,2) 

1
 A + sign indicates a positive contribution to budget consolidation (lower expenditure, higher revenues); a  sign indicates a negative contribution to budget consolidation (higher expenditure, 

lower revenues). The number of signs (one or two) indicates the relative margin for consolidation of each expenditure category in terms of its ratio to GDP. The figures in parentheses indicate 
the shares of the functional expenditure categories in GDP (1991). 

2
 Expenditure shares in GDP, 1987. 

3
 Expenditure shares in GDP, 1989. 

4
 Expenditure shares in GDP, 1990. 

Source: De Haan et al. 
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Box 1: Evaluation of the scope for fiscal consolidation 

In Graphs 3 and 4 the results of the evaluation undertaken by de 

Haan et al. are presented. The experts compute unweighted indices 

by simply adding the pluses and minuses from the individual 

country summary tables and dividing the outcome by the total 

number of entries (10). This is done separately for revenues and 

expenditure. As the maximum (minimum) score for each country 

can be a double plus (minus), the index varies between — and ++. 

To calculate the weighted indices, the pluses and minuses are 

weighted by the share of the functional expenditure (revenue) 

categories in total spending (receipts). Once again, the index 

ranges between — and ++. Together, the weighted and unweigh

ted indices provide a summary range of the experts' — partially 

subjective—assessments of the scope for contributions to budge

tary consolidation in a particular Member State. The summary 

indices are only a qualitative measure, and therefore provide no 

indication of the size of deficit reduction that could be achieved. 

Similarly, it is not possible to compare the indices among Mem

ber States. 

GRAPH 3: Scope for contribution to budgetary consolidation 

(weighted averages of expenditure and revenue categories) 

1 ■—̂ B̂ 

Β DK D GR E F IRL I NL Ρ UK 
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GRAPH 4: Scope for contribution to budgetary consolidation 
(unweighted averages of expenditure and revenue categories) 

++ 

□ Expenditure 

■Revenue 

DK D GR IRL NL UK 

4. The role of budgetary procedures 

After having summarized the experts' findings on the poten
tial contributors to budgetary consolidation, this section 
draws on the results which J. von Hagen and I. Harden have 
obtained from their analysis of the actual process which 
determines the budgetary decisions. As it turns out, budgetary 
performance is intimately linked to the institutional setup of 
budgetary procedures. 

4.1. Characteristics of the budget process 

The startingpoint for von Hagen and Harden is that the budget 
can be interpreted as a locus of conflict resolution concerning 
the decisions to be taken on public expenditure and their 
financing. Accordingly, the budgeting process is regarded as a 
mechanism to structure and solve disputes, and reach agree
ments. It basically involves solving three central problems: the 
first question to be asked is how large the government should 
be relative to the private sector and to what extent it should be 
involved in economic activities. The second central question 
is which specific activities government should be engaged in 
and which groups in society should receive special attention 
and financial benefits from government. Finally, it must be 
decided who carries the burden of financing government acti
vities and when. The analysis by von Hagen and Harden starts 
from the assumption that the solutions to these problems are 

framed to a large extent by the institutional environment in 
which they are incorporated. 

Budgetary procedures should lead to stable agreements be
tween all participants as a basis for consistent and predictable 
planning of public activities during the budget period. More
over, they should ensure efficiency in the use of public re
sources, meaning both to maximize the volume of output from 
a given volume of inputs, and effectiveness, i.e. the best 
possible achievement of objectives of public programmes. 

The budget process takes place in the form of budget cycles 
which are usually continuous: they can be analysed as a 
sequence of four stages: 

(i) the planning process in government, culminating in the 
submission of a draft budget law to parliament; 

(ii) the parliamentary stage, ending with a formal act ap
proving the budget; 

(iii) the implementation stage during which the budget act is 
put into effect and revisions may occur in the form of 
supplementary budgets; 

(iv) an ex post control stage of a posteriori accountability. 

The basic activities taking place in the different stages of the 
budget process are laid out in Box 2. 
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Box 2: Stages of the budget process 

Government and 
parliamentary 
stage 

Year t-2 

Implementation 

Government and 
parliamentary 
stage 

Year t-1 

Ex post control 

Implementation 

Government and 
parliamentary 
stage 

Year t 

Ex post control 

Implementation 

Year t+1 

Ex post control 

Year t+2 

4.2. A political economy approach to explaining 
excessive deficits 

Fiscal illusion 

Starting from the assumption that the institutional design of 
the budget process strongly influences its outcome, von 
Hagen and Harden have identified the main sources of 
inefficiency in budgeting decisions. One problem lies in 
the fact that, in almost all modern government activities 
(including transfer payments) those benefiting from an 
activity are a smaller group than those paying the taxes to 
finance that activity. With few taxes being earmarked for 
specific purposes, which is general practice in all Member 
States, financing is almost always provided by the general 
taxpayer. In contrast, government expenditure is generally 
targeted at some narrower group than that. This incongruence 
implies that the net benefit of an increase in a given public 
activity is almost always larger from the point of view of the 
beneficiaries than from the point of view of the general 
public. Von Hagen and Harden use the term fiscal illusion to 
describe this overestimation of the marginal benefit of a 
public activity. 

Policy makers participating in the budget process not only 
strive for the maximization of overall welfare in their country, 
but they are also influenced by their personal interests. 
This particularly involves maximizing the benefits of their 
constituencies in which they may be re-elected. Hence, they 
do not necessarily take account of the full social cost of the 
activities for which they make budget bids in the interest of 
the groups they represent. 

If all participants in the budget process only decided accor
ding to these individual interests, unrestricted budgeting 

decisions would invariably lead to excessive public spending 
in the sense that the social benefit of the last increment in 
public expenditure would fall short of the social cost of 
financing it. Those participants favouring this increment 
would take into account its full value for their constituency, 
but only part of the resulting increase in the tax burden, as 
their constituency would not pay the full cost of the activity. 
Fiscal illusion would be rampant. 

The political economy approach to budgeting is based on the 
assumption that the institutional design of the budget process 
can shape the outcome of budgeting decisions by determining 
the relative weight of the individual and the collective interest 
of the participants. 

Deficit bias 

Spending and raising public money involve different time 
horizons. The political and economic benefits from public 
spending are often obtained immediately or over a relatively 
short period of time. In contrast, the welfare effects of higher 
taxes are felt to a large extent only in the medium and long 
run, since they involve private sector adjustments to changes 
in tax incentives or net asset returns. 

Tax payers in the private sector are likely to discount future 
tax liabilities at a higher rate than the interest rate government 
pays on its debt. The main reason for this is that tax payers 
generally do not face perfect capital markets allowing them 
to borrow freely at the same interest rate as the government. 
This implies that current tax payers usually prefer a higher 
share of deficit financing than they would in a world with 
perfect capital markets. Moreover, politicians are likely to 
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discount the future even more than tax payers, as their time 
horizon is strongly influenced by the next elections. 

The resulting undervaluation of future tax liabilities and 
underestimation of the future economic cost of financing 
today's expenditure imply that decision-makers in govern
ment and voters do not distribute the burden of financing 
current spending efficiently between current and future tax 
payers. According to von Hagen and Harden, the conse
quence is that too large a portion of current expenditure 
could be debt-financed, that is, it is a source of excessive 
government deficits and debts. This problem is referred to as 
deficit bias. 

The concepts of fiscal illusion and deficit bias show clearly 
that a distorted representation of different interests can lead 
to suboptimal outcomes. On the basis of these findings, the 
political economy approach aims at identifying in more detail 
the interests of the persons and groups involved in the 
different stages of the budgeting process, displayed in Box 3. 

Box 3: Main steps of the budget process 

Step Action 

Government stage 

G l 
G 2 
G 3 
G4 
G 5 

Formulation of budget targets and guidelines 
Preparation of budget bids 
Compilation of budget dra f t 
Reconciliation 
Finalization of budget proposal 

Parliamentary stage 

P I 

P2 

P 3 

Debate, amendment of, and vote on budget 
proposal 
Reconciliation between upper and lower 
houses 
Approval by government 

Implementation and revision 

11 
12 

Execution of the budget act 
In-year changes of the budget 

Ex post control and accountability 

The government stage 

First, a closer look will be taken at the government stage. 
Among the members of the government, two types can 
be distinguished. 'Spending' ministers are interested in 

expanding the resources of their own ministries, but indiffe
rent about the resources of other ministries, as their political 
success is measured in terms of the net benefits of their 
constituencies. They are inherently biased to push for in
creased spending of their own ministries, since the resulting 
taxes or deficits to finance the extra expenditure fall on the 
general public (in the case of deficits they even fall on future 
citizens), while the spending benefits their own constituency 
and raises their political support. 

In contrast, the prime minister and the finance minister 
(and ministers without portfolio, where they exist) are not 
— or to a lesser extent — bound by the particular interests 
of a spending department and its narrow constituency. 
Hence, this second type of government members is in 
general more concerned with the collective interest than 
the first type. The distribution of powers between these 
two types is, therefore, very important for the outcome of 
the budget process. If most decisions are taken by the 
spending ministers or through agreement between all 
members of government, a bias towards fiscal illusion 
exists. If, in contrast, the budget process strengthens the 
collective interest, fiscal illusion will be limited. This could 
either be achieved by determining a set of target parameters 
for the budget, including its overall size, at the beginning 
of the budget process and ensuring that these targets are 
binding for all decisions at all stages of the process. 
Alternatively, the budget process could be designed in such 
a way that participants of the second type have a position 
of strategic dominance over the spending ministers. 

Concerning the deficit bias, it is also quite likely to be 
stronger for spending ministers, who get larger political 
rewards from the direct beneficiaries of current expenditure, 
and whose political career in government is often more 
short-lived than the career of senior ministers and the 
prime minister. Hence, a budget process strengthening the 
influence of the prime minister or finance minister will 
reduce the deficit bias. 

Moreover, it will be helpful to strengthen the link between 
current decisions and future outcomes of the budget 
process. This could be achieved by adopting and adhering 
to a multiperiod fiscal plan, such as a multiannual 
expenditure target. The latter could be expressed as a 
commitment to a fixed rate of growth of real government 
expenditure. Another way could be to adopt a procedure 
whereby current spending and taxation are explicitly 
embedded into a multiannual planning framework. 

To summarize, it can be seen that both fiscal illusion and 
deficit bias can be tackled with two different types of 
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commitment technologies: commitment to a numerical 
target or commitment to a procedure that gives special 
authority to the prime minister or finance minister. 

In this phase of the process, spending ministers are more 
likely to give in to demands for increased expenditure and 
are more prone to overrun the limits set by the budget law 
than the prime minister or finance minister. 

The parliamentary stage 

In the parliamentary stage, representatives of constituencies 
are subject to the same conflict between collective interest 
in social efficiency of public expenditure and the individual 
interest in maximizing the net benefits for particular 
constituencies. Like the members of government, members 
of parliament are likely to discount the future relatively 
heavily, due to the uncertainty arising from limited 
appointments and the need to face re-elections. 

In this phase of the budget process fiscal illusion and 
deficit bias can be limited by regulations concerning the 
balance of powers between government and parliament. 
The bigger the scope for amendments by the parliament, 
the higher the risk of excessive deficits. Moreover, where 
parliament debates and then votes on the budget in its 
entirety in one step, there is much room for striking deals 
across individual parts of the budget, i.e. for reaching 
compromises between various interested parties which are 
likely to raise the overall size of the budget. The 
government's position in the bargaining process with 
parliament might also be strengthened by a requirement 
that it approves the budget as passed by parliament, which 
would amount effectively to a veto power. In bicameral 
systems, where the members of the upper house generally 
represent regional constituencies or certain groups in 
society, fiscal illusion is likely to be stronger in the upper 
than in the lower house. Hence, von Hagen and Harden 
argue that efficient conflict resolution would be promoted 
by limiting the influence of the former. 

4.3. Empirical evidence 

In the study carried out by von Hagen and Harden, two 
hypotheses on the impact of institutional features on budget 
deficits have been empirically tested on the basis of public 
finance data for Member States of the European Union and 
information on their respective budgetary procedures. 

Fiscal illusion and deficit bias 

On the basis of the insights into the determinants of fiscal 
illusion, the so-called structural hypothesis suggests that 
the following features of a budget process should reduce 
the importance of fiscal illusion: a strong position of the 
prime minister or finance minister in government and 
government negotiations evolving under a binding general 
constraint on the total size of the budget imposed early on 
in the process; a parliamentary process with strong limits 
on amendments, votes proceeding item by item on 
expenditure and a global vote on the total size of the 
budget preceding the parliamentary debate; a large degree 
of transparency of the budget; and an execution process 
with limited flexibility and a strong position of the finance 
minister vis-à-vis the spending ministers. 

The implementation stage 

During the implementation stage of the budget, two conflict
ing forces become important: the degree to which the budget 
law binds government's actions during the fiscal year, and 
the degree of flexibility to respond to unforeseen events. If 
the budget needs modification at this stage, fiscal illusion 
and deficit bias may be re-introduced. Moreover, the anticipa
tion that budgets can and will be revised during the fiscal 
year strongly reduces the incentive to make hard choices and 
solve political controversies during the budget process. 

With regard to the deficit bias, the long-term planning 
constraint hypothesis is tested which holds that the 
existence of a multiannual fiscal programme regarded as a 
strong political commitment and embedded in a consistent 
economic forecasting framework, a high degree of informa-
tiveness of the budget facilitating its monitoring, limited 
amendment power of parliament and limited flexibility in 
the budget execution, should all lead to a better connection 
of present and future costs and benefits in today's decisions 
and, therefore, reduce deficit bias. In Graph 5 the individual 
performance of the Member States concerning the structural 
index and the long-term constraint are presented. 
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Box 4: The longterm constraint and the structural indices 

In order to test the longterm constraint hypothesis and the 
structural hypothesis, von Hagen (1992) developed a set of 
indices.1 These indices offer numerical representations of the 
institutional characteristics of the budget processes in the 
Member States. They were derived from ranking the budget 
processes according to certain institutional properties, such as 
the structure of negotiations within government, the structure of 
the parliamentary process, the informativeness of the budget 
draft, the flexibility of budget execution, and the existence of a 
longterm planning constraint. Numbers between zero and four 
were used to describe the quality of each characteristic in the 
different Member States. A low number indicates a quality 
conducive to a low degree of fiscal discipline and vice versa. 
The numbers given to individual characteristics were added up 
to obtain the total values of the two indices. 

Von Hagen, J. (1992), 'Budget procedures and fiscal performance in the E C . 

Economic Paper No 96, European Commission, DirectorateGeneral for Economic 

and Financial Affairs, Brussels. 

A high value of the structural index signals, in accordance 
with the hypothesis formulated above, the following properties 
of a budget process: a strong position of the prime minister or 
finance minister in government and government negotiations 
evolving under a firm general constraint on the size of the 
budget; a parliamentary process with strong limits on 
amendments, votes proceeding itembyitem on expenditure 
and a global vote on the total size of the budget preceding the 
parliamentary debate; a large degree of transparency of the 
budget, and an execution process with limited flexibility and 
a strong position of the finance minister visàvis the 
spending ministers. 

A large longterm constraint index indicates the existence 
of a multiannual fiscal target regarded as a strong poli
tical commitment and one that is embedded in a consistent 
economic forecasting framework; a large degree of trans
parency in the budget; limited amendment power of par
liament and limited flexibility of the budget execu
tion. 

GRAPH 5: National budget characteristics 

ED Structural index 

M Longterm constraint 

Β DK D GR E F IRL I NL Ρ UK 
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Whereas empirical evidence strongly supports the structural 
hypothesis, von Hagen and Harden found only weak evidence 
in favour of the long-term constraint hypothesis. Hence, the 
distribution of powers during the budgeting process is of 
considerable importance, while, empirically, longer-term 
commitments seem to have a smaller impact on fiscal perform
ance. 

macroeconomic stabilizing function of the budget. However, 
the experts do not find any systematic difference between the 
stabilization function of the budgets in the different Member 
States, irrespective of their values of the structural and the 
long-term constraint index. Hence, institutions conducive to 
budgetary discipline do not seem to prevent governments 
from using the budget for macroeconomic stabilization. 

Sustainability 

Von Hagen and Harden also analyse whether or not budgeting 
institutions considered under the two hypotheses are instru
mental to achieve sustainability of public finances over 
longer time periods. They found that countries ranking high 
under the structural hypothesis perform well in terms of 
sustainability in the time period under consideration (the 
1970s and 1980s), while countries ranking low under this 
hypothesis violate sustainability during this period. Similarly, 
Member States ranking high under the long-term constraint 
hypothesis also perform well with regard to sustainability and 
vice versa. The experts conclude that appropriate budgeting 
institutions help maintain consistency of spending and reve
nues over long time periods, sparing countries the need for 
painful adjustments or inflationary pressure to consolidate 
their public finances. 

Open-ended expenditure 

A further indicator of fiscal performance considered by 
von Hagen and Harden is the importance of open-ended 
expenditure. This type of expenditure such as transfer 
payments connected to social programmes or interest pay
ments on public debt, poses an obvious threat to the 
controllability of the budget. The empirical analysis shows 
that Member States with relatively low shares of open-ended 
expenditure in their budgets managed better to maintain 
sustainability. This indicates that the non-decisions involved 
in open-ended expenditure are an important factor causing 
inconsistency of revenue and spending policies over time. 
Moreover, countries ranking high under the structural hypo
thesis and countries ranking high under the long-term hypo
thesis tend to have less open-ended expenditure in their 
budgets than other Member States. Thus, the containment of 
open-ended expenditure may be regarded as an important 
element of the budget process. 

Stabilizing function 

According to its stabilizing function the budget should 
respond to changes in GDP in an anti-cyclical way, either 
through automatic stabilizers or discretionary anti-cyclical 
policy measures. Hence, there might be a conflict between 
a budget process conducive to fiscal discipline and the 

Forecasting and control 

Von Hagen and Harden also analyse the link between the 
performance of the budget as a tool for the forecasting 
and control of fiscal performance. They find a significant 
association between countries with above-average revenue-
forecast error variances and above-average debt-to-GDP and 
deficit-to-GDP ratios. This result is not found for expenditure 
forecasts. Hence, countries with high deficits and high debt 
ratios tend to have less precise revenue forecasts than 
others, whereas there is no link between the quality of the 
expenditure forecast and fiscal performance. Furthermore, it 
is found that Member States with high debt and deficit 
ratios tend to systematically overestimate their government 
revenues. No statistical relationship can, however, be identi
fied between the accuracy of the budget forecast and the 
sustainability of fiscal policies. If the Member States are split 
up in three groups of low, medium and high values of the 
indices, a systematic and highly significant difference in the 
forecasting precision between the groups can be identified: 
Countries with a strategic dominance structure of the budget 
process and Member States with a relatively stringent 
long-term constraint tend to have the most precise budget 
forecasts. This suggests that there is empirically a significant 
complementarity between the usefulness of the budget as a 
forecasting and control instrument and the performance of 
the budget process in achieving fiscal discipline. 

Conclusions 

The empirical evidence provided by von Hagen and Harden 
clearly supports the view that the institutional design of 
the budget process is an important determinant of fiscal 
performance. On the basis of the theoretical considerations 
made by them, two types of commitment technologies to 
achieve efficient budget decisions can be identified: first, the 
firm commitment to a numerical target adopted early in the 
budget process and, second, the commitment to a procedure 
that gives special authority to participants in the budget 
process representing the collective interest in the efficiency 
of public finances. The statistical analysis did not distinguish 
between those two types due to the lack of a sufficiently large 
database. The case studies, however, pointed to successful 
examples of both approaches (see Boxes 5 and 6). Denmark 
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successfully adopted a long-term constraint by means of a 
numerical target, while the United Kingdom improved its 

budgetary position by commitment to a procedure which 
gave the Treasury a firm position of strategic dominance. 

Box 5: Budget processes: the Danish experience 

Since 1982, a significant feature of the budget process in 
Denmark is the commitment to a numerical target that is 
formulated as part of a multiannual expenditure plan. It is 
expressed in prices of year t and rolled forward each 
year with adjustment for anticipated inflation. The annual 
expenditure target for the central government and the allocation 
to the ministries is determined by the full cabinet. It first 
decides on the total level of expenditure and then, following 
bilateral negotiations between the Ministry of Finance and the 
ministries, the individual expenditure ceilings are determined. 
Problems that cannot be solved in the bilateral negotiations 
are referred to the cabinet economic committee, the five 

members of which are in the majority non-spending ministers. 
Matters which cannot be settled in this committee go the 
cabinet coordination committee, consisting of the Prime 
Minister, the Minister for Finance and members from other 
parties in the governing coalition. 

This reform in the Danish budget process marked the turning-
point in the development of government deficits which had been 
rising since 1973. From 1982 onwards, deficits improved 
remarkably, leading to near budget balance in the second half of 
the 1980s. The debt ratio stopped rising at the same time and 
declined after 1984. 

Source: Von Hagen and Harden. 

Box 6: Budget processes: the 'Star Chamber' 
in the United Kingdom 

In the United Kingdom the Prime Minister has far-reaching 
constitutional powers. Although there is no formal ranking of 
cabinet roles, that of the Chancellor of the Exchequer has 
long been regarded as second in power and influence. The 
Treasury has as its main task to use its very broad legal 
and institutional authority over spending by government 
departments for the purpose of overall spending control. 
During the 1980s, the full cabinet determined the brief to be 
given to the Treasury in bilateral negotiations with the 
spending ministers. A so-called Star Chamber, a cabinet 
committee composed of ministers without portfolio was 
introduced in the early 1980s to determine issues unresolved 
in the bilaterals. This was an attempt to structure the 
decision-making procedure so as to mobilize the government's 

collective political will for expenditure control against the 
tendency of the cabinet to function as an assembly of 
individual ministers, most of whom have spending programmes 
to protect, and in which the Treasury represents only one 
departmental interest among others. The Star Chamber was 
thus intended to strengthen the Treasury's role by making it 
more likely that the claims of the overall spending restraint 
would defeat claims for extra spending. Even though the Star 
Chamber fell into disuse towards the end of the 1980s, during 
the time it was active, the ratio of government expenditure to 
GDP fell steadily and significantly. After its suspension, 
expenditure rose again. Thus, there is evidence suggesting that 
the institutional strengthening of the Treasury's strategic 
position in the budget process and its reversal after 1987 had 
some impact on British fiscal performance. 

Source: Von Hagen and Harden. 

Taking a closer look at the approaches taken in different 
Member States, von Hagen and Harden observe that all 
governments of the larger Member States that were relatively 
successful in containing government deficits in the period 
under consideration (the UK, France and Germany) used a 
procedural commitment strategy rather than a numerical 
target. On the other hand, the governments of the smaller 
Member States showing a relatively successful fiscal 
performance (Denmark and Luxembourg) were committed 
to a numerical target rather than a procedure. There seems to 
be a systematic link between the size of an economy and the 
most adequate commitment technology, which may be 
explained by the complexity of the administration in larger 

countries. Greater complexity might, on the one hand, 
provide more opportunities to circumvent numerical targets 
by administrative gimmicks, and, on the other, it may require 
more flexibility and discretion within the administration to 
react to unforeseen events. Moreover, size may also lead to 
greater heterogeneity of interests among decision-makers, 
which makes it difficult to agree to a numerical target. 

4.4. Experts' recommendations 
The analysis by von Hagen and Harden leads them to 
conclusions on what characteristics good budget processes 
should have. They have transformed these conclusions into a 
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number of recommendations on the institutional set-up of 
budgetary processes which could serve as a reference for the 
Treaty requirement that national procedures in the budgetary 
area should enable Member States to meet their Treaty 
obligations in this respect. In addition, they suggest that 
countries could establish a national debt board which would 
set a limit on changes in government debt. This idea bears 
some resemblance to the Conseil supérieur des finances in 
Belgium (see Box 7). 

Recommendation 1: Conflicts over resources should be 
resolved through the budget process. The budget should 
neither be bypassed, nor reduced to a mere record of prior 
commitments. Conflicting claims and decisions between them 
should be clearly identified and made. 

According to von Hagen and Harden, this recommendation 
implies the elimination of debudgetization and would rule 
out precommitted levels of mandatory spending. Moreover, 
a clear separation of those laws creating the legal foundations 
for a specific public activity and the financial laws assigning 
funds to pre-established ends is needed. There must be 
mechanisms for the re-evaluation of the purposes and achie
vements of established spending programmes and for weigh
ing their claims against the other conflicting interests in 

public finance. Prior commitments to the way in which 
unanticipated changes in pay and price levels are dealt with 
should be avoided when the budgetary baseline is calculated. 

Recommendation 2: The budgetprocess should be structured 
so as to ensure that there is clear accountability for the 
annual budget deficit. 

Accountability helps to avoid fiscal illusion and deficit bias 
and, hence, reduce the size of the deficit. 

Recommendation 3: Under a numerical target type of budget 
process, the spending target should be derived explicitly 
from a multiannual series of targets announced formally by 
the government as part of its political platform. Similarly, 
the spending bids and revenue estimates under a process of 
the strategic dominance type should be derived from, and 
presented as parts of, multiannual fiscal programmes at 
the level of the individual spending departments and the 
finance ministry. 

These provisions would strengthen the consistency of 
spending and revenue plans over time and give long-term 
considerations a stronger weight in the budget process. Both 
would put institutional checks on fiscal illusion and deficit 
bias and help to contain excessive spending and deficits. 

Box 7: The national debt board 

In addition to the recommendations that could relatively easily be 
put into practice within the institutional framework given in the 
Member States, von Hagen and Harden suggest the creation of a 
completely new institution. In their view, a national debt board 
should be established in each country, as a body independent from 
government but with democratic accountability. The national debt 
board would announce each year at the beginning of the budget 
process the debt change limit the government could maximally 
foresee in the budget and the parliament could maximally pass. 
Following the announcement of the debt change limit by the 
national debt board, the budget process would use either a binding 
numerical target for aggregate spending or strategic dominance of 
the finance minister as a commitment technology. 

Illustration: The Conseil supérieur des finances in Belgium 
In 1988, Belgium underwent an important constitutional 
reform that strengthened considerably the federal structure of 

the State. Due to the federalization and the decentralization of 
decision-making, it became necessary to set up mechanisms 
to guarantee the coordination and overall consistency of fiscal 
policies. To this end, the Conseil supérieur des finances (CSF) 
was created. Its major task is the assessment of the fiscal 
positions of the general government and of its subsectors. 
The CSF is a consultative body entitled to make policy 
recommendations and express reservations on a wide range of 
aspects pertaining to fiscal policy. It suggests maximum 
borrowing requirements compatible with the convergence 
criteria of EMU for each level of general government, while 
attempting to minimize the loss in fiscal autonomy of the 
lower levels. According to the CSF's basic principle, the 
maximum borrowing requirements for each community 
or region is set at a level that will stabilize their respec
tive debt-to-own-resources ratio by the year 2000. In so 
doing, the CSF determines the sharing of a given global 
fiscal consolidation effort between the different levels of 
government. 
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1. Introduction 
As from 1 January 1994 the European Union has embarked 
upon Stage II of the European economic and monetary union 
(EMU). During Stage II a high degree of convergence of 
economic policies and performance is strived for. Regarding 
public finances, the convergence aimed at implies greater 
budgetary discipline in that excessive deficits have to be 
avoided, because they may threaten a common monetary 
policy.1 

At its meeting in Maastricht on 10 December 1991 the 
European Council agreed that the European Commission 
shall monitor the development of the budgetary situation 
and the stock of government debt in all Member States. 
Compliance with targets of budgetary discipline will be 
judged according to two criteria: 

(i) the ratio of general government deficit to gross domestic 
product (GDP); 

(ii) the ratio of general government debt to GDP. 

The Protocol on the excessive deficit procedure specifies both 
reference values. With some qualifications, net borrowing of 
general government should not exceed 3% of GDP at market 
prices. The reference value for total gross debt at nominal 
value outstanding at the end of the year amounts to 60% of 
GDP. If the debt ratio is higher, it should be moving towards 
the 60% level with satisfactory speed. 

If a Member State does not fulfil the requirements under one 
of these criteria, the Commission shall prepare a report. It 
was also agreed upon that such report will take into account 
whether the government deficit exceeds public investment 
expenditure, and all other relevant factors, including the 
medium-term perspectives for the economic and budgetary 
position of the Member State concerned. 

If the Council agrees with the Commission that any Member 
State has an excessive deficit, the Council shall make 
recommendations to that Member State so as to bring that 
situation to an end within a given time period. This peer-
group pressure should move Member States to redress their 
budgetary policy whenever deemed necessary, which in turn 
will facilitate a smooth passage to the final stage of EMU, 
since absence of excessive government deficits is one of the 
four criteria on which the Council shall assess whether a 
Member State fulfils the necessary conditions for adoption 
of the single currency. 

By the end of 1993, the public finances of only one Member 
State — namely Luxembourg — fully respected both refer
ence values. The remaining Member States will have to 
increase taxes and/or cut public spending to a varying degree, 
in order to (gradually) bring their deficit-to-GDP ratio and/or 
debt-to-GDP ratio down to or below the reference levels 
agreed upon in Maastricht. 

This study follows up on our study which was completed in 
1992, and aims again to analyse the room for manoeuvre of 
national government revenue and expenditure instruments in 
the context of economic and monetary union, while not 
taking a particular view on the optimal size of the public 
sector.2 Thus, the study provides an empirical basis on which 
policy recommendations could be formulated to Member 
States, as regards their options in achieving and maintaining 
sustainable budgetary positions in the successive stages 
of EMU. 

To this end, the report first provides a broad review of trends 
in the public finances of all Member States and of progress 
as to sustainable fiscal policy achieved thus far (Chapter 2). 
Next, Chapter 3 offers a detailed analysis of government 
revenues and outlays, respectively. Finally, Chapter 4 pro
vides a summary of the scope for increasing revenues and/or 
reducing public expenditures in all Member States, except 
Luxembourg. This summary is partly based upon country 
studies which were written by experts on fiscal policy from 
the various Member States. 

2. Trends in public finances of EU Member 
States 

Over the last three decades public finances in the Member 
States of the European Union underwent major changes. 
Four fairly distinct phases may be identified: 

(1) The phase of balanced expansion of the public sector. 
During the 1960s, general government spending in the Union 
as a proportion of GDP rose rapidly everywhere, with tax 
receipts and other public revenues expanding more or less 
at the same pace. The main driving-force behind higher 
government-spending levels was the expansion of social 
protection schemes, reflecting both more generous individual 
benefits and an extension of programme coverage as well. 
The balanced expansion of the public sector reflected a 
widely shared belief in the effectiveness of government 
involvement in the economy, and political preferences to 
redistribute personal incomes. 

1 Apart from the absence of excessive deficits, budgetary discipline also 
implies no monetary and compulsory financing of government budget 
deficits, and no bailing-out. See de Haan, Sterks and de Kam (1992). 
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(2) The phase of strongly deteriorating budgetary positions. 
During the 1970s and the early 1980s, the public expenditure 
ratio increased further in all Member States. Although the 
level of taxes and social security contributions also rose 
sharply, revenues did not keep up with additional spending. 
Consequently, net borrowing grew rapidly, especially so 
during the second half of the 1970s. After 1975 the govern
ment debt ratio started to rise sharply, following an earlier 
gradual decline between 1960 and 1975. The contraction of 
economic growth and rising unemployment contributed to 
the worsening of budgetary positions. 

(3) The phase of corrective steps towards more sound public 
finances. During the 1980s, a fundamental reorientation of 
fiscal policy dominated the agenda of policymakers in most 
Member States. This policy reorientation was inspired by 
growing concern about possible adverse effects of too large 
a public sector, about the sustainability of budgetary positions 
in many countries and about the increasing inflexibility of 
budgets due to the expansion of the relative share of interest 
payments and current transfers.1 Also, awareness grew that 
budgetary policies should be steadily pursued and framed in 
a medium-term perspective. Now, the three major objectives 
of fiscal policy became:2 

(a) Containing the growth of public debt 

The rapid expansion of public debt implies decreasing 
budgetary room for manoeuvre as a result of higher debt-
servicing and greater vulnerability to changes in interest rates. 
Moreover, there exists widespread concern that government 
budget deficits might put upward pressure on interest rates, 
which may hamper private investment and economic growth. 
Such pressures were enhanced by the restrictive monetary 
policy stance after 1979. 

(b) Reducing the share of public outlays 

The objective to cut back general government spending was 
motivated by two considerations. First, a leaner government 
budget would allow for smaller tax wedges, which might 
encourage moderate wage trends, thus restoring business 
profitability. Higher retained earnings would also produce 
resources needed for the expansion of private investment and 
thus improve perspectives for private sector employment. 
Such was the second consideration of policymakers. 

(c) Changing the structure of public revenue and 
expenditure 

A major goal of tax reforms which took place during the 
1980s in many countries was to broaden the tax base and to 
lower marginal tax rates, generally with the restriction that 
such reform measures should be broadly neutral in their 
impact on total tax revenue. On the expenditure side of the 
budget a reduction of, in particular, subsidies and transfer 
payments became a major policy target. 

(4) The phase of fiscal slippage. Although major objectives 
of fiscal policy as outlined above were not changed — 
indeed, after the adoption of the Maastricht Treaty, targets 
with respect to sustainable fiscal policies came more to the 
fore than ever — budget control slipped at the beginning of 
the 1990s. Government deficits in most Member States rose 
again. Similarly, the ratio of government spending to GDP 
increased in the early 1990s. No doubt, this fiscal slippage is 
partly a consequence of the present downturn of the economic 
cycle. As estimates of the cyclically adjusted deficit are 
generally very sensitive with respect to the choice of trend 
income, Graph 1 shows both European Commission (Graph 
la) and OECD estimates (Graph lb) of cyclical and dis
cretionary changes of the budget deficit.3 Although some 
differences appear, both estimates show important increases 
in the so-called cyclically adjusted deficit of many Member 
States. 

The growth of public debt 

The record so far with respect to containing the growth of 
public debt is clearly mixed. Two groups of countries may 
be distinguished here (Graph 2):4 

Member States with public debt below or very close to the 
European Union average (1993): the United Kingdom, Spain, 
Portugal, Germany, France and Luxembourg; 

Member States with public debt above the European Union 
average (1993): Belgium, Denmark, Ireland, Italy, the Ne
therlands, and Greece. 

It follows from Graph 2 that even in most countries where 
the debt ratio is below average, public debt expressed as 
apercentage of GDP rose after 1989. According to the most 
recent estimates, the average debt ratio in the European 
Union amounts to 69% of GDP in 1993, which is clearly 

1 'Budgetary policies in Stage I of EMU', European Commission (1990), 
pp. 163-178. 

2 'Public finances and fiscal policy in the Community', European Com
mission (1989), pp. 137-160. 

3 OECD (1993), pp. 5-6. 
4 The data for Germany refer to the Federal Republic of Germany; from 

1992 onwards, the five new Länder are included. 
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GRAPH la: Cyclical and discretionary changes of government budget deficits (as a percentage of GDP), 199093 
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GRAPH 2: General government gross debt (as a percentage of GDP), 1980-93 
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above the reference value as laid down in the Maastricht 
Treaty. 

Table 1 
Government deficits in the European Union, 1981-93' 

1981 1984 1987 1990 19932 1990-933 

Net borrowing (as a percentage of GDP) 
Luxembourg 
Ireland 
Netherlands 
Denmark 
Germany 
Spain 
Portugal 
France 
Belgium 
United Kingdom 
Italy 
Greece 

-3,9 
-13,4 
-5,5 
-6,9 
-3,7 
-3,9 
-9,3 
-1,9 

-13,5 
-2,6 

-11.4 
-10,7 

2,8 
-9,8 
-6,3 
-4,1 
-1,9 
-5,4 

-12,0 
-2,8 
-9,6 
-3,9 

-11,6 
-9,8 

2,4 
-8,9 
-5,9 

2,4 
-1,9 
-3,1 
-6,8 
-1,9 
-7,5 
-1,3 

-11,0 
-11,6 

0,0 
-2,5 
-4,9 
-1,5 
-2,0 
-3,9 
-5,5 
-1,5 
-5,8 
-1,3 

-10,9 
-18,6 

-2,0 
-3,4 
-3,8 
-4,4 
-4,6 
-4,7 
-5,7 
-5,9 
-7,0 
-7,7 

-10,4 
-13,2 

-2,0 
-0,9 
+1,1 
-2,9 
-2,6 
-0,8 
-0,2 
-4,4 
-1,2 
-6,4 
+0,5 
+5,4 

EUR 12 

Luxembourg 
Ireland 
Netherlands 
Denmark 
Germany 
Spain 
Portugal 
France 
Belgium 
United Kingdom 
Italy 
Greece 
EUR 12 

-5,0 -5,1 -4,0 -4,0 -6,3 -2,3 

Primary balance (as a percentage of GDP) 
-3,5 
-6,0 
-1,0 
-1,6 
-1,4 
-3,1 
-4,1 
0,1 

-5,4 
2,4 

-5,3 
-7,6 

4,5 
-0,4 
-0,3 
5,5 
1,1 

-3,4 
-4,9 
-0,1 

0,5 
0,9 

-3,6 
-5,3 

3,5 
0,6 
0,5 

10,7 
1,0 
0,3 
1,0 
0,9 
3,3 
2,9 

-3,0 
-4,4 

0,7 
5,7 
1,1 
5,8 
0,6 

-0,4 
2,7 
1,4 
5,2 
2,1 

-1,3 
-6,7 

-1,4 
4,4 
2,4 
3,0 

-1,1 
-0,2 
2,4 

-2,0 
3,7 

-4,6 
1,9 
2,0 

-2,1 
-1,3 
+1,3 
-2,8 
-1,7 
+0,2 
-0,3 
-3,4 
-1,5 
-6,7 
+3,2 
+8,7 

-1,3 -0,4 0,8 0,8 -0,7 -1,5 

1 Countries are ranked according to deficits in 1993. 
2 Preliminary. 
3 Change over 1990-93 (percentage points). A + sign indicates improvement. 
Source: Commission, Tables on public finance. 

Table 1 (in conjunction with Graphs 1 and 2) shows the 
progress achieved with respect to the reduction of budget 
deficits. Table 1 demonstrates that many countries have 
succeeded in reducing their deficit position in the second half 
of the 1980s. Indeed, at the time, the primary balance of most 
countries (i.e. deficits, net of interest payments) turned 
positive again. However, in 1990-93 budgetary policies in 

the Community relaxed. Due to slower economic growth, but 
also as a consequence of discretionary policy measures, net 
borrowing in the Union shot up again from 2,7% of GDP in 
1989 to 6,3% in 1993. 

Severe budgetary problems persist in many countries of the 
European Union. In Italy and Greece the public debt-to-GDP 
ratio is rapidly rising and has surpassed the 110% threshold. 
In both countries net borrowing in proportion to GDP is 
expected to stay at unsustainable high levels in years to 
come. In Belgium, Denmark, Ireland, and the Netherlands 
public indebtedness remains at high to very high levels, 
although the public debt ratio in Ireland is gradually floating 
downward. In Denmark the public debt ratio recently went 
up forcefully, after a decline in the second half of the 1980s. 
Belgium has the highest public debt ratio within the Union 
(almost 140%), and there is no sign of a reversion of the 
upward trend. In the Netherlands over the period 1990-93 
the debt ratio rose quite modestly. In Portugal the public debt 
ratio is declining, and is slightly below the Union average. 
However, government net lending is quite high in Portugal. 
The public finance situation in the United Kingdom has 
deteriorated very rapidly over the last few years; the expected 
deficit in 1993 amounts to almost 8% of GDP. Although the 
United Kingdom debt ratio is still below the Maastricht 
norm, it is quite clear that current fiscal policies are not 
sustainable. A similar verdict may apply to Germany, where 
the deficit has increased remarkably following German 
unification. Government net lending in Spain and France 
currently also exceeds the 3% target. Luxembourg is in fact 
the only Member State which — on the basis of fiscal policy 
requirements — could immediately apply for EMU member
ship. 

Share of public outlays 
The record with respect to a reduction of the share of public 
outlays in GDP is highly mixed (Graph 3). In most countries, 
total government expenditure expressed as a percentage of 
GDP decreased in the second half of the 1980s. However, 
Greece, Spain and Italy further expanded their public sector 
during the whole decade. In Portugal government spending 
remained around 45% of GDP. After 1989 the government 
outlays ratio increased in most Member States of the Union. 
On average, the size of the public sector in the European 
Union increased from almost 47% of GDP in 1989 to some 
52% in 1993. 

Tax reform 
Over the past decade, tax reform became a major policy issue 
in most OECD member countries. Broad interest in options 
to reform national tax systems originated in growing concern 
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GRAPH 3: Total government expenditure (as a percentage of GDP), 1980-93 
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that taxes not only imposed large costs on society by 
distorting economic decisions, but also that taxes were 
unnecessarily complex and unfair. Undoubtedly, the prospect 
of fiercer tax competition has also motivated policymakers 
in some countries to critically inspect their tax systems. Fear 
among policymakers of increased tax competition may in 
part explain why in the 1980s many countries lowered the 
rates of the personal and the corporate income tax. 

As national economies within the European Union become 
more closely integrated, and with formal restrictions on 
capital transactions removed, it may be presumed that overall 
tax levels and rates of major taxes will tend to gradually 
converge, since the removal of all kind of barriers to trade 
and factor movements will intensify competition, which may 
in turn enhance rivalry in taxation. 

Seen in broad perspective, tax reform efforts in a number of 
European Union Member States seem to have concentrated 
notably on two major sources of government revenue: the 
personal income tax and the value-added tax. In addition, in 
some European Union countries the corporate income tax 
was fundamentally overhauled. Only a few countries also 
scrutinized the role and rates of social security contributions. 

In line with the approach taken by the authorities in the USA 
(Tax Reform Act of 1986), most of the EU countries sought 
to broaden the tax base of the personal income tax, while at 
the same time reducing the level and flattening the structure 
of rates. In several Member States, lower income tax rates 
were also achieved by increasing the share of other taxes in 
national tax mixes. Such revisions were largely the result of 
an uncoordinated policy process, since up to now the 
Commission has not declared the harmonization or coordi
nation of the personal income tax (and social security 
contributions) to be an urgent target for EU policies. 

Likewise, a number of Member States have reduced the rate 
of the corporate income tax, in many cases by as much as 
10 points or even more. Again, such rate reductions reflect 
in part a spontaneous adjustment of national tax systems, in 
order to level effective tax rates on the use of capital. To 
recoup resulting losses to the budget, the tax base was 
often expanded, mainly by reining in tax incentives for 
private investment. 

The creation of a single integrated market, free of restrictions 
on the movement of goods, requires that product taxes are 
closely coordinated. To that end, in the 1980s, Greece, 
Portugal and Spain introduced the value-added tax. In itself, 
this move constituted a major reform. By now, the tax base 
of VAT is nearly fully harmonized across Member States. 

During the past decade VAT rates were slightly increased, 
reflecting growing budgetary needs. In October 1992, the 
Council adopted measures introducing a minimum VAT rate 
of 15% as from 1 January 1993, and also imposed minimum 
rates for major excise taxes. 

3. Detailed analysis of government revenues 
and outlays 

This chapter presents a detailed analysis of both government 
revenues and outlays of 11 EU Member States (excluding 
Luxembourg). Six categories of revenue have been ranked 
according to the sensitivity of revenue bases to tax compe
tition. For government outlays, data are presented according 
to both the economic and the functional classification. 

Major revenue-increasing measures in the 1980s 

This section presents a summary of major revenue-increasing 
measures taken during the 1980s, by tax category. Table 2 
presents the level of government revenues in the following 
categories: 

taxes on corporate profits; 

taxes on goods and services; 

taxes on use of labour; 

taxes on income of individuals; 

taxes on property; and 

miscellaneous taxes. 

This categorization is based upon the revenue statistics of 
OECD member countries for 1965-91. Unfortunately, the 
OECD does not distinguish taxes on portfolio income 
of individuals. These are probably most sensitive to tax 
competition. Nevertheless, effective tax burdens were raised 
in several countries by measures to curb evasion and 
avoidance (Belgium, Italy, the Netherlands and Spain) 
through introducing and/or raising a withholding tax 
(Belgium, Germany, Italy, and Spain) by taxing pension 
funds (Denmark) or introducing a surtax and/or a tax on 
capital gains (Italy, Portugal and Spain). 

Taxes on corporate profits on average (unweighted EU-
average) only rose by half a percentage point over the 1980s 
(see Table 2), probably mainly as a result of GDP growth in 
the second half of the decade. The few revenue increasing 
measures consisted of special taxes on exceptional profits 
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(Belgium) and the introduction of a surtax (Italy). However, 
most policy measures tended to reduce revenue from the 
corporation income tax. 

VAT underwent many changes in rates and the definition of 
the tax base. In sum, EU-wide average revenue in 1990 was 
1,5 points of GDP higher than in 1980 (Table 2). 

Table 2 
Government revenues in the European Union, 1980-91 

(as a percentage of GDP) 

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 Change Change 
1980-91 1990-91 

1. Taxes on corporate profits 
2. Taxes on goods and services 

2.1. VAT 
2.2. Excise duties 
2.3. Other taxes 

3. Taxes on use of labour 
3.1. Social security contributions: 

employees 
3.2. Social security contributions: 

employers 
3.3. Social security contributions: 

self-employed 
3.4. Other taxes 

4. Taxes on income of individuals 
5. Taxes on property 

Unweighted average EU 

2,5 

11,2 
5,8 
4,9 
0,5 

10,9 

3,6 

6,4 

2,5 

11,4 
5,9 
4,9 
— 

11,0 

— 

2,6 

11,8 
6,2 
5,0 
— 

11,5 

— 

2,7 

12,3 
6,4 
5,2 
— 

11,9 

— 

2,7 

12,4 
6,5 
5,2 
— 

11,9 

— 

— 

3,0 

12,3 
6,5 
5,1 
0,6 

11,8 

4,1 

6,6 

3,0 

13,0 
6,9 
5,5 
— 

11,7 

— 

— 

3.1 3,1 3,0 3,1 3,0 +0,5 -0,1 
13,1 13,1 12,7 12,7 12,9 +1,7 +0,2 
7,3 7,4 7,2 7,3 7,3 +1,5 +0,0 
5.2 5,1 4,8 4,8 4,9 +0,0 +0,1 
0,6 0,6 0,7 0,6 0,7 +0,2 +0,1 

12,1 11,9 11,7 11,6 12,1 +1,2 +04 

4,1 4,0 4,0 4,2 4,4 +0,8 +0,2 

— 6,6 6,4 6,4 6,2 6,4 +0,0 +0,2 

0,5 — — — — 0,9 — 
0,4 0,3 0,4 0,3 0,4 0,3 — 

10,6 10,6 10,8 10,9 10,8 10,8 10,9 
1,7 1,7 1,6 1,7 1,6 1,6 1,7 

36,4 37,0 38,0 39,2 39,4 39,4 40,1 

1,2 1,1 1,1 1,1 1,1 +0,6 +0,1 
0,2 0,2 0,2 0,2 0,2 -0,2 +0,0 

11,2 11,3 10,5 10,7 10,9 +0,3 +0,2 
1,9 1,9 1,9 1,9 1,8 +0,1 -0,1 

41,0 41,1 40,4 40,4 41,2 +4,8 +0,8 
Source: OECD (1993), Revenue statistics 1965-92, Paris and OECD (1990), Revenue Statistics 1965-89, Paris. 

Excise duties also underwent many adjustments. Neverthe
less, the average tax take through excises (as a percentage of 
GDP) in the European Union did not change during the 
1980s, as net increases in the first half of the 1980s were 
offset by decreases in the second half of the decade. 

Social security contributions, mainly contributions by em
ployees, rose over the period under review but only by about 
one percentage point of GDP. 

Revenue from taxes on the income of individuals went up 
slightly during the decade (unweighed EU average) as a 
result of endogenous trends (fiscal dividends) combined 
with many tax-increasing and tax-decreasing measures and 
changes in the structure of the personal income tax (base 
broadening and marginal-rate reduction). Some of the 
revenue-increasing measures consisted of solidarity contri
butions, special contributions (Belgium), indexation limits 

(Denmark and Ireland), surcharges (Greece and Portugal) 
and increased withholding rates (Spain). 

Revenues from taxes on property are of limited significance 
in most EU countries and their share in the tax mix changed 
only by 0,2 percentage points in the 1980s (Table 2). There 
were some changes in rates and the tax base. 

Non-tax revenues were enlarged by introducing or raising 
various fees and charges for public utilities and other services 
(energy, public transport, radio/television advertising, postal 
charges). Privatization was another sometimes important 
revenue source in this category, especially in Denmark, 
Germany, Greece, the Netherlands, Portugal, Spain and the 
United Kingdom. 

Graph 4 presents the absolute change in tax shares (as a 
percentage of GDP) of five tax categories (aggregates for 
European Union Member States). Most striking is the 
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GRAPH 4: Changes in taxes in the European Union, 1981-91 

tree: OECD (1993), Revenue statistics, 1965-91, Paris, and other volumes. 

relatively substantial negative change in 1989 of all major 
tax categories. Again the major tax reduction in 1989 
attracts attention. 

Government outlays: economic classification 

Five categories of government outlays are distinguished here: 

current transfers; 

interest payments on government debt; 

government consumption; 

net capital transfers; 

gross fixed capital formation. 

Table 3 details trends in government expenditure over both 
the 1981-89 and the 1989-93 period. Whereas current 
transfers shrank in seven out of 12 member countries over 
the period 1981-89, this category of government outlays 
grew rapidly during the last few years (2,7% of GDP). It 
should be pointed out that, especially in countries with an 

already above-average level of government outlays (as a 
percentage of GDP), current transfers rose substantially 
under the influence of cyclical deterioration. 

The average slight decrease of Union-wide government 
consumption over the period 1981-89 (-1,3%) was followed 
by a corresponding increase in the years 1989-93. Whereas 
government consumption rose only in Italy, Greece, Portugal 
and Spain during the first period, in the second period 
most member countries faced higher levels of government 
consumption spending. 

Interest payments on government debt have increased in 
recent years in many Member States, most notably so in 
Greece and, to a lesser extent, in Italy. Some Member States 
were able to reduce interest payments, despite the swelling 
government debt-to-GDP ratio, reflecting the decline of 
interest rates. This development contrasts with the rise of 
interest payments during 1981-89 in all member countries, 
except Luxembourg and the United Kingdom. For the 
European Union as a whole, however, interest payments in 
1990-93 increased by as much as in the 1980s. 

Net capital transfers have been reduced in many Member 
States during 1981-89. During 1989-93 this category of 
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government outlays showed a very mixed pattern; the 
Union-wide average level of capital transfers remained 
stable. 

It is often maintained that in periods of fiscal consolidation 
capital formation outlays are among the first items to be cut, 
often quite drastically so, given that they are perceived by 

policymakers as the least rigid component of total outlays. 
The experience of the European Union during the period 
1981-89 corroborates this view. In the period 1989-93 
government investment increased again in most Member 
States—except for Denmark, Belgium and Italy—reflecting 
growing concern to improve present infrastructure (roads, 
the railway system, telecommunications). 

Table 3 
Changes in government expenditure (and level in 1993), by economic classification, 1981-93 ' 

Formation Current transfers Consumption Interest payments Capital transfers Capital 

Denmark 
Belgium 
Netherlands 
Italy 
France 
Germany 
Greece 
Luxembourg 
Spain 
Portugal 
Ireland 
United Kingdom 

1981-89 

1,5 
-4 ,0 
-03 

2,1 
0,7 

-1,1 
2 3 

-4 ,9 
OS 

-1,1 
-1 ,7 
-2 ,4 

1989-93 

U 
y 
2 3 
1,5 
2 4 
3,1 

-2 ,7 
0 3 
3,6 
0,6 
1,5 
3 3 

1993 

25,7 
29,7 
32,8 
22,8 
28,0 
23,6 
14,1 
27,2 
21,5 
16,0 
17,9 
16,2 

1981-89 

- 2 3 
-4 ,0 
-3 ,0 

0,6 
-0 ,8 
-1 .9 

2 3 
-2 ,0 

2,1 
1,1 

-4 ,7 
- 2 3 

1989-93 

0,4 
0,4 

-03 
0,7 
1,1 
1,6 

-1 ,6 
2,0 
13 
2,6 
1,7 
2 3 

1993 

26,0 
15,0 
143 
173 
19,1 
20,4 
18,9 
17,4 
163 
18,7 
16,9 
21,6 

1981-89 

n 
2 3 
1,6 
2,7 
0,7 
0,4 
5,0 

-0 ,7 
2,7 
2,1 
0,7 

- 1 3 

1989-93 

-0,1 
0,1 
0 3 
3 3 
1,1 
0,8 
7,0 

-0 ,1 
1,0 
0,8 

- 0 3 
-0 ,6 

1993 

7,4 
10,7 
6 3 

123 
3,8 
3 3 

15,2 
0,6 
4 3 
8,0 
7,8 
3,1 

1981-89 

-0 ,6 
-0 ,8 
-0 ,9 

0 3 
- 0 , 2 
-0 ,4 

0 3 
-1 .4 
-0 ,4 

0,4 
- 1 3 
- 0 3 

1989-93 

0,2 
0,0 

-0 ,9 
- 0 3 
-0 ,4 

0,4 
- 1 3 
- 0 3 
-0 ,7 
- 1 3 
-1 ,0 

0,6 

1993 

0 3 
0,6 
0 3 
0 3 

- 0 3 
13 

-0 ,7 
0,4 
0,6 

- 0 3 
- 1 3 

0,6 

1981-89 

- 1 3 
- 2 3 
-1 ,1 
-0 ,4 

0 3 
-0 ,9 
- 0 3 
- 2 3 

2,1 
-1 ,1 
-33 

0,0 

1989-93 

- 0 3 
-0 ,1 

0,1 
- 0 3 

0 3 
0 3 
0 3 
1.0 
0 3 
1,0 
03 
03 

1993 

υ 
1,6 
2,1 
2 3 
3,7 
IS 
4 3 
5 3 
4,9 
4,1 
2,7 
2 3 

EUR 12 -03 2,7 233 1,3 1.3 19,1 1,0 0,9 5,6 -03 0,0 0,7 -03 03 3,0 

1 Countries are ranked according to total spending in 1993. 
Source: Commission, Tables on public finance 

Government outlays: functional classification 

To analyse expenditure cuts by function, we will concentrate 
on the period 1980-90, since for most countries as yet no 
functional expenditure data for later years are available. For 
Greece there is no comparable data set at all. The following 
conclusions can be reached on the basis of the individual 
country studies. 

graphic factors) but not so in Belgium, Denmark, 
Netherlands, Italy and the United Kingdom. 

the 

Health expenditure went down in all countries (through 
reductions in fees, cost reductions, introduction of user 
charges, efficiency increases and various cuts), except in 
Italy. 

Expenditure on general public services is relatively small 
and only shows a substantial decline in Belgium (staff 
reductions, wage cuts and general spending cuts). 

Defence outlays have been reduced in all Member States 
(cuts in personnel, investment and service time reduction) 
except in Italy and Spain. 

Expenditure for public order and safety is not always shown 
separately in the datasets, but such data as are available do 
not show any significant decline. 

Educational expenditure falls somewhat in most countries 
(efficiency measures, decreases in student grants and demo-

Over the period under review, expenditure on social security 
and welfare is on the rise in most Member States. Only in 
Belgium (savings on unemployment insurance, pensions, 
family allowances, fraud reduction and general cuts), 
Germany (higher flexible retirement age-limit, child benefits, 
general cuts) and Spain do such outlays decrease. Expendi
ture expanded in other countries, notwithstanding several 
expenditure cuts such as indexation caps (Denmark, Ireland, 
the Netherlands), measures to freeze social minimum allow
ances (the Netherlands) and several other reductions. 

Housing and community amenities is a very small expendi
ture category which is shrinking in all countries except 
the Netherlands. 
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Recreational, cultural and relational affairs is also a very 
small expenditure category which only shows insignificant 
changes, in most countries downwardly so. 

Economic services is a more substantial expenditure category 
which only goes up in Germany (1990), Spain and the United 
Kingdom. Expenditure cuts in this category were realized by 
a decrease in subsidies to private (Germany and Italy) and 
public enterprises (Portugal), and reductions in consumer 
subsidies (Ireland) and capital formation (the Netherlands 
and Italy). 

The other functions, mainly interest payments, increased in 
all Member States except the United Kingdom, the only 
country in which public sector debt decreased over the 1980s. 

Belgium, Italy and Greece the debt ratio is well over 100% 
of GDP. Thus Table 4 illustrates the need for budgetary 
adjustments in almost all EU Member States, but most 
urgently so in Greece, Belgium and Italy. Such adjustment 
will prove to be a very difficult task, especially now that the 
GDP growth rate is close to zero and real interest rates are 
still very high. 

In addition to several usual macroeconomic indicators, Table 
4 includes three items indicative of problems that national 
governments will meet in trying to attain budgetary targets 
previously set. The redress of public finances is complicated 
because of demographic trends in all Member States (except 
in Ireland, Portugal and Denmark), notably so in Germany, 
Italy and Luxembourg. 

4. Margins for consolidation in the 
European Union 

This chapter presents summary measures indicating the 
scope for increasing public measures and reducing public 
expenditure. These measures are in turn based on detailed 
country studies. The methodology underlying the approach 
is outìined in the accompanying box. First, Table 4 profiles 
EU Member States according to the most recent budget 
estimates (June 1993). As pointed out in Section 2, budget 
deficits in all Member States in 1993 exceed the Maastricht 
target, with only one exception (Luxembourg). In Greece 
and Italy the deficit ratio is even higher than 10% of GDP. 
The average debt ratio in the European Union (69%) 
surpasses the Maastricht target by nine percentage points. In 

Italy and Belgium, which already have the highest debt-to-
GDP ratios, have by far the highest score on the political 
instability index. Political instability is assumed to increase, 
the higher the total number of government changes between 
1980 and 1990. The minimum value for the scale used is 2. In 
practice one would expect no more than, say, 10 government 
changes per decade. 

Together with Luxembourg (15,0 ) and Spain (18,8 ), Italy 
(30,7) and Belgium (21,5) rank lowest on the quality index 
of budgetary procedures, which for European Union Member 
States varies between 21,5 (Belgium) and 61,2 (France). 
Evidently, those Member States where strong adjustment is 
most in order, are unfortunately also most handicapped by 
demographic and politico-institutional factors to redress their 
public finances. 

Box: Margins for budget consolidation 

In order to meet the reference values for the government budget 
deficit and the debt-to-GDP ratio as spelled out in the Maastricht 
Treaty, governments may increase revenues and/or reduce 
outlays. The economic assessment of these options is in the 
form of pluses, minuses and zeros. Pluses indicate a positive 
contribution to budget consolidation (i.e. lower expenditure, 
higher revenues), whereas minuses indicate a negative contri
bution to budget consolidation (i.e. higher expenditure, lower 
revenues). 

The number of signs (one or two) indicates the relative margin 
for consolidation of the various expenditure and revenue categor
ies. The assessment is based upon a time horizon of two to three 
years. In assessing whether revenues can be raised or outlays 
reduced, various considerations are taken into account. As far as 
possible a distinction is made between exogenous factors 
(including the business cycle, demographic developments and 

tax competition) and endogenous factors. For instance, in many 
EU Member States the relative number of elderly will increase, 
which makes it very difficult — if not impossible — to reduce 
outlay categories like health spending. At the same time, 
however, demographic developments as such may enable lower 
spending for educational purposes. If a country has a relatively 
high rate for a certain tax in comparison with its neighbouring 
countries, there is not much room for further increases. Indeed, 
it may be necessary to reduce this tax, depending on both the 
relative height of the tax rate and the mobility of the tax base. 
Each assessment is — to a certain extent — subjective in nature. 
In the various country studies the consideration underlying the 
judgements of the national experts are made explicit. If necess
ary, the assessment of the experts with respect to political 
willingness or political restraint of certain options for budget 
consolidation are clearly indicated. Notwithstanding the some
what subjective nature of the assessment process, a clear 
enumeration of options for budget consolidation is presented 
which — in case of diverging views — may allow for a different 
assessment by the policymakers concerned. 
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Table 4 
Profiles of EU Member States, 1993 

Outlays' 

Belgium 57,6 
Denmark 61,4 
France 54,4 
Germany 51,96 

Greece 51,7 
Ireland 44,0 
Italy 55,9 
Luxembourg 50,8 
Netherlands 56,3 
Portugal 46,6 
Spain 48,0 
UK 43,9 
EU average 52,08 

Deficit' 

-7,0 
-4,4 
-5,9 
-4,6« 

-13,2 
-3,4 

-10,4 
-2,0 
-3,8 
-5,7 
-4,7 
-7,7 
-6,3» 

Debt' 

137,6 
80,4 
58,2 
51,4« 

110,2 
95,6 

115,0 
8,8 

83,4 
64,6 
53,4 
51,9 
69,08 

GDP growth2 

1992-93 

-0,3 
0,6 
0,3 
0,0« 
1,1 
2,8 
0,5 
1,4 
0,6 
0,8 
0,3 
0,5 
0,48 

Inflation2 

1992-93 

3,7 
1,4 
2,8 
4,86 

. 14,2 
3,0 
4,5 
4,4 
2,0 

10,9 
5,2 
3,7 
4,28 

Interest rate 
1992 

7,4 
9,1 
7,4 
6,6 

16,6 
8,3 

12,7 
7,3 
7,0 

13,3 
11,3 
8,6 
8,9 

Change 
dependency 
ratio 1990s3 

2,1 
-0,9 

2,2 
5,1 
1,4 

-9,4 
4,0 
3,8 
0,9 

-1,1 
0,6 
0,6 
0,8 

Political 
instability 

index4 

8 
6 
6 
4 
6 
5 

10 
2 
5 
7 
4 
2 

Budgetary 
procedures 

index5 

2L5 
48,7 
61,2 
53,6 
25,6 
33,0 
30,7 

(15,0)7 
53,7 
34,7 
18,8 
59,4 

' Estimates, as a percentage of GDP. 
2 Estimate. 
3 Differences in percentage shares between 1990 and 2000; ratio of population aged 0 to 14 and 65 and over to working-age population. 
4 Total number of government changes between 1981-89. 
5 A higher number indicates better procedures. 
6 Germany after unification. However, former GDR's debt is not fully included. 
7 Due to partial lack of information. 
8 EUR 12+, i.e. 12 Member States including unified Germany. 
Source: Data in the first six columns are from internal Commission sources; the change in the dependency ratio is taken from Oxley, H. and Martin, J.P. (1991), 'Controlling government 
spending and deficits: trends in the 1980s and prospects for the 1990s', OECD Economic Studies 4, autumm, pp. 170-171; the political instability index is based on own research, and the 
budgetary procedures index is based on Von Hagen, J. (1992), 'Budgeting procedures and fiscal performance in the European Communities', Economic Papers No 96, October, Brussels, 
European Commission. 

Given the profile of Member States, our study charts policy 
options available to each of them to take corrective action 
against excessive deficits in the run-up to the third stage of 
the EMU. Two tables will identify, country by country 
(except for Luxembourg), various options to increase taxes 
and/or to cut back public outlays, respectively. Ten revenue 
options are considered, which have been ranked in Table 5 
according to the sensitivity of their revenue base to tax 
competition. Outlays are broken down into 10 separate 
functional expenditure categories in Table 6. The columns in 
these tables summarize policy options which are explained 
and discussed in much greater detail in the chapters on 
individual countries. Detailed tables in these chapters con
front tax and spending options with crucial factors determin
ing the degree of control that a particular government can 
exercise over individual items, and over tax and spending 
levels as a whole. Political factors, institutional set-up, 
budgetary rules and procedures, possible impacts of tax 
competition and other relevant factors are — whenever 
possible — included in the discussion. The tables referred to 
contain tentatively included plus and minus signs to indicate 
the potential contribution to budget consolidation of separate 
revenue and expenditure categories. 

Table 5 considers the potential contribution (as a percentage 
of GDP) of various revenue sources to budget consolidation. 
Here only the scope for tax increases is considered. It goes 
without saying that with progressive tax structures and profit 
taxation high, GDP growth strongly contributes to attain 
higher tax ratios. 

Given the mobility of private assets and increasing tax 
competition, in the absence of fiscal coordination or harmoni
zation, taxes on the portfolio income of individuals offer 
little or no revenue potential. In most countries, except 
Greece (tax base), a decrease rather than an increase of 
revenues is foreseen. 

Increased taxation of corporate profits may contribute to 
redress budgetary imbalances in Belgium (enforcement, 
broader base combined with lower rates), Germany, Ireland 
(higher rates and base), Portugal and the United Kingdom 
(rate) respectively. 

A broader VAT base (Ireland and Italy) or an improved 
administration of VAT (Italy and Spain) can produce ad
ditional revenue from taxes on goods and services. Germany, 
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Ireland (low rate), Spain and the United Kingdom may 
consider an increase of VAT rates. Belgium, France, 
Germany, Portugal and Spain may increase the rates of a 
number of excise duties. In some other countries rate 
harmonization and tax competition not only limit the scope 
for higher revenues of excise duties, but may even force a 
reduction of tax shares. 

A more effective administration would substantially raise 
revenue from social security contributions in Italy and to a 
lesser extent also in Spain. In France, Germany, Spain and 
the United Kingdom there is still room to increase rates 
and/or the tax base. In other countries (especially in Denmark 
and the Netherlands) high tax wedges and incentives for 
evasion and avoidance indicate the pressing need for rate re
ductions. 

The share of taxes on the income of individuals can still be 
increased in various Member States — in some countries 
through improving enforcement (Belgium, Greece, Italy, 
the Netherlands and Spain), in others by base broadening 
(Belgium and Spain). In remaining countries, higher rates 
will lead to an undesired increase of the already high tax 
wedge, possibly leading to a further increase in labour costs 
and inducing evasion and avoidance. 

Taxes on property can produce higher tax shares in all 
Member States except France and the United Kingdom, 
through higher rates and/or a broader tax base. In Greece 
revenues would increase as a consequence of better enforce
ment. 

Various non-tax revenues may all potentially contribute to 
improve the budget position of Member States, especially 
through a policy mix of privatization of public enterprises 
and applying the benefit principle. In Greece non-tax rev
enues can be increased by indexation of different charges. 

Table 6 considers the potential contribution to budget con
solidation by reducing various spending categories. In most 
Member States, outlays relating to general public services 
can be reduced by increasing efficiency; in some Member 
States, notably in France, Germany (depending on the 
unions), Italy, Ireland and the United Kingdom public sector 
wage restraint may contribute to budget consolidation. 

Meanwhile, according to policymakers, environmental pro
tection calls for higher outlays in most Member States, 
notably so in Germany and the Netherlands. 

Defence spending possibly shows some scope for additional 
reductions, mainly resulting from 'peace dividends'. In 
Greece lower defence spending may follow from rationaliza

tion and in Ireland from wage restraint. Only in Portugal do 
upward pressures remain. 

Outlays relating to public order and safety seem to offer 
hardly any potential for budget consolidation. While in 
Ireland some reduction can be achieved as a result of wage 
restraint, in other countries there clearly is a need for higher 
outlays due to additional demand. Notably in Italy (fight 
against organized crime) and the Netherlands, an increase in 
outlays is deemed necessary. In the UK, given existing 
commitments, police pay has to be increased. 

Educational spending may fall somewhat as a result of 
demographic change in some Member States. In many 
cases this effect is counterbalanced by upward expenditure 
pressures caused by additional demand for higher education 
(Germany, France, the Netherlands and the UK), increase in 
quality (Spain), access (Portugal) and training (Greece), or a 
rise in compulsory education (Italy). 

Health expenditure tends to increase as a result of ageing 
populations in many countries, especially so in Germany, the 
Netherlands and the UK. However, in some countries wages 
in the health sector could be moderated and incentives to 
restrict supply and demand (charges) might be introduced 
or strengthened. 

In most Member States social security and welfare outlays, 
being quantitatively the single most important functional 
spending category, show some scope for reductions, although 
demographic trends call for additional outlays. Reductions 
may result from policies that restrict volume (eligibility, 
abuse, contracting out) and/or cut back benefit rates (lower 
replacement ratio, reduced indexation). Options available to 
reduce this expenditure category are strongly correlated with 
the growth performance of national economies (employment) 
and general wage trends. Since the longer term growth rate 
of the economy is positively correlated with private sector 
wage restraint, this is a crucial policy variable. The same 
holds true for the participation rate, which (expressed in 
labour years of 1990) is especially low in the Netherlands, 
Belgium, Ireland and Spain. An increase in the participation 
rate can turn benefit recipients into net contributors to public 
sector financing, which makes the knife cut both ways. 

Cuts in outlays for housing and community amenities can 
notably contribute to budget consolidation in Denmark, 
Germany and the Netherlands (housing subsidies). 

Spending on recreational, cultural and religious affairs, in 
itself a small category, is characterized by little scope for 
reduction. Only in Denmark, Germany, Greece and Portugal 
there seems to be some room for reductions in this area. 
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Economic services offer more scope for spending cuts, 
since some Member States (notably Belgium, Germany, 
the Netherlands and Spain) provide for rather substantial 
amounts of State aid and business subsidies, which cannot 
easily be defended in an open market. At the same time, the 
need for capital formation in infrastructure and to protect the 
environment may lead to higher outlays in countries with 
relatively low levels of government investment (Belgium, 
Germany, Ireland and the Netherlands). 

The spending category 'other functions' mainly consists of 
interest payments on general government debt. This is an 
inflexible item by definition. The interesttoGDP ratio only 
reacts very slowly to deficit reduction schemes and is heavily 
dependent on changes in the real interest rate (and real GDP 
growth), which in itself is no policy instrument. Moreover, 
countries where the urgency to reduce outlays is most 
manifest are exactly those with the highest interest payments
toGDP ratio (Belgium, Greece and Italy). 

Table 5 

Potential contribution to budget consolidation of revenue categories in 11 EU Member States1 

Belgium2 

Denmark2 

France 

Germany3 

Greece 

Ireland4 

Italy4 

Nether
lands2 

Portugal3 

Spain 

United 
Kingdom3 

Taxes on 
portfolio 

income of 
individuals 

 ( 0 

 0 ) 

0(0 

(:) 

+(0 

(0 

(0,3) 

 0 ) 

(0 

~(0 

0(3,0) 

Taxes on 
conpora te 

profits 

+(3,0) 

"(2,1) 

"(2,0) 

+(1,7) 

0(1,7) 

+(1,3) 

0(3,8) 

0(3,5) 

+(3,2) 

"(2,7) 

++(4,0) 

Taxes 

VAT 

(7,2) 

(9,7) 

0(7,9) 

+(6,4) 

0(8,5) 

+(8,1) 

++(5,7) 

0(7,5) 

+(6,8) 

++(5,4) 

++(6,0) 

on goods and services 

Excise 
duties 

+(3,2) 

—(5,6) 

++(3,7) 

+(3,6) 

(1,4) 

(7,9) 

(4,4) 

(3,4) 

+(5,0) 

++(3,6) 

0(3,9) 

Other 
taxes 

0(0,9) 

0(1,2) 

0(0,4) 

0(0,5) 

0(6,5) 

0(0,7) 

0(1,1) 

0(1,1) 

 ( 3 , 1 ) 

(0 

+(1,1) 

Taxes on use of labour 

Social 
security 
contri

butions: 
employees 

0(4,7) 

~(1,D 

+(5,7) 

+(6,7) 

"(5,4) 

"(1,9) 

0(2,6) 

 ( 8 , 7 ) 

0(3,6) 

+(2,0) 

+(2,4) 

Social 
security 
contri

butions: 
employers 

0(9,3) 

 ( 0 , 2 ) 

0(12,0) 

+(7,9) 

(5,3) 

(3,3) 

(9,2) 

~(7,5) 

+(5,8) 

0(8,8) 

+(3,7) 

Social 
security 
contri

butions: 

self
employed 
and other 

taxes 

0(1,1) 

0(0,7) 

0(0,8) 

+(0,7) 

+(0) 

0(0,8) 

++(1,4) 

0(2,7) 

+(0,4) 

++(0,8) 

+(0,3) 

Taxes on 
. income of 

individuals 

+(13,6) 

(26,0) 

(6,0) 

0(10,6) 

++(4,0) 

0(11,9) 

+(10,5) 

+(9,7) 

+(6,3) 

+(8,1) 

+(10,4) 

Taxes on 
property 

++(1,2) 

+(2,2) 

"(24) 

+(1,1) 

++(0,5) 

++(1,8) 

+(1,0) 

+(1,7) 

+(0,9) 

+(1,8) 

0(3,1) 

Miscellan
eous 
taxes. 

0(0) 

0(1,3) 

0(2,3) 

+(0 

++(1,5) 

0(04) 

+(0) 

0(0,2) 

0(0,5) 

0(:) 

+(1,6) 

Nontax 

■KM) 

+(7,6) 

+(2,8) 

■KO 

++(0) 

+(3,1) 

+(2,6) 

K6,6) 

+(0 

+(3,9) 

+(1,0) 

A f sign indicates a positive contribution to budget consolidation (higher revenue, lower outlays); a  sign indicates a negative contribution to budget consolidation (lower revenue, higher 
deficit). The number of signs (one or two) indicates the relative margin for consolidation of each tax instrument in terms of its ratio to GDP. The figures in parentheses indicate the shares of 
the functional revenue categories in GDP (1991). 

Revenue shares in GDP, 1989. 
Revenue shares in GDP, 1990. 
Revenue shares of nontax revenues, 1989. 
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Table 6 
Potential contribution to budget consolidation of expenditure categories in 11 EU Member States1 

Belgium2 

Denmark3 

France 
Germany4 

Greece 
Ireland4 

Italy 
Netherlands4 

Portugal4 

Spain 
United 
Kingdom4 

General 
public 

services 

+(1,6) 
+(4,6) 
+(3,8) 
+(4,0) 
+(8,1) 
+(4,0) 
+(4,5) 
0(3,3) 
+(3,9) 

++(3,7) 

++(1.7) 

Defence 

+(2,5) 
+(2,1) 
+(3,1) 
+(2,3) 
+(5,3) 
+(1,4) 
+(1,9) 
+(2,7) 
-(2,2) 

0(0 
+(4,3) 

Public 
orderand 

safety 

0(0,8) 
0(1,1) 
0(1,0) 
+(1,6) 
0(0,8) 
+(0,0) 
-(1,7) 
"(1,2) 

0(0 
0(0 

0(1,3) 

Education 

+(6,3) 
+(7,0) 
-(5,3) 
+(4,1) 
0(3,3) 
+(5,2) 
+5,2) 

"(5,7) 
-(4,8) 

0(0 

-(1,2) 

Health 

+(0,9) 
-(5,2) 

—(6,9) 
0(6,0) 
0(4,1) 
+(5,8) 
+(6,5) 
-(6,2) 
"(3,7) 

++(5,1) 

0(5,0) 

Social 
security 

and welfare 

+(21,3) 
++(23,2) 

"(19,7) 
0(17,8) 
-(13,0) 
0(11,3) 
+(16,7) 

++(20,2) 
-(10,5) 
+(13,7) 

-(10,9) 

Housing and 
community 
amenities 

0(1,3) 
+(0,9) 
0(3,3) 
+(1,1) 
-(0,1) 
0(1,3) 
0(1,4) 
+(2,1) 
0(0,7) 

0(0 
0(1,4) 

Recreational, 
cultural and 

religious 
affairs 

0(0,5) 
+(1,5) 
0(1,0) 
+(0,8) 
+(0,6) 
0(1,3) 
0(0,6) 
0(0,2) 
+(0,6) 

0(0 
0(0,2) 

Economic 
services 

+(4,4) 
+(5,8) 
"(3,1) 
+(6,0) 

0(12,8) 
-(6,8) 
0(5,8) 
0(3,9) 
+(6,9) 

++(1,7) 

+(3,3) 

Other 
functions 

0(11,6) 
0(8,4) 
0(3,0) 

—(2,6) 
+(1,4) 

0(14,8) 
++(9,5) 

0(7,4) 
+(9,4) 

—(4,0) 

0(9,2) 

A + sign indicates a positive contribution to budget consolidation (lower expenditure, higher revenues); a - sign indicates a negative contribution to budget consolidation (higher expenditure, 
lower revenues). The number of signs (one or two) indicates the relative margin for consolidation of each expenditure category in terms of its ratio to GDP. The graphs in parentheses indicate 
the shares of the functional expenditure categories in GDP (1991). 
Expenditure shares in GDP, 1987. 
Expenditure shares in GDP, 1989. 
Expenditure shares in GDP, 1990. 

Table 7 
Fiscal policy structures (1993) and margin for consolidation of expenditure and revenue instruments 

Expenditure Revenue 

Belgium 
Denmark 
France 
Germany 
Greece 
Ireland 
Italy 
Luxembourg 
Netherlands 
Portugal 
Spain 
United Kingdom 
EU averaged4 

Current 
(exclusive 

interest 
payments)1 

% of GDP 

44,7 
51,7 
47,1 
44,0 
33,0 
34,7 
40,1 
44,6 
47,1 
34,8 
38,0 
37,8 
42,7 

Interest 
payments' 

% of GDP 

10,7 
7,4 
3,8 
3,5 

15,2 
7,8 

12,2 
0,6 
6,3 
8,0 
4,5 
3,1 
5,6 

Expenditure 
consolidation 

index2 

Weighted 

+0,7 
+1,1 
-0,7 

0,3 
0,0 

+0,2 
+1,0 

-
+0,6 

0,0 
+0,6 

0 

Unweighted 

+0,6 
+0,7 
-0,3 

0,5 
+0,2 
+0,4 
+0,6 
48,8 
+0,1 

0,0 
+0,5 
+0,2 
45,7 

Current 
receipts' 

% of GDP 

50,6 
57,0 
48,5 
47,4 
38,5 
40,6 
45,5 

52,5 
40,9 
43,3 
36,2 

Revenue 
consolidation 

index3 

Weighted 

+0,4 
-1,2 
+0,2 
+0,7 
-0,0 
+0,1 
+0,3 

-0,3 
+0,6 
+0,7 
+1,0 

Unweighted 

+0,3 
-0,8 
+0,1 
+0,7 
+0,5 
+0,1 
+0,4 

-0,3 
+0,4 
+0,7 
+0,9 

1 Source: Commission. 
2 The unweighted expenditure flexibility index is calculated by simply adding the number of pluses and minuses from the individual country summary tables regarding the contribution to 
budget consolidation, and dividing the outcome by the total number of entries (10). As the maximum score for each entry can be a double plus or minus, the index varies between +2 and -2, To 
calculate the weighted consolidation index, the pluses and minuses from the summary tables are weighted by the shares of the functional expenditure categories in total outlays, These shares are 
derived from Table 6 in which the GDP-shares of the various functional expenditure categories are indicated in parentheses. Once again the index has a maximum value of +2 and a minimum 
value of -2. 
3 The consolidation index for revenues is calculated analogously to the expenditure index and has the same upper and lower limits. 
4 EUR12+, 1993. 
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Part I — Possibilities for reducing budget deficits in the Community 

Table 7 summarizes the revenue and expenditure options of 
the 11 EU Member States reviewed in Tables5 andò. 
Denmark and Italy seem to have most options in terms of 
reducing outlays. In Belgium, the Netherlands and Spain 
there still is some scope to reduce outlays, mainly because of 
still existing possibilities to reduce social security and welfare 
spending. In Greece and the United Kingdom there are no 
possibilities to reduce expenditure at all. These countries are 
confronted with upward spending pressures in big outlay 
categories like social security and welfare, education and 
health as a result of demographic factors and/or catching-up 
effects. France is the only country with a negative index. 

The revenue side of the budget shows much more variability 
in flexibility estimates. While Germany, Portugal and the 
United Kingdom still see possibilities to increase revenues, 

in Denmark and the Netherlands the revenue-to-GDP ratio 
has to be brought back. In Italy some revenue potential is 
expected from improved enforcement, an enlarged tax base 
(profits, value-added, property), higher social security contri
butions and revenues from privatizations. In the United 
Kingdom positive revenue effects are expected from higher 
tax rates (corporate profits, VAT and personal income), 
increased revenues from social security contributions and 
proceeds from privatization. 

The negative revenue index in Denmark and the Netherlands 
can mainly be explained by the need to reduce the tax wedge 
resulting from taxes on the use of labour. Moreover, tax 
competition results in the need for cuts in taxes on corporate 
profits (Denmark), VAT (Denmark) and certain excise duties 
(Denmark and the Netherlands). 
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Fiscal evolution in the Federal Republic of Germany, 1980-92 

1. Introduction 

As in most other European countries, the macroeconomic 
performance of the Federal Republic of Germany (FRG) first 
deteriorated and then improved during the decade 1980-90. 
Yet, German unification in 1990 has altered the political 
and economic landscape dramatically. In the wake of the 
economic, monetary and social union in 1990, major changes 
in economic dynamics as well as significant economic 
and fiscal policy disturbances occurred. These disturbances 
influenced the economic performance of the FRG and the 
former German Democratic Republic (GDR), but also that of 
other European countries.1 In order to structure the material 
presented here, we will distinguish between before and 
after unification.2 

1.1. Before unification (Federal Republic 
of Germany) 

At the beginning of the 1980s, the West German economy 
got into troubles similar to most other European countries, 
i.e. sluggish growth of real national income, high inflation, 
high interest rates and current account deficits (see upper 
half of Table 1). This situation improved after 1982 when the 
economic situation became more favourable. 

The growth rate of real GDP, which was around 4% in 
1979 (the highest growth rate since 1976), declined at the 
beginning of the 1980s dramatically and even became 
negative in 1981/82. Thereafter, GDP growth was positive 
and rose due to increased foreign demand and increased 
domestic investment demand. This development continued 
in the second half of the 1980s when profits and profit 
expectations became more favourable, capital utilization 
improved and resources for financing investment by own 
means were abundant. Still, investment demand and 
increased export activities (due to the improved economic 
situation in other industrial countries, and also due to the 
favourable value of the German mark for foreign demand-
ers) were the main stimuli — and not the increase in 

However, in this report we do not deal with the European aspects 
of German unification; see Kroger and Teutemann (1992) for such 
an account. 
An early attempt to capture the different economic situation in West and 
East Germany (before and after unification) is given in the country study 
of the European Commission (1990). Though this report obviously does 
not cover the most recent developments, it includes some issues, for 
example the discussion of monetary and deregulation policies, which are 
beyond the scope of the present report. 

private consumption whose growth actually declined at the 
end of the 1980s (from 3,3% in 1987, 2,7% in 1988 to 
1,7% in 1989). One of the reasons for flourishing 
investment and export demand during the second half of 
the decade can be seen in the expectations in the European 
internal market. 

The current account of the balance of payments has 
improved significantly during the 1980s. Major deficits 
occurred in 1979/80. Even larger deficits at that time and 
later on did not occur because of the depreciation of the 
German mark (DM), a process which started — with 
respect to the US dollar — in January 1979. The German 
Bundesbank, at the end of the 1970s, was still following a 
policy of price stabilization initiated in 1974. Therefore, 
the expansion of the monetary aggregates was moderate in 
1979 and the following two years (the monetary target of 
the Bundesbank, which until 1979 consisted of a punctual 
growth rate, was changed to a band in that year; 
furthermore this band was widened in the period 1979-82 
from 6 to 8% to 4 to 7%). Only in 1982 did the growth of 
the monetary aggregates accelerate, i.e. when the current 
account became positive. Related to monetary policy is the 
interest-rate policy of the Bundesbank. In 1979 the discount 
rate was raised (in four steps) from 3 to 6%, in 1980 even 
to 8,5%, not declining to 3% until the end of 1982. One 
major target was the reduction of the differences between 
German and US interest rates. In spite of higher interest 
rates, a moderate monetary expansion and significant 
interventions of the Bundesbank in the foreign exchange 
market (alienation of USD 7,3 billion in 1979, 18,3 billion 
in 1980 and 21,6 billion in 1981), the German mark rapidly 
depreciated against the US dollar, whereas its value 
increased consecutively over the period 1979-82 against 
the currencies in the European exchange-rate mechanism 
(ERM). From 1982 on, the current account has been 
positive and has increased continuously, indicating world
wide imbalances. These are mirrored by the development 
of the foreign exchange rates. Between 1983 and 1986, the 
German mark appreciated dramatically against the US 
dollar (at the beginning of 1985, the rate was DM 3,5 per 
US dollar; it declined to about DM 2 per US dollar at the 
end of 1986). Since 1987, we observe a positive and high 
current account surplus although the surplus with respect to 
the United States has declined. A more than compensatory 
increase in the surplus was due to the favourable 
development of trade with important European industrial 
countries experiencing (up to 1989) higher growth rates 
than the FRG, but also due to the improved competitiveness 
of West German firms on the international markets. The 
latter is, at least partly, caused by the ERM which — since 
1987 — did not record a realignment of the respective 
exchange rates. 
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Part I — Possibilities for reducing budget deficits in the Community 

Table 1 
Main economic indicators, 1980-92 

1. GDP growth» 
2. Unemploymentb 

3. Inflation« 
4. Interest rated 

5. Nominal unit labour costs' 
6. Current account (% 
7. Dependency ratio« 
8. Participation rate — 
9. Participation rate — 

1. GDP growth» 
2. Unemployment6 

3. Inflation0 

4. Interest rated 

ofGDP)f 

-menh 

- womenh 

5. Nominal unit labour costse 

6. Current account (% 
7. Dependency ratios 
8. Participation rate— 
9. Participation rate — 

ofGDP)' 

•menh 

• women1· 

1980 

1,1 
3,2 
5,8 
8,5 

100,0 
-1 ,7 
50,8 
84,3 
52,8 

West 

5,9 
6,5 
2,6 
8,9 

92,1 
3,5 

44,2 
82,7 
58,5 

1981 

0,2 
4,5 
6,4 

10,4 
89,5 

-0 ,6 
48,9 
83,7 
53,1 

1990 

East 

. 
5,3 

: 
: 

100,0 
: 

49,6 
: 

1982 

-0 ,9 
6,4 
5,3 
9,0 

89,9 
0,8 

46,9 
83,3 
52,9 

All of 
Germany 

. 
6,0 

45,3 
: 

1983 

1,6 
7,9 
3,3 
7,9 

89,1 
0,9 

44,9 
82,6 
52,5 

1984 1985 
West Germany 

2,8 1,9 
7,9 8,0 
2,8 2,0 
7,8 6,9 

84,8 83,3 
1,4 2,4 

43,4 45,1 
82,2 82,3 
52,3 52,9 

1991 

West East 

1986 

2,2 
7,7 

-0 ,5 
5,9 

91,3 
4,3 

42,7 
82^ 
53,8 

All of 
Germany 

3,7 -11,4 
5,7 10,9 
3,5 17,5 
8,6 : 

90,5 173,7 
1,2 : 

45,0 49,4 
82,2 86,0 
58,4 77,2 

6,6 

-0 ,9 
45,8 
82,9 
62,1 

1987 

1,4 
7,6 
0,6 
5,8 

96,8 
4,1 

42,6 
824 
544 

West 

1,5 
5,8 
4,0 
8,0 

95,1 
0,9 

45,7 
82,2 
59,5 

1988 

3,7 
7,6 
1,4 
6,1 

93,4 
4,3 

43,0 
82,2 
55,4 

1992 

East 

6,8 
15,3 
11,1 

198,2 
: 

48,8 
80,8 
74,8 

1989 

3,4 
6,9 
3,1 
7,0 

89,8 
4,8 

434 
81,4 
55,9 

All of 
Germany 

7,7 
: 
: 
: 

- U 
46,3 
82,0 
624 

OECD (1993c), p. 225. The figures refer to seasonally adjusted GDP ¡n prices of 1985 from 1980 to 1989. The figures for West Germany and 1990-92 (also in prices of 1985) are taken from 
Deutsche Bundesbank, Geschäftsbericht für das Jahr 1992, April 1993, p. 28. The figure for East Germany and 1991 refers to the growth in the second half of 1991 (compared to the year 
before). All figures for East Germany refer to GDP in prices of 1991. 
Same sources as above for 1980 to 1989. The figures for 1990 to 1992 are computed from Sachverständigenrat, Jahresgutachten 1992193, November 1992, pp. 68-69,114,121, 274,299. 
OECD (l993c), p. 235. The figures for West and East Germany for 1991/92 are taken from Deutsche Bundesbank, Geschäftsbericht für das Jahr 1992, April 1993, pp. 19, 28. 
European Commission (1993a), p. 244. The figures relate to the long-term interest rate. 
Relative to 19 industrial countries, double export weights (USD 1980 - 100). European Commission (1993a), p. 231. The figures for East Germany are taken from Deutsche Bundesbank, 
Geschäftsbericht für das Jahr 1992, April 1993, and are based on 1990 - 100. 
In current prices. The figures are taken from European Commission (1993a), p. 240. 
Population under 15 years and population 65 years and over in relation to the population from 15 to 64 years. The figures for 1980 to 1989 are taken from OECD (1992), p. 236-237; the 
figures for 1990 and Í991 are computed from Statistisches Bundesamt, Bevölkerung und Erwerbstätigkeit (Fachscrie 1, Reihe 4.1.1), various years. 
Computed from OECD (1992a), pp. 236-237. 

The long-term interest rate at the beginning of the 1980s was 
relatively high, even increased due to the rising US fiscal 
deficit as well as the debt problems of the developing 
countries. The reduction of debt problems led to a gradual 
decrease in the interest rate until 1987, as has been the case 
in most other EC countries (although the level of Germany's 
long-term interest rate has been lower due to the relatively 
lower risk expectations of capital investors). During the 
whole decade, the real long-term interest rate, nevertheless, 
was always substantially higher than the growth rate of 
real GDP. 
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Inflation, measured by the consumer price index (CPI), rose 
in the early 1980s (from 2,7% in 1978, which has been the 
lowest inflation rate since 1969) up to 6,4% (in 1981). This 
was mainly due to a substantial increase in oil prices in 
1979/80 (between the end of 1978 and autumn 1980, the 
average official price of OPEC oil increased by 150%). The 
period 1982-86 showed a permanent decline in inflation, and 
even a deflation rate of 0,5% in 1986. One reason has been 
the modest increase in the oil price as a consequence of the 
breakdown of the OPEC cartel (the index of oil prices which 
reached 130 in 1981 (1980 = 100), thereafter increased only 
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to 135 (in 1985) and dramatically decreased in 1986 to 69). 
An additional reason has been the policy of the Bundesbank 
which led to a permanent decline in the interest rate. The 
central bank's aim of reaching a moderate expansion of the 
monetary aggregates had been alleviated by the appreciation 
of the German mark against the US dollar (in 1986). The 
effects of domestic influences on inflation have also been 
quite small: the nominal unit labour costs (index 1980 = 100) 
declined to an index value of 83,3 in 1985 and, as a 
consequence, the growth rate of the prices for services and 
housing even shrank between 1983 and 1986. The period 
thereafter is characterized by increased unit labour costs 
(index of 96,8 in 1987 compared to 83,3 in 1985), by the 
dramatic rise of the oil price (as the consequence of the Gulf 
War), but also by the strong expansion of money supply (in 
1987, the targeted growth rate of no more than 6% was 
exceeded by 2,2 percentage points). 

In 1979 and 1980 official unemployment reached its lowest 
level since 1974 with a rate of 3,2%. Thereafter, it steadily 
increased with a peak in 1985 (8,0%) and then declined to 
a lower rate of 6,9% in 1989. Two aspects are important 
for the development and the 'content' of the unemployment 
rate during this decade:1 (i) the rise and decline of 
unemployment is not strictly linked to changes in 
macroeconomic indicators (such as GDP); (ii) though the 
rate of unemployment remained relatively constant (at 
about 8% between 1983 and 1988) major changes on the 
labour market took place due to demographic and political 
influences. Thus, from 1982 to 1987, the size of the 
economically active German population increased (whereas 
the foreign workforce declined). The net augmentation of 
nearly one million people (between 1983 and 1988) was 
partly due to the improved economic performance which 
increased the number of jobs offered (from a trough of 
76 000 in 1983 to 251000 in 1989) but also — and 
significantly — by such exogenous determinants as the 
German baby boomers entering the labour market. In 
addition, short-time employment changed over time (with 
137 000 in 1980, a peak of 675 000 in 1983 and 108 000 
in 1989). Yet, the participation rate also changed: whereas 
this rate for men, more or less continuously, declined (from 
84,3% in 1980 to 81,4% in 1989), the corresponding rate 
for women increased significantly (from 52,8% in 1980 to 
55,9% in 1989), leading to a net increase in labour supply. 
Moreover, the government took a number of measures in 
order to relieve the labour market, either by creating training 
and vocational programmes (with 102 000 participants in 
1980 and a peak of 219 000 in 1989), by employment 
programmes ('Arbeitsbeschaffungsmaßnahmen' with 
41 000 in 1980, 29 000 in 1982 and a peak in 1988 with 

1 For a more detailed description and analysis, see Section 1.2 of this paper. 

115 000), or by providing incentives for early retirement 
(with about 20 000 per year during the programme period 
1984-88). Hence, given the large number of influences, it 
is not astonishing that even in the case of a small change 
in registered unemployment — as for example between 
1986 and 1987 when the rate declined by 0,1 percentage 
points — the absolute figures of entry to and exit from the 
labour market were considerable: in 1987, 3,7 million 
previously unemployed people got a job, whereas 3,64 
million people became jobless. 

1.2. After unification 

After a few months of political crisis in the former GDR 
and the escape of several thousand East German citizens 
via Hungary and later on via Czechoslovakia and Poland 
on 9 November 1989 the Berlin Wall was opened. This 
was the beginning of the end of the former GDR, 
initiated and accelerated by its own citizens ('Monday 
demonstrations'). Although, at the beginning, there was no 
plan for a fast unification process, but only the vague idea 
of a gradual evolution of common institutions, leading to 
an eventual federation of the two German States, the 
considerable migration flows from East to West suggested 
a rather rapid unification. Emigrants from East Germany, 
especially young and skilled people, could get access to a 
well-paid job in the West, thus immediately participating 
in the wealth of the West German economy. Older 
emigrants also had significant incentives (relative to the 
transaction costs of migrating) for leaving the GDR in 
view of the generous system of public allowances, under 
which they where legally entitled to receive support. Not 
totally surprising, the general elections held in East 
Germany (on 18 March 1990) provided a large majority 
for the political parties proposing a rapid monetary and 
economic union, followed by a full unification at the 
earliest possible date. Thereafter, the State Treaty between 
East and West Germany was negotiated to create a 
monetary, economic and social union with effect from 
1 July 1990. The Treaty made the West German mark the 
sole legal tender in East Germany and assigned the 
responsibility for East German economic policy to West 
German authorities. By signing the Unification Treaty (31 
August 1990) and welcoming the five newly created East 
German Länder to the FRG (3 October 1990) the unification 
process in legal and institutional terms was completed. 

However, the economic integration of East Germany created 
major problems because protectionist instruments were im
mediately abolished and both countries' labour markets were 
completely integrated with the alleged aim of diminishing the 
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incentives for migration.1 Also, the legal and administrative 
framework of a developed market economy was suddenly 
imposed. As a consequence, State control of production and 
trade, with its crucial negative impacts on real production 
and employment, was abandoned. However, the poor-quality 
output of the East German economy was confronted with 
international competition on the export as well as on the 
domestic markets. This created major problems, reinforced 
by the replacement of the non-convertible East German mark 
by the convertible West German mark, whereby the latter 
was considerably overvalued (in relation to East German 
productivity). East German producers therefore lost nearly 
their entire domestic market. Additionally, trade relations 
with their former partners in Eastern Europe broke off due 
to the transformation processes in these countries. As a 
consequence, many East German enterprises went bankrupt. 

From an economic viewpoint, the policy actually chosen by 
both German governments, i.e. the immediate creation of a 
monetary union, has not been the sole alternative. Given 
the objectives to be achieved2 — controlling migration, 
integrating the East German economy into the world market, 
and promoting growth in East German output and per capita 
income — superior strategies were proposed. Essentially, it 
was proposed to maintain the separation of labour markets in 
order to reduce mobility and to introduce a convertible East 
German currency allowing a compensation for low labour 
productivity (relative to the exchange rate — see below) 
and for an inappropriate product mix. Together with a 
market-based pricing system, the creation of tradable prop
erty rights and the expansion of public and private invest
ment, this would have represented a reasonable strategy. 
However, this alternative would have disappointed the expec
tations of East German citizens due to the requirement of 
significant restrictions on the freedom of movement; and it 
is at least questionable whether the aim of keeping real wages 
down via the exchange rate would have been respected by 
the unions. Otherwise, adverse feedbacks on exchange-rate 
expectations and investment confidence would have oc
curred. However, these alternative strategies have not been 
used, presumably because goals, not strictly economic ones, 

During the first 10 months of 1989, about 15 000 people per month 
(on average) emigrated from the former GDR, mainly via Hungary, 
Czechoslovakia and Poland. In November 1989 (breakdown of the Berlin 
Wall), this figure rose to almost 100 000. In the following four months 
the size of net emigration reached about 50 000 people per month. In the 
eve of unification and thereafter, we observe a further and continuous 
decline of net emigration and a monthly figure of 5 000 in the first half 
of 1992 (due to the absolute decrease in emigrants, but also due to the 
absolute increase in immigrants). Data for this most recent period also 
indicates that within the working-age group from 25 to 50 years the 
emigrants mainly consisted of males, whereas in the pension-age group 
of 65 years and more the part of male emigrants reached only somewhat 
more than 25% (see Grundmann, 1992, pp. 723 et seq.). 
See, for example, OECD (1990a). 

dominated the concrete decisions. It seems that the economic 
and monetary union has only been considered as an instru
ment for achieving — as the main target — a rapid 
political unification. The economic consequences of this 
predominantly political decision were and are still harsh in 
many respects. 

Official data on the output and production decline in East 
Germany for the year of unification (1990) are still lacking. 
Nevertheless, there is a number of estimates provided by 
private sector institutions (especially the Deutsches Institut 
für Wirtschaftsforschung (DIW) and the Institut für Weltwirt
schaft) and also by the German Bundesbank. These estimates 
indicate a decrease in real GDP by about 20% in 1990. 
Figures for the subsequent years, provided by the Statis
tisches Bundesamt, show that this decline has continued in 
1991 (11,4%), but reversed to a positive growth rate in 1992 
(6,8% — see lower half of Table 1). The main reasons for 
the breathtaking decline in output have been, as mentioned, 
the Collapse of East Germany's former export markets,3 but 
also the drastic shift of demand to imported products. 

In the second half of 1990, industrial production decreased 
by about 50% (Sachverständigenrat, 1991) compared to the 
corresponding period of the previous year. In the second 
quarter of 1991, the level of production only amounted to 
about one third of that recorded before the monetary union. 
In 1991, the output of consumer goods in East Germany 
declined to nearly 40% of its earlier level whereas consumer 
demand increased by about 7% (Sachverständigenrat, 1991) 
indicating a dramatic shift of demand to consumer goods of 
Western industrial countries. After the collapse of the transfer 
rouble system in January 1991, the output of investment 
goods decreased significantly. Even the remaining exports 
relied to a considerable extent on newly introduced subsidies 
which particularly favoured exports to the former Soviet 
Union. In the course of 1992, the industrial production 
stabilized at a rather low level, but production of investment 
goods declined even further in comparison with the previous 
year. 

Adjustments in the agricultural sector mirrored the inte
gration of a centrally planned sector into the Community's 
common agricultural policy (CAP) with intervention prices 
being lower than those under the previous regime. However, 
since the CAP also highly subsidizes the agricultural sector, 
East Germany's agricultural sector was less affected by 
the switch to a convertible currency than other sectors. 
Nevertheless, due to the impossibility of implementing 

The complete collapse occurred after January 1991 when the system of 
non-convertible transfer roubles switched to a hard-currency system. 
Moreover, former trading partners had to pay East German goods with 
West German marks, which they did not possess. 
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market interventions under the CAP, agricultural output 
immediately declined significantly (in the second half of 
1990, gross value-added shrank to about 50% of the previous 
level). The loss of domestic markets led to a decline in 
agricultural income, followed by a sharp fall in employment 
in this heavily overmanned sector. Other factors that contrib
uted to this unfavourable development were the farmers' 
unwillingness to take risks and their inability to accept 
entrepreneurial tasks in the face of unclear property rights 
and a shortage of liquidity. The typical response was a 
decline in agricultural activities, as farmers often chose to 
participate in set-aside programmes and to lease land and 
farms to Western investors. 

The East German construction sector was expected to be 
the main source of recovery since unification. Right after 
unification this sector was freed from State-controlled sup-
ply-and-demand management, but was at the same time 
characterized by huge liquidity constraints on potential 
investors. Consequently, construction declined from the 
second half of 1989 to the first half of 1990, but 'only' 
by 10% (Deutsche Bundesbank, Monatsbericht, September 
1990). From the second quarter of 1990 on, production rose 
significantly, and in 1992 it contributed considerably to the 
growth of East German GDP. The main impulses for the 
quick recovery came from public orders in the context of the 
economic recovery programme (ERP) for East Germany. 
The growth rate of public orders slowed down in the course 
of 1992 (Deutsche Bundesbank, Monatsbericht, July 1992), 
but regained its speed in the fourth quarter of 1992. Commer
cial and industrial construction faced severe liquidity prob
lems in 1990, but recovered in 1991 and grew even faster 
than public construction in 1992. This development was due 
to such policy measures as interest subsidies, accelerated 
depreciation, capital investment bonuses and investment tax 
credits. The decline of private residential construction orders 
ended in 1990, the market recovered in the course of 
1991, and orders even surpassed commercial and industrial 
construction orders in 1993 (Deutsche Bundesbank, Monats
bericht, February 1994). 

Disaggregated data show that the economic performance of 
some sectors, especially of the service sector, has been 
mixed. Some subsectors, underdeveloped in the central 
planning system (like the financial and the banking sectors), 
evolved promisingly. Other subsectors shrank due to bad 
economic prospects and the drop in demand (as a conse
quence of the relatively low income of private households 
and sharply increasing prices). 

The heavily administered external trade system of East 
Germany was ill-suited to the new market environment. As 
the German mark became more available, hard-currency 
imports strongly increased whereas exports to industrial 

countries remained negligible. As mentioned above, this 
development was accompanied by the collapse of the cen
trally planned trading system. The East German trade bal
ance, which was in equilibrium in 1989, exhibited a deficit 
of DM 120 billion one year after the introduction of monetary 
union. In 1991, the trade deficit amounted to DM 152 billion, 
and for 1992 to DM 193 billion (Sachverständigenrat, 1993, 
p. 11). The East German trade deficit turned the current 
account surplus of West Germany into a deficit of 0,9% of 
total German GDP in 1991 and of 1,1% in 1992 (see Table 
1). One major reason for the huge deficit in East Germany's 
external trade and service balance — despite considerable 
West German subsidies for East German exports to Comecon 
partners — has been the large public transfer flow from West 
Germany to East German private households. The net 
transfers amounted to DM 150 billion in both 1992 and 1993 
(Sachverständigenrat, 1992, p. 146; 1993, p. 151), allowing 
a level of consumption which was independent of the 
development in domestic production. East Germany did not 
effectively face a current account constraint. 

Corresponding to the loss of domestic and export markets 
and, as a consequence, to the decrease in East Germany's 
output, there was an increase in unemployment, especially in 
the manufacturing sector. In addition, the shift from a 
centrally planned economy to more efficient market-oriented 
production is likely to decrease employment in general. Yet, 
a factor which was, perhaps, most detrimental in this respect 
was the East German wage formation. It was much less 
oriented towards the productivity/profitability of East Ger
man enterprises than towards the wage level in West 
Germany, aiming to catch up with this level within a few 
years. One major reason for such an orientation was that East 
German unions were much better organized than employers; 
thus, the labour market did not face such a balance of power 
as in West Germany. In retrospect, the outcome of the 
wage-bargaining process seems all too predictable from the 
institutional setting. While the West German unions almost 
instantaneously managed to organize the workforce in the 
East, and, though merely labelled as advisers, determined 
their bargaining position, their counterparts were managers 
of the State-owned enterprises who more or less must be 
considered also as employees. 

West German employers, if represented at all, did not have 
to defend any rents on capital invested in the East. On the 
contrary, high wages were favourable for the competitiveness 
of the Western enterprises. All parties involved could be 
confident that negative consequences for employment would 
be accommodated by West German taxpayers.1 As a conse-

For more details, see Franz (1992). 
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quence, in most industries the West German union wage 
level was supposed to be reached in 1995. 

Nevertheless, 1991 nominal unit labour costs were estimated 
to lie 75% above the West German level (Sachverständigenrat, 
Jahresgutachten 1992/93, November 1992, p. 112). In 1992, 
the respective index of labour costs for East Germany 
amounted to about 200, hence nearly doubled compared with 
1990 (= 100). This wage policy, which is not justified by 
relative productivity, allowed East German production to be
come much less profitable than it could have been after the 
demand shock of unification. As a consequence, reorganiza
tion of existing firms proved to be more costly — in terms 
of job losses — than was originally thought. Anyway, total 
employment decreased dramatically. From 1990 to 1992, the 
number of registered unemployed in East Germany increased 
from 241 000 to 1,18 million. The number of short-time 
workers more than doubled between 1990 and 1991 (758 000 
to 1,62 million), but sharply declined in 1992 (to 380 000). 
Moreover, the latter development was accompanied by a con
siderable decrease in the labour force. While in 1991 8,4 
million people were economically active on the labour market, 
in 1992 only 7,7 million remained active. This decline can be 
attributed to emigration, commuting and retirement without 
taking part in earlier retirement payment schemes. The latter 
may be illustrated by the fall in the participation rates of men 
and women in 1992 compared to 1991. 

Job losses were concentrated in the manufacturing sector but 
also took place in the agricultural and non-market sectors. Job 
creation occurred in some service sectors. It can be expected 
that employment in the public sector of East Germany, which 
was and still is heavily overmanned, will not decrease signifi
cantly because — for administrative, legal, but also for politi
cal reasons — substantial rationalization is unlikely. Further
more, the implementation of West German laws and pro
cedures, as well as the necessary resolution of numerous dis
putes over property rights require training and a transitional 
period for the existing staff. Nevertheless, employment in the 
East German public sector declined by 100 000 between 1991 
and 1992 (yet its share of total employment increased from 
23,8% in 1991 to 25,8% in 1992 whereas the respective share 
in West Germany decreased from 18,0 to 17,7% during the 
same period; see also Table 7). 

The number of registered unemployed does not tell the whole 
story because the real extent of unemployment is disguised 
by labour market policy, i.e. government employment pro
grammes, training and vocational programmes and early 
retirement payment schemes. In comparison with 1991, East 
Germany lost about 35% of its total labour force by the end 
of 1992 (dependent employment fell from 8,55 million in 
1990 to 5,58 million in 1992). Thus, whereas the rate of 
registered unemployment amounted to 10,9% in 1991 and 

15,3% in 1992, the respective figures for total (registered and 
hidden) unemployment are 32,5% and 38,4% (see Table 2 
for more details).1 

In the former GDR prices (and wages) were not determined 
by demand/supply, but by political decisions. Thus, demand 
was adjusted to the planned level of supply by subsidizing 
basic goods (e.g. food and housing) and imposing high taxes 
and other levies on most other products. After the monetary 
union, prices of tradables quickly adjusted to the West 
German level which means that the prices of most basic 
goods increased drastically (up to 200%), whereas those of 
once heavily burdened goods decreased significantly (up to 
80%). The prices of non-tradables increased according to the 
development of costs, but rents and transport prices, which 
had also been regulated, have only been partially deregulated 
after unification. The prices for most services of public 
utilities (telecommunications, energy, public transport) in
creased by about 100% during the next 12 months. 

In total, the inflation rate of East Germany initially declined 
(i.e. before the monetary union), reflecting suppliers' attempts 
to reduce their stocks of domestic products as well as the net 
effect of changes in taxation and public subsidies. Yet, soon 
after the monetary union became effective, the cost (wage) 
developments in services and the increase in the administered 
prices led to a strong rise in the CPI (17,5% in 1990/91 and 
11,1% in 1991/92). As transition from administered prices to 
market prices is still in process, we expect that there is also 
considerable potential for inflation in the future. 

The economic, monetary and social union had major reper
cussions for the West German economy, but also for other 
European industrial countries. On the eve of unification, the 
West German economy showed quite a good economic per
formance though in other industrial West European countries 
there were first signs for a slowdown of economic growth in 
autumn 1989. The growth rate of West Germany's real GDP 
in 1988 and 1989 surpassed 3%, and even increased to 5,9% in 
1990. However, a major reason for this development consisted 
of the large increase in consumer demand by East Germany 
after unification, which overcompensated the easing of ex
ports in West Germany since 1987. As a consequence of the 
significant increase in consumer demand, but also due to the 
appreciation of the German mark and the economic slowdown 
in EC partner countries, the surplus of the current account 
decreased (from 4,8% of GDP in 1989 to 3,5% in 1990). 

Even higher figures for both years (1991: 37,5%; 1992: 42,5%) have 
been calculated by Zimmermann (1993) who additionally includes net 
commuters to West Germany and the cumulated number of East-West 
labour migrants (Übersiedler). These figures still ignore discouraged wor
kers. 
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Table 2 
Registered and hidden unemployment, 1991 and 1992' 

1. Economically active population 
2. Employed 
3. Registered unemployment 
4. Rate of registered unemployment (%) 
5. Hidden unemployment 

of which: 
• unemployment equivalent of short-time employed 
• unemployment equivalent of participants in government 

employment programmes 
• full-time participants in government training and vocational 

programmes 
• unemployment equivalent of participants in government 

language programmes 
• receivers of early retirement payments2 

6. Rate of hidden unemployment (%) 
7. Total (recorded and hidden) unemployment 
8. Rate of total unemployment (%) 

(1000) 

West Germany 

1991 

30 908 
29 219 

1689 
5,5 
553 

43 

83 

189 

76 
162 
1,8 

2 242 
7,3 

1992 

31264 
29 459 

1805 
5,8 
540 

80 

80 

205 

50 
125 
1,7 

2 345 
7,5 

East Germany 

1991 

8 382 
7 469 

913 
10,9 

1813 

900 

183 

206 

0 
524 
21,6 

2 726 
32,5 

1992 

7 709 
6 530 
1180 

15,3 
1780 

200 

390 

380 

0 
810 
23,1 

2 959 
38,4 

All of Germany 

1991 

39 290 
36 688 
2 602 

6,6 
2 366 

943 

266 

395 

76 
686 
6,0 

4 968 
12,6 

1992 

38 973 
35 989 
2 985 

7,7 
2 320 

280 

470 

585 

50 
935 
6,0 

5 304 
13,6 

Computed from Sachverständigenrat, Jahresgutachten 1992193, November 1992, pp. 114,121. 
Net stock accumulated, including all participants (in this programme) in the respective year. 

In line with the upswing of the West German economy 
during 1987 and 1990, there have been positive effects on 
the West German labour market. The number of employed 
people increased by 1,3 million, that of short-time workers 
fell from 278 000 to 66 000 and the number of jobs offered 
rose from 171 000 to 314 000 in this period. As a conse
quence, the unemployment rate declined, but only marginally 
(from 6,9% in 1989 to 6,5% in 1990) due to the higher 
participation rates of men and women in West Germany and 
the immigration of skilled workers from the former GDR 
and mostly young people from East Europe. Therefore, the 
level of unemployment remained high and the structural 
problems in the labour markets prevented a significant 
reduction in the number of unskilled and older unemployed. 

The expansionary monetary policy of the German Bundes
bank during 1987/88 was changed in 1989 in order to dampen 
inflationary tendencies. The official target with respect to the 
expansion of the monetary aggregates (a growth rate of 
between 4 and 6% in 1990) could be achieved, accompanied 
by an increasingly restrictive interest-rate policy (between 
the middle of 1988 and the end of 1990 the discount rate had 
been stepwise raised from 2,5 to 6%). As a result, the 
inflation rate in 1990 fell to 2,6% (1989:3,1%). The long-run 
interest rate rose in the same year by 1,9 percentage points 
to 8,9%. 

During the two following years, the economic slowdown, 
which had taken place in the other industrial countries, also 
reached West Germany, enforced by the fading of the 
transitory consumer demand push from East Germany. 
Therefore, real GDP growth in West Germany declined in 
1991 to 3,7% (the corresponding rate for total Germany was 
still lower) and even to modest 1,5% in 1992 (although the 
rate for total Germany was somewhat higher). Similarly, the 
current account position worsened furthermore due to the 
sluggish economic growth in the relevant German trading 
partner countries, which even led to a decline of exports 
and to German imports increasing strongly. The latter is 
especially true for East Germany whose huge deficit also 
resulted in a negative current account balance for all of 
Germany (-0,9% of GDP in 1991, - 1 1 % in 1992). In 
comparison with unemployment in 1990, unemployment in 
1991 has markedly decreased in West Germany although the 
economic decline became evident, and there has been a 
decrease in labour demanded by the manufacturing sector 
since spring 1991. Yet, this development had been more than 
compensated by the strong increase in labour demand in the 
service sectors (including the public sector) and in the 
construction sector. In 1992, the labour demand in the 
service and the construction sectors further increased, but the 
increase was not high enough to offset the discharge of 
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workers in the manufacturing sector (partly due to the 
significant increase in unit labour costs in 1992) and the 
increase in labour supply due to the increase in the foreign 
workforce. Thus, West German unemployment rose slightly 
in 1992 (from 5,7% in 1991 to 5,8% in 1992). Taking the 
much more dramatic situation of East Germany into account 
(a rate of registered unemployed of 10,9% in 1991,15,3% in 
1992), employment in all of Germany shows a much stronger 
decline (from 6% in 1990 to 6,6% in 1991 and 7,7% in 
1992). Whereas in 1990 the inflation could be controlled by 
the monetary policy of the German Bundesbank (although 
the money supply, measured by M3, increased by 15% due 
to the integration of East Germany), the situation has 
changed in the two years thereafter. Increased East German 
consumption demand — reinforced by strongly raised public 
transfers to the new German Länder — but also the initiated 
demand for investment goods from the Western part and the 
additional demand impulse due to the abolition of the 
'solidarity surcharge' (on the income tax) in mid-1992 
resulted in an upsurge of prices in West Germany (from 
2,6% in 1990 to 3,5% in 1991 and 4,0% in 1992). The 
increase in inflation in all of Germany is considerably higher 
(CPI increased in East Germany in 1990/91 by 17,5% and in 
1991/92 by 11,1%). 

2. Greneral outline of economic 
and fiscal policy, 1980-92 

At the end of the 1970s, the West German Government, by 
then a coalition of Social Democrats and Liberals (since 
1969), decided to decrease income tax rates and to implement 
additional spending programmes. These decisions became 
budget-effective in 1980-82, leading 1982 to the highest 
public sector share (general public spending in relation to 
GDP) in the post-war period (1980: 48,5%; 1981: 49,4%; 
1982: 49,7% — see Table 3). Part of the rise in this share 
was due to the economic slowdown and to the sharp increase 
in energy prices. As most of the expenditure was deemed to 
be non-reversible (increases in public employment compen
sation, in transfers to private households with children, in 
investment subsidies to enterprises and in interest payments 
on government debt), and because the expected increase in 
government revenue was smaller than the expected growth 
of public spending, net government borrowing markedly rose 
(from 2,9% of GDP in 1980 to 3,7% in 1981 and 3,3% in 
1982). Gross public debt (in relation to GDP) correspond
ingly increased from 32,8 to 36,5% in 1981 and 39,6% in 
1982, although the government coalition of Social Democrats 
and Liberals initiated a consolidation policy in 1981. 

In October 1982, this coalition was succeeded by a coalition 
of Christian Democrats and Liberals. The new government 

decided to continue and intensify the consolidation policy by 
cutting public expenditure (especially transfers to private 
households and subsidies) and by raising the rate of the 
value-added tax (VAT). The medium-term target consisted 
in the reduction of the government share (in GDP) and in the 
decline of net borrowing by the public sector. These goals 
were achieved to a large extent in the following years.1 In 
1983 and 1984 the planned increase in public spending was 
modest, and the actual expenditure level was even below the 
planned one due to the cuts by the government. As a 
consequence, the government share decreased from 49,7% 
of GDP in 1982 to 48,1% in 1984 and net borrowing declined 
from-3,3% of GDP to 1,9% during the same period. This 
development continued in 1985 and 1986.2 However, in 
absolute terms, public spending increased considerably (es
pecially unemployment benefits in 1985, housing and family 
aid in 1986) compared to the years before. Yet, this increase 
was far exceeded by the favourable economic performance 
leading to a significant increase in current receipts (although 
in 1986 the first stage of a programme for reducing the direct 
tax burden was realized). Government net borrowing could 
also have been reduced in 1985 and 1986. 

The main fiscal goals of reducing the government share and 
decreasing the net borrowing have also been targets of the 
elected government in 1987, again a coalition of Christian 
Democrats and Liberals. The advice of the Finanzplanungs-
rat3 to limit the growth of public spending to a maximum of 
3% was taken by the German Government for the next two 
years (growth rates of 3,6% in 1987 and 3,1% in 1988, 
whereby the rate for 1987 would be half a percentage point 
lower if the transfer to the EU budget had been deducted). In 
1989, public expenditure increased by 4,4%, but GDP rose 
by more and, as a consequence, the government share 
declined further to 45,5%, i.e. the lowest level since 1973. 
Government revenue during the same period (1987-89) 
developed more heterogeneously compared with public 
spending. In 1987, revenue increased by much less than 
public spending as: (i) the economy grew less than expected; 
(ii) the seignorage, i.e. the remittance of the profit of the 
Bundesbank, declined (from DM 12,7 billion in 1986 to 7,3 
billion in 1987); and (iii) large amounts of taxes levied in 
1986 in the context of the sale of government industrial 
holdings had to be reimbursed. In 1988, tax revenue increased 
strongly due to the improved economic performance (albeit 

Even towards the end of 1982, economic expectation and confidence in 
economic policy had improved markedly, leading to increased private 
consumption and investment. 
The impact of the consolidation effort can be measured by the size of the 
'structural deficit', a concept elaborated by the Sachverstãndigenrat in 
order to eliminate the impact of the business cycle on the public budget. 
In 1985, this deficit approached zero. 
Council of Fiscal Planning, consisting of the Ministers for Finance of the 
central government and of all Länder, the Federal Minister for Econ
omics, a selected number of local representatives and members of the 
German Bundesbank. 
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Table 3 
Total government budget indicators, 1980-92 ' 

(as a percentage of GDP) 

1982 1983 1984 198S 1986 
West Germany 

1987 1988 1989 1990 

1. Current receipts 
2. Total expenditure 
3. Net lending 
4. Gross public debt 

45,6 45,7 46,4 46,0 46,2 46,5 45,8 45,5 44,8 45,6 43,9 
48,5 49,4 49,7 48,5 48,1 47,7 47,1 47,4 47,0 45,5 45,9 
-2,9 -3,7 -3,3 -2,6 -1,9 -1,2 -1,3 -1,9 -2,2 0,1 -2,0 
32,8 36,5 39,6 41,1 41,7 42,5 42,5 43,8 44,4 43,2 43,6 

1. Current receipts 
2. Total expenditure 
3. Net lending 
4. Gross public debt 

West 

40,6 
44,4 

-3 ,8 
43,8 

East 

112,4 
125,1 

-12,7 
6,3 

All of 
Germany 

45,3 
49,7 

-4 ,4 
41,4 

West 

41,4 
43,8 

-2 ,4 
46,5 

East 

106,3 
126,9 

-20,6 
14,0 

All of 
Germany 

46,4 
50,2 

-3 ,8 
44,0 

The figures for items 1 to 3 and West Germany until 1990 are taken from European Commission (1993a), pp. 249-251. The classifications follow the national accounts' classifications. The 
figures for item 4 and West Germany until 1990 are taken from European Commission (1993b), Tables 3D, 3 + D. The respective figures for West, East and all of Germany for 1991 and 1992 
are computed from various material provided by the Statistisches Bundesamt 

due to the realization of the second stage of tax reduction), 
but total revenue increased less because the seignorage of the 
Bundesbank turned out a mere DM 0,2 billion. In 1989, 
government revenue grew twice as much as public spending. 
The main reasons for this increase were the unexpectedly 
strong expansion of the tax bases (i.e. revenue, turnover) due 
to the improved economic situation, and the rise in a 
number of consumption tax revenues. In addition, and as a 
consequence of the second stage of the tax reform in 
1988, tax progressivity again became effective in 1989. 
Furthermore, the remittance from the Bundesbank amounted 
to a considerable DM 10 billion. Thus, a number of fiscal 
indicators in 1989 reflected the efforts to consolidate the 
public sector and also indicated that fiscal policy had 
regained room for cyclical manoeuvre: the share of current 
receipts (as a percentage of GDP) even surpassed the share 
of total expenditure, government borrowing (as a percentage 
of GDP) switched to a net lending position, and gross public 
debt (in relation to GDP) declined for the first time in the 
decade (from 44,4% of GDP in 1988 to 43,2% in 1989). 
However, the structural features of public finances were 
much less encouraging. The growth of gross public debt over 
the whole decade (from 32,8% of GDP in 1980 to 43,2% in 
1989) suggests that the budgetary leeway has shrunk and will 
do so further in the future (due to the obligation to fulfil 
interest payments). In addition, and with respect to the 
spending structure, we observe a tendency to substitute 
current expenditure for public investment expenditure (since 

mid-1970). Furthermore, the nearly constant share of current 
receipts (around 46% in 1989) indicates that the officially 
envisaged reduction in the total tax burden has not taken 
place despite a number of tax reforms in this decade. 

In 1990, the last argument seemed to fade due to the third 
stage of the change in direct taxation providing for decreases 
in the rates of the individual and corporate income tax. But 
in the course of 1990, German unification fundamentally 
changed the public finance situation and determined fiscal 
policy in a crucial way. In March 1990 public expenditure 
increased because of West German government transfers to 
the former GDR. Once the Treaty on economic, monetary 
and social union had been signed and responsibility for East 
German economic and fiscal policy had been assigned to the 
West German Government, financial aid to East Germany 
increased substantially, in the context of the foundation of a 
German unity fund (see Table 4 for details). 

This development was accompanied by higher current re
ceipts (despite the tax cuts becoming effective at the begin
ning of 1990), mostly due to the excellent economic situation 
(real GDP grew by 5,9%) in 1990. Moreover the German 
Bundesbank again remitted DM 10 billion to the government, 
which eased the budgetary strain. Nevertheless, net bor
rowing increased a little (to 2% of GDP). Gross public debt 
slightly rose to 43,6% (of GDP). However, the officially 
proclaimed deficit reflects the true budgetary situation only 
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partly in 1990. A broader concept of government deficit 
illustrates much better the high financial flows from the 
central government of West Germany to East Germany. For 
instance, if the deficits of the Treuhandanstalt (founded in 
1990 as a public institution for privatizing East German 
public enterprises) and of public enterprises (mentioned in 
Table 4 as memorandum items) are added to the general 
government deficit,1 public sector net borrowing increases 
from 2 to 2,6% (of Western GDP). This development was 
mirrored by the increase in the long-term interest rate from 
7% in 1989 to 8,9% in 1990 (see Table 1). 

Faced with the huge transition problems of the East German 
economy, the German Government decided in 1991 to 
implement additional programmes aiming to improve ma
terial infrastructure in the East, to secure minimum fiscal 
equipment of the new Länder and local authorities, and to 
alleviate the strong pressure on social security budgets due 
to the rapid increase in registered and hidden unemployment 

(see Table 2). In order to finance these programmes the 
government levied a solidarity surcharge on all individual 
and corporate income taxes, raised a number of excise 
duties and the rate of social insurance contribution. These 
discretionary measures to raise current receipts were ac
companied by the favourable economic performance of the 
West German economy. As a result, in 1991 current receipts 
rose significantly, but measured in relation to the increased 
GDP their share declined from 43,9% in 1990 to 40,6% in 
1991. Total expenditure also decreased in relation to GDP, 
but less than receipts (from 45,9% in 1990 to 44,4% in 1991), 
resulting in a net borrowing of general government (again 
according to national accounts standards as well as to the 
concepts of the Maastricht Treaty) of 3,8% of West German 
GDP in 1991. Adding the budget of the Treuhandanstalt, net 
borrowing was even higher: 4,6% of West German GDP.2 

The corresponding figures for gross public debt in 1991 were 
43,8% of GDP and 45,3% (including Treuhandanstalt).3 

1 The general government deficit according to the national accounts 
standards coincides with the concepts of the Maastricht Treaty. 

2 If net borrowing of railways and the post office was added, the deficit 
would amount to 5,3% of West German GDP. 3 Again, if the debt of railways and the post office was included, public 
debt would reach 50,1% of West German GDP. 

Table 4 
Public sector financial balances, 1990-92·' 

West 

1990 

East All of 
Germany 

West 

1991 

East All of 
Germany 

West 

1992 

East 

(billion DM) 

All of 
Germany 

I. Government levels: 
Central government 
State government 
Local government 
Total 

II. Funds: 
Unity fund 
Credit fundb 

ERP fund 
Total 

III. Social security 
IV. National accounts adjustments0 

V. General government·1 

VI. As a % of GDP« 
VII. Memorandum items: 

Treuhandanstalt 
Public enterprisesf 

-19,4 
-4,2 

-23,6 

-48,1 
-19,4 
-4 ,2 

-71,7 

-20,0 
-0 ,6 
-2 ,2 

-22,8 
+ 20,4 
+ 24,6 
-49,5 
-2 ,0 

-4 ,3 
-9 ,9 

-15,8 
-5 ,5 

-21,3 

— 

— 
— 
— 

-3 ,8 

— 

-13,4 
+ 1,5 

-11,9 

— 

— 
— 
— 

-12,7 

— 

-54,1 
-29,2 

-4 ,0 
-87,3 

-30,6 
+ 0,6 
-6 ,7 

-36,7 
+ 24,8 
+ 9,9 

-89,3 
-4 ,4 

-19,9 
-17,5 

-14,9 
-10,5 
-25,4 

— 

— 
— 
— 

-2 ,4 

— 

-14,9 
- 8 , 0 

-22,9 

— 
— 
— 

-20,6 

— 

-38,4 
-29,8 
- 1 8 4 
-86,7 

-22,4 
+ 04 
-6 ,7 

-28,6 
+ 3,1 

+ 29,9 
-82,3 
-3,8 

-29,6 
-26,0« 

Taken from OECD (1993d), August, Tabic 22; 1991 and 1992: West without Berlin, East including Berlin. 
Net of transfers from the federal government and the Treuhandanstalt. 
Lending operations, dividend paid by the Bundesbank and timing adjustment 
Sum of I and IV, national accounts basis. 
Sum of 1 and II as a % of GDP. 
Posts and telecommunications and railway companies in the West and the East. 
Estimate on the basis of the first half of 1992. 
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The figures for all of Germany and the same year (1991) 
looked even worse (with the exception of public debt). 
Current receipts reached a share (of GDP) of 45,3% (instead 
of 40,6% only for West Germany), public spending amounted 
to 49,7% (instead of 44,4%) and net borrowing increased to 
4,4% (instead of 3,8%). The latter figure was 5,1% if the 
Treuhandanstalt is added. Since the subcentral levels of the 
former GDR showed a small size of official public debt, the 
substantial net borrowing after unification led to a rather 
limited gross public debt of 6,3% (in relation to East German 
GDP). Hence, gross public debt for all of Germany was 
slightly lower (41,4% of GDP, see Table 5) than that for 
West Germany alone (43,8% of West German GDP). 

Public sector conduct in 1991 contributed to a change in the 
macroeconomic performance, especially to higher prices 
(due to increased State and also local fees and charges and to 
increased prices of public utility services), to higher interest 
rates and, after the introduction of the surcharge on income 
taxes, to a decrease in demand. Higher wages in 1991 and 
1992 and the tax increases deteriorated the profit expectations 
of German firms and enforced the easing of demand. Since 

foreign trade, due to the poor economic performance in other 
industrial countries, did not compensate for the decline in 
domestic demand, Germany itself was faced with an econ
omic slowdown in 1992. 

Current receipts in all of Germany rose from 45,3% in 1991 
to 46,4% of GDP in 1992 because of increased tax rates 
and social security contributions and because of a higher 
remittance by the Bundesbank (DM 14,5 billion in 1992 
compared to DM 10 billion in 1991). Since public expendi
ture increased less than receipts, i.e. from 49,7% of GDP in 
1991 to 50,2% in 1992, net borrowing was reduced from 
4,4% of GDP in 1991 to 3,8% in 1992. Net borrowing 
reached the level of 4,8% of GDP if the Treuhandanstalt is 
included. The figures for gross public debt were 44,0% of 
GDP; 47,5% if the Treuhandanstalt is included.1 In 1993, the 
size of gross public debt was 48,5% of GDP (even without the 
Treuhandanstalt; see Deutsche Bundesbank, Monatsbericht, 
February 1994, p. 42). 

1 If the debt of railways and the post office is added, the respective public 
debt would be 52,5% of all German GDP. 

Table 5 

Public debt by government levels, 1990-92-' 

West 

1990 

East All of 
Germany 

West 

1991 

East All of 
Germany 

West 

1992 

East 

(billion DM) 

Allot 
Germany 

I. Government levels: 
Central govemmentb 

State government 
Local government 
Total 

II. Funds: 
Unity fund 
Credit fund 
ERP fund 
Other« 
Total 

III. Total (I+ 11) 
As a % of GDP 

IV. Memorandum items: 
Treuhandanstalt 
Post office 
Railways 

— — 542 
329e : 329 
126 : 126 

: 997 455 

-

455 

20 
28 
9 

57 
1054 
43,6f 

345e 
120 
465 

465 

— — 14 — 
— — 71 — 
— — 48 — 

— 586 
4 349 
8d 128 
12 1063 

— 51 
— 27 
— 16 
— 10 
— 104 
12 1 167 
— 41,4 

— 39 
— 82 
— 43 

365e 
125 
490 

490 

— 607 
19 384 
12d 137 
31 1128 

— 74 
— 92 
— 24 
— 9 
— 199 
31 1327 
— 44,0 

— Ill 
— 97 
— 53 

• Taken from OECD ( 1993d), August, Table 26. 
h Excluding debt of the railway companies incurred up to the end of 1991, to be taken over by the federal government as from 1994 (DM 70 billion). 
e Including Berlin. 
d Excluding municipal housing debt. 
• Other local authorities. 
' As a % of West German GDP. 
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In 1993, the third year after unification, much of the same 
criticism prevailed as at the end of the 1980s. Since 1989, 
public debt (in relation to GDP) increased by more than four 
percentage points if the Treuhandanstalt is taken into account. 
If the public debt of railways and the post office is added, the 
rise of government debt corresponds to nearly 10 percentage 
points. However, even that figure is rather conservative 
because it does not include the liabilities of the public 
housing sector of the former GDR (estimated in 1993 to be 
DM 50 billion as a past stock and DM 30 billion as additional 
liabilities due to necessary modernization), and also omits a 
number of public debt positions which are not fully included 
in the official credit fund with an amount of DM 92 billion 
for 1992. Yet, the liabilities of the former GDR government 
towards foreign countries (accumulated until unification) and 
the liabilities due to the currency reform (debt to private 
households) are estimated to an amount of about DM 140 
billion. The liabilities (of an unknown size) linked to trade 
positions of the former GDR with its Comecon partners are 
not included at all.1 Hence, the budgetary margin for 
manoeuvring has not only shrunk, but will become smaller 
and smaller in the future. 

Given the strong increase in public spending since 1989 (by 
more than four percentage points), it is evident that the goal 
of reducing the fiscal burden could not be achieved. On the 
contrary, the tax burden increased significantly in 1991 and 
1992 and will be further raised in the near future: already in 
1991, the first stage of a plan to adjust the insurance tax rate 
to the higher VAT rate had come into effect. Two more 
stages shall become effective by 1995. In January 1993, the 
standard rate of VAT had increased by one percentage point 
(to 15%), and its tax base had also been broadened. Also in 
1993, the German Parliament decided to decrease business 
taxes (corporate income tax/tax on merchandise income) 
some time in the future. Originally, this reform had been 
planned long ago. However, two other taxes — the corporate 
wealth tax and the local capital tax (levied on business 
capital) — whose abolition had been planned for a number 
of years will not disappear. On the contrary, the rate of the 
corporate wealth tax is going to be raised and its base 
expanded, and the business tax reform has been postponed. 

However, it should be noted that the true cost of German 
unification has been significantly underestimated or, if 
initially suspected, has not been named in full for political 
reasons. Anyway, in the course of only a few years, we 
observe a steady upgrading of formerly planned spending 

The official debt figures of the credit fund and of the Treuhandanstalt 
were together DM 203 billion in 1992 (see Table 5). An estimate of the 
German Bundesbank (Monatsbericht, May 1993, pp. 43-57) which 
includes a conservative guesstimate for the unrecorded debt items, 
reaches a figure of DM 370 billion until end of 1994. 

figures. For instance, the yearly transfers out of the unity 
fund to East Germany have been fixed to somewhat more 
than DM 20 billion in 1990, to DM 35 billion in 1991 and 
should significantly decline thereafter (to DM 28 billion in 
1992, DM 20 bUlion in 1993 and DM 10 billion in 1994). 
But, in January 1992, in the context of the decision to 
increase the VAT rate, a first upward correction has been 
made, leading to a strong increase of the government transfers 
planned for 1992-94 (in 1992 from DM 28 billion to DM 34 
billion, in 1993 from DM 20 billion to DM 31 billion and in 
1994 from DM 10 billion to DM 24 billion). In May 1993, in 
the context of the federative programme for consolidation 
(föderatives Konsolidierungsprogramm), another upgrading 
occurred, from DM 31 billion to DM 35 billion in the same 
year and from DM 24 billion to DM 34 billion in 1994. Thus, 
the initially planned decrease in these transfers to East 
Germany after 1991 has not taken place. In a similar way the 
expected marketable wealth of the Treuhandanstalt has been 
initially estimated to be positive. Meanwhile, however, it has 
become evident that when this institution is wound up at the 
end of 1994, it will shift from the private to the public sector 
with an accumulated stock of net debt of at least DM 275 
billion. Thus the support for East Germany must now be 
considered both a much more substantial problem than 
previously propagated and a medium-term rather than a 
short-term phenomenon. 

The year 1993 provides more examples for the general 
budgetary policy in Germany of deciding immediately on 
instruments of the revenue side while decisions on downward 
adjustments on the spending side of the budget are taken 
only hesitantly. Thus, in 1993 the parliament also decided to 
reintroduce the solidarity surcharge in 1995. Whereas this 
surcharge had been limited to one year (and thus abolished 
in the middle of 1992), it will now be reintroduced — for the 
time being — on a permanent base. Furthermore, in January 
1994 the mineral oil tax has been raised in order to finance 
the creation of another fund, directed at solving the immense 
financial problems of public railways. On the other hand, 
decisions to reduce government spending are either sys-
temically lacking or, as in the case of the federative pro
gramme for consolidation, promised major reductions will 
become effective only in the future. 

In total, it seems fair to pretend that the basic fiscal response 
to the historic event of German unification consisted in 
pronounced deficit spending. So far, unification as well 
as the current recession induced charges which led to a 
government deficit of some 4% of GDP in 1993. In the 
following two years, there will be a rearrangement of existing 
off-budget debt at the expense of the public sector (in 
1994 due to the rail reform project; in 1995 due to the 
abovementioned shift of the debts of the Treuhandanstalt and 
of the housing sector of the former GDR to the public sector). 
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As a consequence, borrowing requirements will substantially 
increase in a medium-term perspective and — if not down
ward corrected — will threaten macroeconomic stability. 
Therefore, a correction of the budgetary position must take 
place in order to lead to a sustainable public debt and to 
positive expectations generating economic growth. This 
implies a detailed consideration of both sides of the budget 
(Sections 3 and 4) and of the budgetary process (Section 5) 
and ends up in a discussion of the leeway of fiscal consoli
dation (Section 6). 

3. Detailed consideration of 
government spending 

Under the coalition of Social Democrats and Liberals, at the 
beginning of the 1980s, general public expenditure, (i.e. of 
all government levels and including social security) was still 
increasing (with a peak of 49,7% in 1982; see Table 6) in 
spite of first consolidation measures undertaken. Since 
1982, the coalition of Christian Democrats and Liberals, it 
continued with the reduction of total spending (to 45,5% 
in 1989). Whereas West German public spending further 
decreased to 43,8% of Western GDP in 1992, government 
spending of all of Germany amounted to 50,2% of total GDP. 

3.1. Government expenditure by 
economic categories 

West German government consumption (as a percentage of 
GDP) remained quite stable (at about 20%) during the 1980s 
but declined somewhat since unification (to 18%). This 
rather moderate decline, however, conceals some more 
pronounced shifts within the structure of public spending. If 
measured as a share of general government spending, the 
respective figures for government consumption were about 
42% (during the 1980s), but only 36% since unification (the 
latter figure for all of Germany is about 40%). Part of this 
decline is reflected by the decrease in wages and salaries of 
West German public employees in relation to GDP (11% in 
1980 compared to 9,7% in 1991), but also as a share in 
general public expenditure (the compensation of employees 
declined continuously from 22,7% in 1980 to 19,8% in 
1991). This decrease in wage and salary payments could 
result from a decline of the relative government sector 
payment (compared to the average private sector wage), as 
well as from a drop in the number of public sector employees. 
The figures presented in Table 7 favour the first explanation. 
Although the average yearly growth rate of relative govern
ment wages was slightly positive (0,1%) for the period 
1979-84, there was a much stronger decline in the next six 
years (-1,8% in 1984-90), resulting in an overall contraction 
of the relative government wages. Absolute real government 

wages declined on average over the whole decade by 0,2%. 
The absolute number of government employees (full-time 
and unadjusted part-time) increased steadily (by about 
250 000 over the whole decade). Measured as a share of total 
employment, however, this share increased only slightly 
between 1980 and 1983 (from 18,6 to 19,6%), remained 
stable until 1985 and then declined to 18,4% in 1990. As a 
consequence of unification, we observe a remarkable shift in 
government employment (as a share of total employment). 
For the West this share decreased further (to 17,7% in 1992), 
yet it was 25,8% in the East, due not only to low total 
employment but also to overmanning in East Germany's 
public sector. 

Government investment in West Germany also contracted, 
from 3,6% of GDP in 1980 to 2,3% in 1990, and — measured 
as a part of general government spending — from 7,4% in 
1980 to 5,0% in 1990. This decrease of nearly 33% is much 
stronger than that of government consumption over the same 
period (which was about 15%). From a public choice 
perspective, this can be explained by the fact that — in 
contrast to other items of expenditure such as transfers to 
private households and subsidies to firms — less resistance 
of interest groups is to be expected against budgetary cuts. 
After unification, the negative trend was reversed due to 
public investment in East Germany. 

The category of government expenditure which experienced 
the strongest increase was that of interest payments. They 
rose from 1,9% of GDP in 1980 to 2,7% in 1990, which 
corresponds to an increase of 42% over the whole decade. 
Their share of general government spending (3,9% in 1980 
and 5,9% in 1990) grew by even more (51%), indicating how 
even a small rise in interest payments (in relation to GDP) 
may significantly shrink the leeway for public spending. 
This could be important in the future since public interest 
payments in West Germany amount to 3,0% of GDP (1992) 
and 6,2% of general government expenditure. If East German 
public interest payments (7,0% of East German GDP in 
1992) are added, general public sector interest payments 
make up 3,3% of all of German GDP. In this case, the share 
of general public sector outlays is 6,6%. It should be noted 
that liabilities on interest payments in the future due to 
recently set up funds have not been considered here. 

Current transfers represent the largest item of expenditure of 
the West German budget. In relation to GDP they remained 
relatively stable (around 21%) during the 1980s. Measured 
as part of West German general government spending, they 
rose by 8,1% during this decade (from 43,3% in 1980 to 
46,8% in 1990). A large part of current transfers consists of 
grants to private households. In West Germany this share 
amounted to 82% in 1980, remained relatively stable until 
1989, declined to 74% in 1990 and increased again to 78,2% 
in 1991 and to 80,4% in 1992. 

61 



Part I — Possibilities for reducing budget deficits in the Community 

Table 6 
General government spending by economic categories, 1980-92' 

(as a percentage of GDP at market prices) 

1981 1982 1983 1984 1985 1986 
West Germany 

1987 1988 1989 1990 

1. Government consumption 
of which: 
compensation of employees 

2. Current transfers 
of which: 
transfers to households 

3. Interest payments 
4. Capital transfers 
5. Government investment 

20,2 

11,0 

21,0 
17,2 
1,9 
1,7 
3,6 

20,7 

11,3 

21,6 
17,9 
2,3 
1,5 
3,3 

20,6 

11,2 

22,0 
18,3 
2,8 
1,5 
2,9 

20,2 

11,0 

21,4 
17,7 
3,0 
1,4 
2,5 

20,0 

10,7 

21,2 
17,1 
3,0 
1,5 
2,4 

20,1 

10,6 

20,8 
16,8 
3,0 
1,4 
2,4 

19,9 

10,6 

20,5 
16,6 
3,0 
1,3 
2,5 

20,0 

10,6 

20,9 
16,8 
2,9 
1,2 
2,4 

19,7 

10,3 

21,0 
16,7 
2,9 
1,1 
2,3 

18,8 

10,0 

204 
16,4 
2,7 
1,1 
2,4 

18,4 

9,8 

214 
15,9 
2,6 
1,1 

2,.3 
6. Total expenditure 48,5 49,4 49,7 48,5 48,1 47,7 47,1 47,4 47,0 454 45,9 

1991 

West East All of 
Germany 

1992 

West East All of 
Germany 

1. Government consumption 
of which: 
compensation of employees 

2. Current transfers 
of which: 
transfers to households 

3. Interest payments 
4. Capital transfers 
5. Government investment 
6. Total expenditure 

17,7 47,3 

9,7 22,2 

19,7 
15,4 
2,8 
1,9 
2,3 

44,4 

59,0 
45,9 

1,4 
8,1 
9,3 

125,1 

19,6 

10,5 

22,3 
17,4 
2,8 
2,3 
2,7 

49,7 

17,9 

19,4 
15,6 
3,0 
1,2 
2,3 

43,8 

45,3 20,0 

— 10,7 

54,2 
46,5 
7,0 

10,3 
10,1 

126,9 

22,1 
18,0 
3,3 
1,9 
2.9 

50,2 
1 The figures for 1980 to 1990 are taken from European Commission (1993b), Table 3B. The figures for 1991 and 1992 are calculated from various material from Statistisches Bundesamt 

3.2. Government spending by functions 

Table 8 presents figures of public expenditure for West 
Germany (1980-90) disaggregated by economic categories 
as well as by functions (so far no detailed figures for the 
period after unification are available). 

The most important functional expenditure was, and still is 
on social security which, as a share of general government 
spending, was rather stable (at about 40%) during the 1980s 
and decreased slightly (to 38,5%) in 1991. Health expenditure 
was much lower (around 13% of general government expendi
ture) and also quite stable during the whole period. Of a similar 
size (around 10% of general public spending) was public 
expenditure on economic services (including construction, 
communication, transportation, manufacturing, agriculture, 
fuel and energy) and on education, though the latter steadily 
declined during the period from 10,6% of general government 

spending (in 1980) to 8,9% (in 1990). Thus, the expenditure of 
the 'welfare State' as the sum of social security, health and 
education expenditure made up nearly two-thirds of general 
government spending (all government levels, including social 
security). Another kind of welfare state expenditure is public 
spending on housing and community amenities which, how
ever, only amounts to 2,5% of general government expendi
ture. Among the remaining functional items of expenditure, 
accounting for about 25% of general public spending, the ones 
of major importance were (and still are) those of the traditional 
domain, i.e. public expenditure on general public services 
(around 8% of all public sector spending), for public order and 
safety (about 3,5% over the whole decade) and for defence 
(6% during the first half and 5% at the end of the 1980s). 
The item 'other functions' which mainly consists of interest 
payments, had a share of 3,8% of total spending in 1980, 
shot up to 5,6% in 1990 and, as mentioned before, thereafter 
increased furthermore (in 1992 to 6,2% in West Germany and 
6,6% in all of Germany). 
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Table 7 

Employment in the public sector, 198092 
■ 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 

West Germany 

1. Government employment3 

2. As % of total employmentb 

3. Growth of government real wages0 

4. Growth of relative government wages0 

4 420 

18,6 

4 498 

18,9 

4 532 

19,3 

-0,3 

0,1 

4 540 

19,6 

4554 

19,6 

4 594 

19,6 

4 625 

19,4 

4 634 

19,3 

-0,1 

-1,8 

4 626 

19,1 

4 617 

18,7 

4 676 

18,4 

West East All of 
Germany 

West 

1992 

East All of 
Germany 

1. Government employment3 

2. As a % of total employmentb 

4 718 
18,0 

1763 
23,8 

6 481 
19,1 

4 744 
17,7 

1662 
25,8 

6 406 
19,2 

In 1 000; the figures are taken from Statistisches Bundesamt (1992), August, p. 204. 'Government employment' includes fulltime and (unadjusted) parttime employees in public 
administration and in public utilities at all government levels. 
Computed from the same source as above; the data for total employment are taken from Sachverständigenrat (1992), November, p. 299. 'Total employment' is based on the national 
accounts' classification. 
Relative to the CPI. The data are taken from Oxley and Martin (1991), pp. 166167. They refer to the averages from 197984, and 198490, respectively. 
Relative to the average private sector wage; same source as above (c). 

Taking a look at the figures disaggregated by economic 
categories, we observe that among final consumption spend
ing health expenditure was the most important individual 
item (5,9% of GDP or 29,1% of total consumption spending 
in 1980), followed by public expenditure on education (4,1% 
of GDP or 23,3% of total consumption spending in 1980). 
Both kinds of welfare State expenditure maintained their part 
of total consumption spending during the 1980s, i.e. in 1990 
together they made up half of all government consumption 
expenditure (the latter accounting for 40% of general govern
ment total spending). 

It is not astonishing that public expenditure on social 
security and welfare represents the largest single item 
among government transfer payments (including government 
interest payments). In 1980, they constituted 20% of GDP 
and thus corresponded to nearly threequarters of total 
transfer payments, but the latter share declined during the 
whole decade to 64,2% in 1990. Nevertheless, this item of 
expenditure did not significantly decrease as government 
transfers steadily increased their share of general government 
expenditure (from 43,3% in 1980 to 46,8% in 1990). 
Transfers for economic services (mainly investment in physi
cal infrastructure) have also been of some importance. They 
made up 9,2% of total transfer payments in 1980, declined 

somewhat (in line with the improved economic performance) 
but reached a share of 16% of general government transfers 
in 1990. 

The major item among government capital expenditure was 
public spending on economic services, which accounted for 
nearly 40% of total capital expenditure over the whole 
period. Yet, measured as a portion of general government 
expenditure, its initial share of 4,5% (in 1980) steadily 
declined to less than 3% in 1990, since total capital expendi
ture itself decreased from 11,9% (of general government 
spending) to 8,0% in 1990. 

3.3. Social security and welfare expenditure: 
a closer look 

Compared to Table 8, Table 9 uses a broader definition of 
'social security and welfare expenditure' because, under this 
heading, public spending on health, maternity and family, 
unemployment, housing and also pension schemes are now 
included. 
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Table 8 
General government spending by functions and by economic categories, 1980-90' 

(as a percentage of GDP) 

1980 1981 1982 1983 1984 1985 1986 
West Germany 

1987 1988 1989 1990 

I — General expenditure 
1. General public services 
2. Defence 
3. Public order and safety 
4. Education 
5. Health 
6. Social security and welfare 
7. Housing and community amenities 
8. Recreational, cultural and religious affairs 
9. Economic services 

10. Other functions 
11. Total general expenditure 
Π — Final consumption expenditure 

1. General public services 
2. Defence 
3. Public order and safety 
4. Education 
5. Health 
6. Social security and welfare 
7. Housing and community amenities 
8. Recreational, cultural and religious affairs 
9. Economic services 

10. Other functions 
11. Total final consumption 

of which: 
compensation of employees 

ED — Transfers 
1. General public services 
2. Defence 
3. Public order and safety 
4. Education 
5. Health 
6. Social security and welfare 
7. Housing and community amenities 
8. Recreational, cultural and religious affairs 
9. Economic services 

10. Other functions 
11. Total transfers and property income 

of which: 
subsidies 

IV — Capital expenditure 
1. General public services 
2. Defence 
3. Public order and safety 
4. Education 
5. Health 
6. Social security and welfare 
7. Housing and community amenities 
8. Recreational, cultural and religious affairs 
9. Economic services 

10. Other functions 
11. Total capital expenditure 

of which: 
capital formation 

3,92 
2,84 
1,72 
5,17 
6,32 

19,51 
1,46 
0,88 
5,29 
1,87 

48,97 

2,13 
2,74 
1,57 
4,11 
5,90 
1,93 
0,39 
0,47 
1,01 

3,90 
2,93 
1,77 
5,20 
6,53 

20,21 
1,36 
0,88 
4,80 
2,25 

49,82 

2,15 
2,85 
1,62 
4,20 
6,12 
1,96 
0,39 
0,48 
0,98 

3,93 
2,94 
1,75 
5,09 
6,39 

20,65 
1,21 
0,82 
4,57 
2,70 

50,04 

2,12 
2,85 
1,62 
4,18 
5,96 
2,05 
0,35 
0,47 
0,96 

3,82 
2,96 
1,71 
4,86 
6,23 

19,99 
1,10 
0,77 
4,50 
2,94 

48,87 

2,08 
2,87 
1,60 
4,08 
5,83 
2,04 
0,30 
0,46 
0,91 

3,88 
2,89 
1,67 
4,62 
6,33 

19,51 
1,07 
0,76 
4,76 
2,95 

48,41 

2,04 
2,80 
1,56 
4,00 
5,95 
2,04 
0,29 
0,46 
0,89 

3,91 
2,84 
1,67 
4,56 
6,40 

19,13 
1,11 
0,76 
4,62 
2,97 

47,95 

2,06 
2,74 
1,55 
3,97 
6,03 
2,04 
0,31 
0,47 
0,90 

3,87 
2,76 
1,65 
4,49 
6,34 

18,75 
1,21 
0,80 
4,56 
2,92 

47,32 

2,05 
2,66 
1,53 
3,89 
5,98 
2,07 
0,32 
0,47 
0,89 

3,92 
2,72 
1,68 
4,44 
6,37 

18,95 
1,20 
0,82 
4,72 
2,85 

47,66 

2,12 
2,63 
145 
3,84 
6,03 
2,10 
0,33 
0,49 
0,89 

3,97 
249 
1,64 
4,29 
643 

18,75 
1,13 
0,80 
4,73 
2,81 

47,24 

2,02 
240 
141 
3,71 
6,19 
2,11 
0,31 
0,48 
0,85 

3,86 
240 
1,61 
4,18 
6,00 

1842 
1,13 
0,79 
440 
2,68 

45,76 

1,97 
2,42 
1,48 
3,60 
5,67 
2,14 
0,28 
0,47 
0,81 

3,97 
2,26 
148 
4,12 
5,96 

17,77 
1,13 
0,79 
6,05 
249 

46,21 

1,91 
2,18 
1,45 
345 
5,62 
2,10 
0,30 
0,47 
0,80 

20,25 

11,04 

1,20 
0,07 
0,00 
0,42 
0,05 

16,95 
0,14 
0,11 
2,10 
1,87 

22,90 

2,08 

0,60 
0,03 
0,15 
0,64 
0,37 
0,63 
0,92 
0,30 
2,18 

20,74 

11,26 

1,26 
0,07 
0,00 
0,43 
0,05 

17,63 
0,15 
0,11 
1,92 
2,25 

23,85 

1,90 

0,49 
0,02 
0,15 
0,57 
0,36 
0,62 
0,83 
0,28 
1,90 

20,56 

11,20 

1,30 
0,07 
0,00 
0,42 
0,05 

18,06 
0,15 
0,11 
1,84 
2,70 

24,70 

1,84 

0,51 
0,03 
0,12 
0,49 
0,38 
0,54 
0,71 
0,24 
1,77 

20,16 

10,99 

1,33 
0,07 
0,00 
0,39 
0,05 

17,46 
0,15 
0,11 
1,88 
2,94 

24,38 

1,90 

0,41 
0,03 
0,11 
0,39 
0,35 
0,49 
0,64 
0,20 
1,71 

20,02 

10,68 

1,39 
0,07 
0,00 
0,28 
0,04 

17,07 
0,16 
0,11 
2,07 
2,95 

24,14 

2,08 

0,44 
0,03 
0,11 
0,34 
0,34 
0,40 
0,62 
0,19 
1,79 

20,06 

10,63 

1,39 
0,07 
0,00 
0,27 
0,04 

16,72 
0,17 
0,11 
2,08 
2,97 

23,81 

2,08 

0,46 
0,03 
0,11 
0,32 
0,32 
0,37 
0,63 
0,19 
1,64 

19,87 

10,56 

1,36 
0,07 
0,00 
0,27 
0,02 

16,36 
0,19 
0,11 
2,14 
2,92 

23,44 

2,15 

0,45 
0,03 
0,12 
0,33 
0,34 
0,33 
0,70 
0,21 
1,52 

19,96 

10,63 

1,38 
0,07 
0,00 
0,28 
0,02 

16,55 
0,17 
0,12 
233 
2,85 

23,76 

2,25 

0,42 
0,02 
0,13 
0,32 
0,33 
0,30 
0,70 
0,21 
1,51 

19,68 

10,35 

1,58 
0,06 
0,00 
0,27 
0,02 

16,37 
0,13 
0,11 
2,45 
2,81 

23,82 

2,28 

0,38 
0,02 
0,13 
0,31 
0,32 
0,27 
0,69 
0,21 
1,43 

18,83 

10,01 

1,51 
0,07 
0,00 
0,27 
0,02 

16,12 
0,13 
0,11 
2,29 
2,68 

2 3 3 

2,10 

0,38 
0,02 
0,12 
0,31 
0,31 
0,26 
0,72 
0,21 
1,40 

18,38 

9,80 

147 
0,06 
0,00 
0,26 
0,02 

1541 
0,13 
0,11 
3,88 
2,59 

24,13 

202 

0,49 
0,02 
0,12 
0,31 
0,31 
0,16 
0,71 
0,21 
1,36 

5,82 5,23 4,78 4,33 4,26 

3,43 3,10 2,73 2,42 232 

4,08 4,02 3,93 3,75 3,74 3,70 

2,25 235 231 2,27 229 2,26 

Computed from OECD (1993a), pp. 246-251, The figures in this table may slightly deviate from those in Tables 3 and 6 due to the different sources used. 
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Table 9 

Detailed analysis of a broader concept of social security expenditure 1980-91 ' 
(as percentage % of GDP) 

1. Health 
of which: 

sickness 
invalidity/disability 
occupational accidents and 
diseases 

2. Pension schemes 
of which: 

old-age 
survivors 

3. Maternity and family 
of which: 

maternity 
family 

4. Unemployment 
of which: 

placement, vocational 
guidance, resettlement 
unemployment benefits 

5. Housing and miscellaneous 
of which: 

housing 
miscellaneous 

6. Total outlays 

1980 

11,29 

7,89 
2,48 

0,92 

11,92 

8,04 
3,88 

2,76 

0,26 
2,50 

1,25 

0,38 
0,86 

0,69 

0,20 
0,49 

27,90 

1981 

11,45 

7,96 
2,57 

0,93 

12,00 

8,11 
3,89 

2,82 

0,27 
2,55 

1,73 

0,43 
1,30 

0,75 

0,24 
0,51 

28,74 

1982 

11,16 

7,58 
2,67 

0,91 

12,21 

8,27 
3,94 

2,59 

0,25 
2,34 

2,11 

0,41 
1,70 

0,79 

0,25 
0,54 

28,86 

1983 

10,84 

7,88 
2,63 

0,88 

11,91 

8,06 
3,85 

2,37 

0,24 
2,13 

2,10 

0,38 
1,72 

0,76 

0,23 
0,53 

27,98 

1984 

11,03 

7,51 
2,65 

0,87 

11,75 

7,98 
3,76 

2,18 

0,21 
1,97 

1,86 

0,38 
1,48 

0,86 

0,21 
0,65 

27,68 

1985 1986 1987 
West Germany 

11,03 

7,57 
2,60 

0,86 

11,67 

7,97 
3,71 

2,10 

0,21 
1,89 

1,81 

0,40 
1,41 

0,86 

0,21 
0,66 

27,47 

10,99 

7,59 
2,54 

0,86 

11,46 

7,87 
3,59 

2,12 

0,19 
1,93 

1,75 

0,45 
1,31 

0,88 

0,24 
0,63 

27,20 

11,06 

7,70 
2,51 

0,85 

11,58 

8,01 
3,56 

2,20 

0,18 
2,02 

1,85 

0,51 
1,35 

0,90 

0,26 
0,65 

27,60 

1988 

11,09 

7,84 
2,41 

0,85 

11,56 

8,06 
3,51 

2,16 

0,19 
1,97 

1,88 

0,52 
1,36 

0,91 

0,23 
0,68 

27,60 

1989 

10,50 

7,36 
2,33 

0,81 

11,33 

7,98 
3,35 

2,13 

0,19 
1,94 

1,68 

0,46 
1,22 

1,00 

0,21 
0,79 

26,65 

1990 

10,45 

7,40 
2,24 

0,81 

10,99 

7,82 
3,17 

2,07 

0,19 
1,88 

149 

0,52 
1,07 

0,96 

0,20 
0,76 

26,06 

1991 

10,61 

7,61 
2,19 

0,80 

10,63 

7,57 
3,06 

1,74 

0,21 
1,53 

1,50 

0,57 
0,94 

0,93 

0,18 
0,75 

25,42 

1 Taken from Eurostat (1993), pp. 44-47. 

Health expenditure, which in 1981 amounted to 40,5% 
of total social security expenditure (23,3% of general 
government spending) remained quite stable at around 40% 
(23% of general government spending) and significantly 
increased to nearly 42% of total social security outlays in 
1991 (as part of general government expenditure it 
increased in 1990/91 by 1,1 percentage points to 23,9% in 
1991). A closer look at health expenditure reveals a 
relatively small decline in expenditure on treatment of 
occupational accidents and diseases (8,2% in 1980 and 
7,5% of total health spending in 1991), the same is true 
for expenditure on invalidity and disability (22% in 1980; 
20,6% in 1991) whereas spending on sickness increased 
from 69,9% (in 1980) to 71,7% (in 1991). The increase in 
public expenditure on sickness presumably would have 
been more pronounced during this decade if two major 

reforms had not taken place (Cost Saving Law of 1982, 
Health Reform Act of 1988), which somewhat dampened 
the growth of health spending. This has mainly been 
achieved through a reduction in the set of health services 
so far refunded by health insurance companies and an 
increase in the share that sick people had to contribute to 
the cost of the individual in-kind health benefits. In 
addition, there is a general health contribution to be paid 
by employees and employers (one half each), which stood 
at 11% (of gross wage) in 1980, and was increased before 
and decreased a little after each reform (it reached 12,6% 
in 1990). In January 1993, another reform (Law on Health 
Structure) was enacted, which further diminished the 
number of health services to be refunded, raised again the 
share that people had to contribute to the cost of the 
in-kind health benefits, but also introduced some budgetary 
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guidelines for physicians. The net impact of this reform 
may, however, be small, as demographic factors (an 
increasing proportion of older people as well as higher life 
expectancy) may raise health expenditure in the future 
quite significantly. 

In 1980, pension schemes reached 42,7% of total social 
security expenditure (24,6% of general government spend
ing). Thereafter they remained above 42% (24% of general 
public spending) and slightly declined in 1991 (to 41,8% of 
total social security expenditure, respectively to 23,9% of 
general government spending). Moreover, due to demo
graphic factors we observe a relative increase in old-age 
pension schemes (from 62,5% in 1980 to 71,2% of all 
pension schemes in 1991) and a corresponding decrease in 
survivors' pension schemes. 

Pension schemes, based on a pay-as-you-go concept, reflect 
a much less steady development in the 1980s than health 
expenditure. Moreover, pension insurance is closely con
nected to unemployment insurance and receives grants from 
the central government. Therefore, the net lending position of 
the pension fund does not reflect its true financial problems. 

In the 1980s, pension schemes were characterized by a 
number of changes in the contribution rates which are 
calculated as a percentage of gross wages and salaries. The 
variation of these rates occurred in reaction to the respective 
surpluses and deficits. Deficits accrued in 1979 and 1982, 
whereas in 1980 and 1981 a surplus was realized. The deficit 
of 1979 could be eliminated in 1980 mainly due to the 
obligation (enacted in 1979) of the unemployment insurance 
fund to provide transfers to the pension insurance fund. 
These transfers were calculated on the basis of the gross wage 
which the unemployed earned in his/her last occupation. 

In 1981, the individual contribution rate to pension funds 
was raised to 18,5%, but in 1982 it was reduced again to 
18%, which then partly caused the abovementioned deficit 
of the pension insurance fund. The deficit was also due to a 
decrease in the (flexible) retirement age-limit (an additional 
instrument for easing unemployment) and increased life 
expectancy. The resulting rise of pension outlays — which 
continued during the whole decade — led to a deficit in 
1983, as well as in 1984. The measures for avoiding these 
deficits consisted in an increase in the individual contribution 
rate to 18,5% and the postponing of the adjustment of 
pension outlays to average wage and salary increases by half 
a year. However, both measures, enacted in 1983, could not 
prevent the deficits. This was also due to the fact that, 
since 1983, the transfers received from the unemployment 
insurance fund were no longer oriented towards the last gross 
wages of the unemployed, but towards the level of their 
unemployment benefits. Since 1985, the pension insurance 

fund realized a surplus partly due to an increase in the 
contribution rate (to 19,2% in 1985), but mainly because the 
economic performance had improved. In 1987, as well as in 
1991, the considerable surpluses allowed a reduction in the 
contribution rate (to 18,7% in 1987 and to 17,7% in 
1991) although the set of benefits had expanded by the 
acknowledgement of child-caring periods (in 1989, the 
outlays also rose due to increased cross-transfers from 
pension fund to health insurance fund, originating from a 
deficit of the latter fund in 1988). However, this chequered 
pension policy could not totally deny the existing demo
graphic problem. Thus, in 1992, after a long-lasting political 
debate, a reform of the pension schemes was carried out, 
according to which the calculation of the individual pension 
no longer referred to gross but to net wages earned in the 
past. Otherwise, the rates of individual contributions to be 
paid by workers would have increased by more than their net 
wage income. 

The prospects of West Germany's pension schemes have 
changed again due to unification: in January 1992, the West 
German pension law was introduced in East Germany. 
Although the full consequences did not catch on in the same 
year, the pension insurance fund experienced a deficit in 
1992. Furthermore, increasing deficits are expected from 
1993 onwards. Moreover, the pension reform of 1992 cannot 
be called a masterpiece since the long-term considerations 
have not been adequately accounted for. The model used for 
simulating the pension liabilities in the future only looks at 
the old-age dependency ratios until the year 2010. Yet, the 
major deterioration, a dramatic increase in the dependency 
ratio, is expected to occur after that year. Therefore, a further 
increase in the contribution rates may be necessary in the 
longer run1 (alternatively, central government grants may 
rise by more than has already been decided by the pension 
reform), or pension benefits will be reduced in order to 
balance the pension schemes. 

The unemployment insurance fund is mainly financed by 
contributions from the employers and the employees (one 
half each). As mentioned above, this fund is closely con
nected with the pension insurance fund. Due to the cross-
subsidizations between both funds, the change of the contri
bution rates to one fund is negatively correlated to that of the 

1 Since drafting the first version of this report, an increase in this rate has 
already taken place: on 1 January 1994, the pension insurance contri
bution rate rose from 17,7 to 19,2%. 
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contribution rates to the other.1 The unemployment insurance 
fund, as in the case of the pension fund, receives grants from 
central government as well. However, as in the case of the 
pension fund, the grants from central government could not 
prevent larger deficits in the periods of high unemployment 
(and high unemployment outlays), i.e. 1980-83 and 1986-88. 
Whereas in 1980 all kinds of spending for unemployment 
benefits amounted to 1,25% of GDP, i.e. 4,5% of social 
security expenditure and 2,6% of general government spend
ing, in 1983 the respective expenditure was 2,1% of GDP, 
i.e. 7,5% of social security expenditure and 4,4% of general 
government spending. Similarly, we observe an increase in 
expenditure for unemployment benefits from 1,75% of GDP 
in 1986 (6,4% of social security expenditure, 3,7% of general 
government spending) to 1,88% of GDP in 1988 (6,8% of 
social security expenditure, 4,0% of general government 
spending). 

This rise and fall in spending for unemployment benefits 
corresponds to the development of the official unemployment 
rate in the first half of the 1980s, but less so in the second 
half when official unemployment remained at a high level 
(around 7,6% in 1986-88). However, the official unemploy
ment level in the late 1980s does not reflect total unemploy
ment, i.e. it neglects short-time unemployment and even does 
not consider the unemployed who — at an increasing 
number — participated in vocational and training pro
grammes, government employment programmes, etc. As the 
official unemployment rate is a crucial one, i.e. an indicator 
(besides the inflation rate) for the government's economic 
performance, from a public choice perspective we would 
expect the government to try to shift part of the official 
unemployment to 'unofficial' unemployment or to the sec
ondary labour market in order to weaken its re-election 
constraint. Splitting up the figures for total expenditure on 
unemployment programmes into two categories, namely 
outlays for officially unemployed and outlays for unofficially 
unemployed, at least, does not contradict our presumption. 

1 The rates of the contribution to each kind of insurance were as follows: 
Year Unemployment P e n s i o n ¡ n s u r a n c e ( % ) 

insurance (%) v ' 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 

3,0 
3,0 
4,0 
4,6 
4,6 
4,1 
4,0 
4,3 
4,3 
4,3 
4,3 
6,8 
6,8 
6,8 
6,8 

18,0 
18,5 
18,0 
18,5 
18,5 
19,2 
19,2 
18,7 
18,7 
18,7 
18,7 
17,7 
17,7 
17,7 
19,2 

Graph la indicates that the election years 1987 and 1990 (of 
which the latter was a premature election) are characterized 
by an increase in the share of outlays for unofficial unemploy
ment (as a percentage of total expenditure on unemployment) 
from the year before election to the election year (1986/87 
by 1,9 percentage points; 1989/90 by 5,3 percentage points).2 

Even more pronounced were the changes of the respective 
share measured as a percentage of general government 
spending. Between 1986 and 1987 (1985 and 1986), this 
share in the case of outlays for less official unemployment 
increased from 0,95% to 1,08% (from 0,84% to 0,95%) and 
again increased between 1989 and 1990 from 1,01% to 
1,15% of general government spending. The respective share 
of outlays for official unemployment increased less (from 
2,75% to 2,82% in 1986/87) or declined (from 2,96% to 
2,75% in 1985/86 and from 2,69% to 2,36% in 1989/90). 
The election year 19833 seems to be the exception because 
we observe an increased share of outlays for officially 
unemployed in general government spending (from 3,47% in 
1982 to 3,60% in 1983), whereas the respective share of 
outlays for unofficially unemployed slightly decreased (from 
0,83% in 1982 to 0,80% in 1983). However, the (absolute) 
growth rate is small in both cases (3,8% each). More 
importantly, we have to consider that the period 1980-83 has 
been characterized by an unexpectedly sharp decline in 
general economic performance. The strong slowdown has 
had the consequence — due to the massive and quick 
increase in general unemployment — that programmes for 
absorbing registered unemployment in the secondary labour 
market were not well developed at that time for various 
reasons (such as the lack of time to elaborate and handle 
them in an adequate way, but also due to the unclear character 
of the respective claims and their persistence). In contrast, 
the laws for handling the situation of registered unemploy
ment were well defined, binding and well known to the 
potential claimant. 

Of course, it can be argued that not only unemployment 
expenditure has expanded and changed its structure for 
politico-strategic reasons, but that other items of social 
security expenditure have changed analogously, especially 
those that also influenced the relative economic position (like 
pension schemes, health, maternity and family benefits). If 
this is the case, the result would be in favour of a broader 
distributive argument and would weaken the presumption of 
the crucial function of the rate of registered unemployed. 
However, the pension schemes in relation to total social 

2 Since the election in 1987 took place'in March (whereas that in 1990 
was in November) it makes sense to consider in 1987 the change in the 
respective share between 1985 and 1986; it was an increase of 2,6 
percentage points. 

3 Again, a premature election was held in March, as the consequence of a 
vote of no confidence in the government coalition of Social Democrats 
and Liberals in autumn 1982. 
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security expenditure decreased in 1986/87, in 1985/86, and 
again in 1989/90 and slightly increased in 1982/83 (by 
merely 0,3 percentage points). Measured in relation to 
general public spending, the share remained unchanged in 
1982/83; in 1986/87 it increased marginally (by 0,1 percent
age points; the share remained unchanged in 1985/86) and 
declined by 1 percentage point in 1989/90. Looking at the 
two subgroups of pension schemes (old-age and survivors'), 
we find that it provides no more promising evidence in 
favour of a broader distributional hypothesis. Indeed, the 
figures indicate a continuous relative increase (decrease) in 
old-age (survivors') pensions during the whole period, which 
seems to be caused by demographic and not politico-strategic 
factors. Much of the same holds for total health expenditure 
as well as for its various subgroups. This is quite plausible 
from a politico-economic perspective, since diseases can be 
regarded as primarily exogenous in character. 

Even in the case of public spending on maternity and family 
benefits, the figures (for the aggregate as well for its two 
subgroups) are not in favour of the distributional hypothesis.1 

This is more astonishing because they are more important in 
size compared to unemployment expenditure, and because 
we could expect that there is, perhaps, more leeway and, 
thus, a stronger incentive for the government to influence the 
size and the structure of this expenditure in a strategic way.2 

All in all, we conclude that there is indeed some suggestive 
evidence for politico-strategic behaviour (i.e. easing the 
re-election constraint), in connection with the endogenization 
of a crucial policy indicator such as the rate of registered 
unemployed.3 However, we do not deny that distributional 
aspects as a result of interest group struggles may be decisive 
for the choice of policy instruments.4 Moreover, we do not 

The aggregate expenditure declined from 9,9% of total social security 
expenditure in 1980 to 7,7% in 1985 (from 5,7% of general government 
outlays to 4,4%), remained rather stable until 1990 (around 7,9% of total 
social security expenditure 4,6% of general government spending) and 
further declined in 1991. The share of family expenditure remained at a 
level of 90% over the whole period. 
On the other hand, it is commonly held that it is much more unpopular 
to remove benefits from children and mothers than from unemployed 
people (potentially even working in the shadow economy). 
One year before general elections (autumn 1994), there was additional 
evidence in favour of our tentative conclusion. The German unemploy
ment insurance fund officially argued that 'by subsidizing vocational 
guidance programmes, government employment and short-time employ
ment programmes, the West German labour market should be eased by 
about 400 000 registered unemployed in 1994'. For East Germany it is 
estimated that even '1,1 million people could be protected from 
unemployment by these programmes, stepped up by wage subsidies 
and additional early retirement programmes' (Frankfurter Allgemeine 
Zeitung, 10 October 1993, p. 17). 
Indeed, we may argue that, for a better explanation of strategic 
government policy, the changes in mostly aggregate spending, taxing 
and borrowing variables do not play the crucial role, but rather the 
variation in the structure of suitable disaggregated variables. 

present a rigorous empirical test of our presumption, which 
would also include an analysis of per capita figures, nor 
consider additional policy options which are potentially 
endogenous (such as subsidies to firms) and which would 
have to distinguish between the various government levels. 

3.4. Public expenditure by government levels 

Reviewing public spending behaviour from 1980 to 1990, 
we find that one institutional aspect of major importance has 
not yet been considered: Germany is characterized by a 
federative system, consisting of the central government, 
11 Länder (after unification, 16 Länder) and several thou
sand local authorities. The different government levels have 
different tasks and, consequently, different main fields of 
public spending (for details, see Section 5.1). However, due 
to the lack of detailed recent data, we will not consider 
the development of public expenditure by functions and 
government levels5 but will restrict our analysis to West 
German Government spending by government levels (includ
ing social security funds) and economic categories 
(Table 10). 

Social security expenditure represents the largest part of 
general government expenditure. In 1980, this share was 
37,9%, increasing to 39% in 1983 and remaining stable 
around this figure until the end of the decade (it slightly 
decreased to 38,2% in 1990). It is not astonishing that nearly 
two-thirds of social security spending consists in current 
transfers mostly to private households, but another 30% of 
total social security expenditure is in kind. 

Central government expenditure (excluding transfers to other 
government sectors),which makes up the second largest 
budget, took a slightly different development. Its share in 
general public expenditure in 1980 (23,9%) also increased 
until 1983, but thereafter continuously declined until 1989, 
and then sharply increased to 26,5%, mainly because of the 
large transfers to the former GDR. Indeed, current transfers 
(as a percentage of total central government expenditure) 
which declined at the beginning of the decade (from 46,1% 
in 1980 to 43,8% in 1983), thereafter steadily increased to 
47,6% in 1989, and then jumped to 55,4% in 1990. Central 
government consumption exhibited a reverse development, 
i.e. it continuously declined from 32,8% of total central 
government expenditure in 1980 to 30,6% in 1989, and then 
strongly decreased to 25,3%. Also decreasing has been the 

For an evaluation of public spending during the late 1950s up to the 
middle of the 1970s in a number of federal countries (including the 
Federal Republic of Germany), see Pommerehne (1977), and for the 
more recent time — up to the middle of the 1980s, but restricted to the 
State and local levels of West Germany — see Pommerehne (1988). 
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Table 10 

(■encrai government spending by levels and economic categories, 1980-90' 

(as a percentage of GDP) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 

West Germany 

I — Central government 

1. Government consumption 
of which: 

3,83 3,93 3,93 3,93 3,84 3,79 3,70 3,67 3,48 3,38 3,09 

compensation of employees 

2. Current transfers 
of which: 
transfers to households 

3. Interest payments 
4. Capital transfers 
5. Government investment 
6. Total central government expenditure 

II — State government 

1. Government consumption 

of which: 
compensation of employees 

2. Current transfers 
of which: 
transfers to households 

3. Interest payments 
4. Capital transfers 
5. Government investment 
6. Total State government expenditure 

III — Local government 

1. Government consumption 

of which: 
compensation of employees 

2. Current transfers 
of which: 
transfers to households 

3. Interest payments 
4. Capital transfers 
5. Government investment 
6. Total local government expenditure 

IV — Social security 

1. Government consumption 
of which: 
compensation of employees 

2. Current transfers 
of which: 
transfers to households 

3. Interest payments 
4. Capital transfers 
5. Government investment 
6. Total social security expenditure 

1,88 

5,38 

2,55 
0,95 
1,08 
0,43 

11,67 

6,49 

5,70 
2,55 

1,95 

0,58 
0,81 
0,60 

11,03 

3,67 

2,83 

0,90 

0,79 

0,40 
0,30 
2,31 
7,58 

6,24 

0,63 

12,20 

11,93 
0,00 
0,01 
0,05 

18,50 

1,92 

5,47 

2,72 

1,17 
0,94 
0,37 

11,88 

6,60 

5,80 

2,57 

2,01 

0,68 
0,76 
0,55 

11,16 

3,75 

2,89 

0,95 

0,83 

0,45 
0,28 
2,10 
7,58 

6,43 

0,64 

12,62 

12,35 

0,00 
0,01 
0,07 

19,17 

1,87 

5,39 

2,63 

1,41 
0,99 
0,33 

12,05 

6,57 

5,79 

2,52 

1,99 

0,85 
0,69 
0,52 

11,15 

3,71 

2,86 

0,96 

0,84 

0,50 
0,22 
1,80 
7,19 

6,35 

0,66 

13,13 

12,89 

0,00 
0,01 
0,07 

19,56 

1,84 

5,33 

2,52 

1,61 
0,98 
0,33 

12,18 

6,46 

5,69 

2,45 

1,90 

0,94 
0,65 
0,49 

10,99 

3,54 

2,81 

0,92 

0,81 

0,45 
0,16 
1,52 
6,59 

6,24 

0,66 

12,72 

12,48 

0,00 
0,02 
0,08 

19,06 

1,79 

5,45 

2,45 
1,61 
0,93 
0,33 

12,16 

6,29 

5,52 

2,35 

1,75 

0,99 
0,72 
0,48 

10,83 

3,51 

2,74 

0,93 

0,81 

0,42 
0,19 
1,44 
6,49 

6,37 

0,64 

12,46 

12,11 

0,00 
0,02 
0,06 

18,92 

1,79 

5,27 

2,34 

1,62 
0,86 
0,31 

11,85 

6,25 

5,47 

2,39 

1,74 

1,02 
0,65 
0,48 

10,79 

3,57 

2,75 

0,96 

0,84 

0,39 
0,20 
1,39 
6,51 

6,46 

0,64 

12,22 

11,91 

0,00 
0,01 
0,07 

18,76 

1,76 

5,30 

2,34 

1,59 
0,77 
0,32 

11,68 

6,18 

5,40 

236 

1,74 

1,02 
0,56 
0,50 

10,62 

3,56 

2,76 

1,00 

0,88 

0,36 
0,22 
1,48 
6,62 

6,44 

0,64 

11,86 

11,60 

0,00 
0,01 
0,06 

18,37 

1,76 

5,40 

2,34 
147 
0,74 
0,31 

11,69 

6,19 

5,40 

241 

1,80 

0,99 
047 
0,49 

10,65 

349 

282 

1,03 

0,91 

0,34 
0,22 
1,47 
6,65 

6,51 

0,65 

12,07 

11,79 

0,00 
0,00 
0,05 

18,63 

1,71 

541 

220 
146 
0,68 
0,29 

1142 

6,04 

5,26 
245 

1,78 

0,97 
046 
0,46 

10,48 

3,48 

2,74 

1,04 

0,91 

0,32 
0,18 
1,46 
6,48 

6,67 

0,64 

12,11 

11,83 
0,00 
0,00 
0,05 

18,84 

1,66 

5,25 

2,13 
1,46 
0,65 
0,29 

11,03 

5,88 

5,06 
2,39 

1,77 

0,95 
047 
0,47 

10,26 

3,43 

2,67 

1,06 

0,91 

0,31 
0,16 
1,48 
6,44 

6,14 

0,62 

11,82 

11,56 
0,00 
0,00 
0,04 

18,00 

1,60 

6,76 

202 

1,41 
0,66 
0,29 

12,21 

5,78 

4,94 
228 

1,71 
0,91 
044 
0,47 
9,98 

3,39 

263 
1,02 

0,91 
0,30 
0,17 
1,45 
6,33 

6,11 

0,61 
11,47 

11,22 
0,00 
0,00 
0,04 

17,62 
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Fiscal evolution in the Federal Republic of Germany, 1980-92 

(as a percentage of GDP) 

1984 1985 1986 
West Germany 

1987 1988 1989 1990 

V — General government 
1. Government consumption 

of which: 
compensation of employees 

2. Current transfers 
of which: 
transfers to households 

3. Interest payments 
4. Capital transfers 
5. Government investment 
6. Total general expenditure 

20,25 20,74 20,56 20,16 20,01 20,06 19,87 19,96 19,67 18,83 18,38 

11,04 11,26 11,20 10,99 10,68 10,63 10,56 10,63 10,35 10,02 9,77 
21,04 21,60 21,99 21,43 21,19 20,84 20,52 20,91 21,01 20,52 21,55 

17,21 17,91 18,35 17,71 17,12 16,84 16,57 16,84 16,73 16,37 15,86 
1,87 2,25 2,70 2,94 2,95 2,97 2,92 2,85 2,81 2,68 2,59 
2,20 1,98 1,92 1,80 1,86 1,72 1,56 1,52 1,42 1,38 1,38 
3,39 3,08 2,73 2,42 2,32 2,25 2,35 2,31 2,27 2,29 2,25 

48,75 49,65 49,90 48,76 48,33 47,84 47,22 47,55 47,17 45,70 46,15 

Computed from OECD (1993a), pp. 252-256. 

respective share of central government investment expendi
ture (from 3,7% in 1980 to 2,4% in 1990), whereas interest 
payments of central government sharply increased from 8,1% 
of total central government spending to 13,2% in 1983, 
reaching a peak of 13,7% in 1985 and then declining to 
11,6% in 1990. 

State government expenditure (again, excluding transfers to 
other levels of government) has been only somewhat lower 
than central government spending with around 22,5% of 
general government spending over the whole decade (in 
1990, on the eve of unification, this share slowed down to 
21,6%). The largest part of State government spending 
consists in government consumption expenditure (around 
58% over the period considered), of which about 87% 
is compensation of employees (the respective share of 
compensation of employees at the central level reaches 
nearly 50%). State transfer payments made up about 22,5% 
of all State government expenditure in the 1980s. Three-
quarters of these consisted in transfers to households. As in 
the case of the central government, the share of State 
investment expenditure at the beginning of the 1980s (5,4%) 
was higher than at the end (4,7% in 1990), whereas interest 
payments similarly increased sharply from 1980 (5,3% of all 
State government expenditure) to 1983 (8,4%), again until 
1985 (9,5%), and then only declined moderately to 9,1% 
in 1990. 

Local governments disposed of the smallest budget of all 
government levels. In 1980 their share of general government 
spending reached 15,6%, declined to 13,5% in 1983 and 
— after a small increase to 14,1% in 1989 — amounted to 
13,7% in 1990. As in the case of the States, consumption 
expenditure has been the largest part of total local govern
ment spending. In 1980 its share was 48,4%; it increased 
until 1983 to nearly 54% and continued oscillating around 

that level up to 1990. Again, most of local government 
consumption spending consisted in the compensation of 
employees though this share is somewhat lower at the 
local level (roughly three-quarters) compared to the State 
government level (about 87%). Investment has been the 
second largest item of expenditure at the local government 
level, and in absolute figures this is three to four times the 
government investment expenditure at all other government 
levels. Moreover, it seems that it is used as some kind of 
buffer since, for example, its share decreased between 1980 
and 1983 (from 30,5 to 23,1%) while at the same time local 
government consumption spending rose. Smaller variations 
of local government investment expenditure (around 22%), 
but negatively correlated to changes of consumption expendi
ture, occurred thereafter. Local government transfer pay
ments were at a modest level in 1980 (11,9% of total local 
government spending), compared to the other government 
levels, but steadily increased over time to 16,3% in 1989/90. 
This rise is partly due to a shifting of government responsi
bilities between the various levels over that time: for instance, 
a decrease in unemployment benefits, paid by the social 
security fund and the central government, automatically 
increases public assistance to the (now) poor, which has to 
be paid by local authorities. In 1980, local government 
interest payments had the same relative magnitude as at the 
State level (5,3% of the respective total expenditure), they 
also increased (to 6,8% in 1983), but then — and in contrast 
to central and State government units — steadily declined to 
4,7% in 1990. 

In a federative system like Germany, the relatively largest 
potential for manoeuvre on the expenditure side is presum
ably given at the central level. The fiscal competences of the 
subcentral levels are limited: they depend heavily on transfers 
from the central level. Measured in relation to total central 
government expenditure, i.e. excluding central government 
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transfers to the social security funds,1 these grants amounted 
to 28,1% in 1980, increased to 28,5% in 1982, remained 
around 25% until 1988, again increased to 26,6% in 1989, 
but in 1990 decreased to 23,9%. So far (see Table 10) we 
have attributed central government transfers to the receiving 
subcentral levels, which leads to an extremely conservative 
measure of the central government's share in total spending 
of all (central and subcentral) government levels. The 
corresponding degree of centralization in government expen
diture is shown in the first row of Table 11. The figures 
indicate no clear tendency, because the share of central 
government expenditure increased at the beginning of the 
1980s (from 38,1% in 1980 to 41,1% in 1984), then declined 
(to 39,8% in 1989) and sharply rose on the eve of unification 
(in 1990). Another extreme way of looking at central 
government grants to the subcentral levels is to assign them, 
whether unconditional or conditional in nature, exclusively 
to the central government level.2 As the second row in 
Table 11 indicates, we observe a similar development in 
centralization/decentralization of public spending, though the 
share of the central government has been about 15 percentage 
points higher (compared to the first row). 

4. Detailed considerations of government 
tax revenue 

Table 12 reveals that general government tax receipts in 
West Germany have not followed a significant trend during 

Although primarily financed by contributions, the social security funds 
received large transfers from central government. They made up 10,9% 
of total central government expenditure in 1980 and 10,4% in 1990. 
Of course, an intermediate way could consist in treating unconditional 
transfers as State and local government expenditure and conditional 
transfers as central government expenditure (this procedure is usually 
chosen in the public finance statistics). Another way could be to make a 
distinction between expenditure for fulfilling own government tasks (at 
the respective level) and joint government tasks (see Section 5). 

the 1980s, but remained at about 37,7% of GDP. In 1990, tax 
receipts (in relation to GDP) decreased somewhat (to 36,8%), 
but in 1991 (including East Germany) rose to 39,2%. 
Compared to the (unweighted) average of the 12 EC member 
countries (EUR 12) the figures for Germany were slightly 
higher at the beginning of the 1980s — 38,2% of West 
German GDP in 1980, compared to 36,9% of EUR 12 GDP 
for the same year — but fell in 1983 and remained below the 
EUR 12 mean by about 2 to 3,5 percentage points until 1991 
(the last available figure; it also includes East Germany). 

Disaggregating tax receipts according to the degree of 
mobility of the tax base reveals that the taxes with the most 
mobile bases (at least ex ante), i.e. revenue from taxes on 
corporate profits, have been modest (about 2% in relation to 
GDP during the 1980s and, after a slight decrease, 1,7% in 
1991; measured as a share of total tax receipts, taxes on 
corporate profits have been around 5,5% during the whole 
decade, but decreased to 4,3% in 1991). Taxes on goods and 
services, the base of which — depending on the size of a 
country and the tax rates in the neighbouring countries — 
can also be quite mobile, have shown no trend (in relation to 
GDP they remained at about 10% during the period con
sidered), though they have been quantitatively more im
portant (with 27% of total tax revenue). Of similar size has 
been the revenue from individual income tax (around 10,5% 
of GDP, and about 28,5% of total tax receipts correspond
ingly). Taxes based on the use of labour (mainly social 
security contributions) were the most important individual 
tax item in 1980 (13,1% of GDP, 34,3% of total tax revenue) 
and increased thereafter (to 15,3% of GDP in 1991, and to 
39% of total tax receipts correspondingly). This increase has 
been due in particular to the rise in social security contri
butions of the self-employed, but also to increased rates of 
unemployment and pension insurance contributions (the 
added share rose from 21% of gross wages and salaries in 
1980 to 24,5% in 1991). Taxes on property, the least mobile 
tax base (from the ex post view) have also been the least 

Table 11 

Degree of centralization of government expenditure 

1980 

Alternative I1 38,6 
Alternative II2 53,8 

1981 

39,0 
54,6 

1982 

39,8 
55,7 

1483 

41,0 
55,4 

1984 1985 1986 
West Germany 

41,4 40,8 40,5 
55,9 54,5 53,7 

19S7 

40,4 
53,8 

1988 

40,7 
54,3 

1989 

39,8 
54,4 

m 
19«) 

42,8 
56,4 

1 Total central government expenditure (excluding transfers to social security funds) in relation to overall (federal and subfedcral) spending, whereby federal transfers to the subfederai levels 
are treated as State and local expenditure. 

2 As above, but central government transfers, either conditional or unconditional, are treated as federal government spending. 
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Table 12 
Breakdown of taxes according to the degree of mobility of the tax base, 1980-91 ' 

(as a percentage of GDP) 

1980 1981 1982 1983 1984 1985 1986 1987 
West Germany 

1988 1989 1990 19912 

1. Taxes on corporate profits 
2. Taxes on goods and services 

of which: 
VAT 
excise duties 
other taxes3 

3. Taxes on use of labour 
of which: 
social security contributions from: 
• employees 
• employers 
• self-employed 
other taxes 

4. Taxes on income of individuals 
5. Taxes on property 
6. Miscellaneous3 

7. Total tax revenue — Germany 
8. Total tax revenue—EUR 12 average 

2,1 
10,3 

6,3 
34 
0,5 

13,1 

5,8 
7,0 
0,2 
0,1 

11,3 
1,3 
0,1 

38,2 
36,9 

1,9 
10,1 

6,3 
3,3 
0,5 

13,3 

5,9 
7,2 
0,2 

10,9 
1,2 
0,3 

37,7 
37,4 

1,9 
9,9 

6,1 
3,3 
0,5 

13,5 

6,0 
7,2 
0,3 

10,7 
1,2 
0,5 

37,7 
38,5 

1,9 
10,2 

6,3 
3,5 
0,4 

13,4 

5,9 
7,1 
0,4 

10,5 
1,3 
0,1 

37,4 
39,7 

2,0 
10,2 

6,3 
3,4 
0,5 

13,6 

5,9 
7,1 
0,6 

10,5 
1,2 
0,1 

37,6 
39,8 

2,3 
9,8 

6,0 
3,3 
0,5 

13,9 

6,0 
7,2 
0,7 

10,9 
1,2 
0,0 

38,1 
39,9 

2,3 
94 

5,8 
3,2 
0,5 

14,0 

6,1 
7,2 
0,7 

10,8 
1,2 

-0,1 
37,7 
40,5 

1,9 
9,7 

6,0 
3,3 
0,4 

14,2 

6,1 
7,3 
0,8 

11,0 
1,2 
0,0 

38,0 
41,2 

2,0 
9,5 

5,9 
3,2 
0,4 

14,1 

6,1 
7,2 
0,8 

10,9' 
1,2 
0,0 

37,7 
41,1 

2,1 
9,8 

5,9 
3,5 
0,4 

13,9 

6,0 
7,1 
0,8 

* 11,3 
1,2 
0,0 

38,2 
40,4 

1,8 
9,8 

6,1 
3,4 
0,4 

13,8 

6,0 
7,0 
0,8 

10,1 
1,2 
0,2 

36,8 
40,4 

1,7 
10,5 

6,4 
3,6 
0,5 

15,3 

6,7 
7,9 
0,7 

10,6 
1,1 
0,0 

39,2 
41,2 

The figures are taken from OECD (1992b), pp. 74-89 and OECD (1993b), pp. 75-92. 
The figures for 1991 refer to all of Germany. 
Computed as a residual. 

important in quantitative terms. They constituted 1,2% in 
relation to GDP and a mere 3% of total tax receipts during 
the whole decade. 

Table 13 provides a comparison of the structure of tax 
receipts in Germany with the corresponding structure of the 
EC countries (unweighted average including Germany). In 
general, the two structures do not fundamentally deviate 
from each other. Nevertheless, there are some remarkable 
differences. The first consists in the use of consumption taxes 
and those based on labour. Already at the beginning of 
the 1980s, the European Community has relied more on 
consumption taxes than Germany (30,6 versus 27,0% of the 
respective total tax revenue) and less on taxes based on the 
use of labour (28,7 versus 34,3%). During the 1980s, these 
differences in the tax structure have not diminished, but 
— on the contrary — have increased. Thus, in 1990 consump
tion taxes in the Community amounted to 31,4% of total tax 
receipts, compared to 26,6% in Germany, whereas taxes 
based on labour were lower in the Community (28,2%), 
compared to 37,5% of total tax revenue.1 Other differences 

can be observed in the use of corporate profit taxes and taxes 
on property. For each of these two tax items, the share of 
total tax revenue has been smaller in Germany than in the 
EC countries. This is true for 1980, and in 1990/91 the 
differences were even larger. For instance, in 1991, the share 
of the corporate profit taxes in total EUR 12 tax receipts 
(7,3%) was nearly 70% higher than the respective tax revenue 
share in Germany (4,3%). 

After unification these differences became even more pronounced since 
taxes based on labour (as a percentage of total tax receipts) increased to 
39,0%, while the EC average rose by much less (to 28,9%). 

It is not easy to understand why the deviations of the 
German tax structure from the EUR 12 average during the 
1980s have not diminished but have actually increased 
— given the official goal of German tax policies to 
increase the proportion of indirect at the expense of direct 
taxes, and the various tax reform measures enacted in order 
to attain this goal (see Table 17). Indeed, this objective has 
not been reached in the period considered: the ratio of the 
yield of direct taxes (on individual income and corporate 
profits) to the yield of indirect taxes (on goods and 
services), which amounted to 1,19 in 1980, was about the 
same in 1991 (1,17). 
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Table 13 

Structure of tax receipts — West Germany and EUR 12 average, 198091 ■ 

1. Taxes on corporate profits 
West Germany 
EUR 12 

2. Taxes on goods and services 
West Germany 
EUR 12 

3. Taxes on use of labour 
West Germany 
EUR 12 

4. Taxes on income of individuals 
West Germany 
EUR 12 

5. Taxes on property 
West Germany 
EUR 12 

6. Miscellaneous 
West Germany 
EUR 12 

7. Total tax revenue 
(as a % of GDP) 
West Germany 
EUR 12 

1
 The figures are taken from OECD (1992b), pp. : 

1980 

54 
6,6 

27,1 
31,1 

34,3 
29,7 

29,6 

27,5 

3,3 
4,6 

0,2 
0,5 

38,2 
36,9 

1981 

5,0 
6,5 

27,3 
31,1 

35,4 
29,8 

28,9 
27,5 

3,2 

4,5 

0,2 
0,6 

37,7 
37,5 

1982 

5,1 
6,6 

26,8 
31,1 

36,0 
29,9 

28,8 
27,3 

3,3 
4,3 

0,0 
0,8 

37,7 
38,6 

Γ489 and OECD (1993b), pp. 7592. 

1983 

5,1 
6,6 

27,5 
31,6 

35,9 
30,0 

28,2 
26,7 

3,4 
4,2 

0 ,1 
0,9 

37,4 
39,8 

1984 

5,4 

6,8 

27,1 
31,8 

36,3 
29,5 

27,9 
26,8 

3,3 

4,1 

0,0 

1,0 

37,6 
39,9 

1985 

6,1 
7,3 

25,7 
31,6 

36,5 
29,7 

28,7 
26,3 

3,0 

4,1 

0,0 
1,0 

38,1 
39,9 

1986 

6,0 
7,4 

25,2 
32,9 

37,2 
29,1 

28,6 
26,2 

3,1 
4,3 

0 ,1 

0,1 

37,7 
40,6 

1987 

5,0 
74 

254 
31,8 

37,4 
28,9 

29,0 
27,2 

3,2 
4,6 

0,0 
0,0 

38,0 
41,2 

1988 

5,3 
7,5 

25,2 
31,9 

37,4 
28,5 

28,9 

274 

3,2 
4,6 

0,0 
0,0 

37,7 
41,1 

(as a percentage of total lax revenue) 

1989 

5,5 
7,4 

25,7 
31,4 

36,3 

284 

294 
26,0 

3,1 
4,7 

0,0 
2,0 

38,2 
40,4 

1990 

4,9 
7,7 

26,6 
31,4 

374 
28,2 

274 
264 

3,3 
4,7 

0,0 
0,5 

36,8 
40,0 

1991 

4,3 
7,3 

26,8 
31,3 

39,0 
28,9 

27,0 

264 

2,8 
4,4 

0,1 
1,6 

39,2 
41,2 

5. Budgetary process1 

5.1. Government tasks and fiscal competences 

The Federal Republic of Germany consists of the central 
level, the Länder and the local authorities, whereby the 
feature of being a government level (in a constitutional sense) 
is attributed only to the central and State levels. The 
federative system is characterized by a mutual involvement 
with respect to die tasks, public expenditure and revenue. 
The attribution of the tasks to the different government levels 
is determined by the competences of legislation. While the 
Länder, according to the Basic Law (Grundgesetz) have the 
general responsibility of legislation, central government 
— via a large number of special competences — de facto 
undertakes the main legislative tasks. Only for public order, 

For a more detailed description of the budgetary process, see Frey 
(1988), Piduch (1988) and von Hagen (1992). 

safety and cultural affairs do the Länder remain exclusively 
responsible. Legislation competences also have a major 
impact on the assignment of public expenditure, since these 
are related to the tasks. The responsibility for financing 
expenditure follows the responsibility for tasks, but this 
connection is mitigated in a number of ways. 

Firstly, the central government can delegate administrative 
tasks to the Länder and fully finances the respective public 
expenditure (socalled Bundesauftragsverwaltung). In 
reality, however, the central government only finances the 
expenditure which immediately serves to fulfil the factual 
tasks, i.e. the operating expenditure, whereas the Länder bear 
the administrative costs. 

Secondly, there are a number of central government laws 
granting cash payments which are distributed by the Länder, 
but which are refunded totally or partly by the central 
government authorities. An example is rent subsidies to 
which the central government contributes half of the costs. 
The share of reimbursement by the central government 
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determines whether the Bundesrat (including members of the 
Länder governments, similar to a second chamber) is to be 
involved in the legislation process.1 

Thirdly, there exists the concept of joint tasks (Gemein-
schaftsaufgaben) of the central government and the Länder. 
The central government takes on at least 50% of the financing 
of the joint tasks. In the decision-making process, the central 
government cannot be outvoted by the Länder. 

Finally, there exist central government grants to the subcen
tral government levels for diminishing regional economic 
disparities, for promoting economic growth and for stabiliza
tion purposes. While the responsibility for these tasks lies 
with the central government, they are to be partly financed 
by the subcentral levels. 

This short description suggests that there are different degrees 
of freedom for the different government levels regarding 
their spending behaviour. The widest margin of manoeuvre 
can be found at the level of the central government. Due to 
special legislation, which is part of the Basic Law, it 
establishes the largest part of the tasks and of the public 
expenditure items. It influences the spending of the Länder 
in a significant way via the Bundesauftragsverwaltung and 
the Gemeinschaftsaufgaben, and it decides on the expenditure 
of the Länder and of local authorities by fixing benefit laws 
(Leistungsgesetze), i.e. regulating public aid to the poor and 
housing assistance. The central government is only restricted 
by decisions of the Bundesrat, if the latter's approval is 
necessary in the legislative process. The Bundesrat is guided 
by the interests of the Länder governments, but often the 
decisions follow the lines of the political parties. Thus, not 
only are the spending restrictions on the central government 
rather modest, but central government is also able to influ
ence decisively the spending behaviour of subcentral govern
ments due to its legislation power. The Länder furthermore 
are restricted by constraints on the revenue side (see below). 
Compared to the Länder, the local authorities have somewhat 
more leeway on the revenue side (see also below), but are 
much more strongly restricted than both other government 
levels on the spending side (not only by the control of 
expenditure of the Länder, but also by the consequences of 
the benefit laws enacted by the central government). 

The public sector revenue side is characterized by a system 
of tax sharing or joint taxation (Gemeinschaftssteuern) which 
encompasses nearly 80% of total tax yield (see Table 14). 
The central government has the right to levy new taxes and 
abolish old ones, to change tax rates and to broaden the tax 
bases. In that respect, the Länder have almost no competences 

of their own, but they can influence the decision-making 
process at the central government level via the Bundesrat. 
This is due to the fact that, as mentioned before, all important 
(direct and indirect) taxes are part of the system of joint 
taxation and, therefore, any change in them requires the 
approval of a majority of the Länder. The local authorities, 
which also participate in the tax sharing, have the possibility 
to increase their tax revenue by raising the rates of the local 
business tax and the real estate tax (the base of which is 
uniformly defined by central government). 

Moreover, there exists a number of fiscal equalization 
measures (Finanzausgleich) not only at the level of the 
Länder (horizontal fiscal equalization), but also between 
the central government and the Länder (vertical fiscal 
equalization). The system of horizontal fiscal equalization is 
rather complex. It essentially consists in two steps:2 the first 
one affects the initial allocation of tax revenue. Revenues 
from income and corporate taxation are allocated broadly 
according to the respective yield collected by the individual 
Länder. In contrast, the allocation of VAT revenue is guided 
by the number of inhabitants of each individual Land. In 
addition, up to 25% of the total VAT revenue share of the 
Länder is reserved for stepping up the tax revenue of those 
Länder, whose total tax revenue per capita (excluding VAT) 
is below the nationwide average. In a second step, Länder 
with a low tax yield get a transfer from other Länder if their 
individual tax power indicator (Steuermeßzahl) lies below 
95% (from January 1995: 92%) of the mean tax power 
indicator for all Länder (Ausgleichsmeßzahl).3 Thus, every 
individual Land's tax yield actually reaches at least 95% of 
the mean tax power indicator. 

The vertical fiscal equalization is, in contrast, oriented at the 
financial needs of the Länder (calculated on the basis of 
various indicators such as the size of the population). It is 
also financed out of the VAT yield, but from the central 
government's share of receipts (up to 2%),4 not that of 
the Länder. 

However, the administration costs are borne in any case by the Länder. 

See Nowotny (1983) or Pommerehne (1988) for a more extensive presen
tation. 
The tax power indicator for an individual Land includes a correction of 
its actual tax revenue for demographic and agglomeration factors, as 
well as for special burdens of a Land. 
This figure is valid up to the end of 1994. Thereafter, the grants-in-aid 
(Bundesergänzungszuweisungen) financed out of this tax source can 
surpass this legal limit. 
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Table 14 
Tax revenue and distribution of tax revenue according to type of taxes and government level — West Germany 1990 ' 

Type of tax 

Shared taxes 
Total 
of which: 
income tax 
corporation income tax 
value-added tax 
local business tax 

Total tax revenue 

(billion DM) 

427,1 

214,1 
41,0 

133,5 
38,5 

of all levels 

(%) 

77,7 

39,0 
7,4 

24,3 
7,0 

Central government level 

Share of 
respective 

tax revenue 
(%) 

45,9 

42,5 
50,0 
65,0 

7,2 

Structure of 
tax revenue 

(%) 

74,8 

34,8 
7,8 

31,2 
1,0 

State government level 

Share of 
respective 

tax revenue 
(*) 

38,8 

424 
50,0 
35,0 
7,2 

Structure of 
tax revenue 

(%) 

86,7 

47,6 
10,7 
27,0 

1,4 

Local government level 

Share of 
respective 

tax revenue 
(%) 

154 

15,0 
— 
— 

85,6 

Structure of 
tax revenue 

(*) 

86,9 

42,8 
— 
— 

44,1 

Central government taxes 
Total 65,9 
of which: 
mineral oil tax 34,6 
tabocco tax 17,4 
alcohol tax 5,2 
other taxes 8,7 

12,0 100,0 25,2 

6,3 
3,2 
0,9 
1,6 

100,0 
100,0 
100,0 
100,0 

13,2 
6,6 
2,0 
3,4 

State government taxes 
Total 
of which: 
wealth tax 
tax on motor vehicles 
beer tax 
other taxes 

25,4 

6,3 
8,3 
1,4 
9,4 

4,6 

1,1 
14 
0,3 
1,7 

100,0 13,3 

100,0 
100,0 
100,0 
100,0 

3,3 
4,4 
0,8 
4,9 

Local government taxes 
Total 
of which: 

9,8 1,8 

real property tax 
other taxes 

Own funds of EUR 12 
Total 
of which: 
customs duties 
own funds of value-
added tax 

8,7 
1,1 

21,4 

7,2 

14,2 

1,6 
0,2 

3,9 

1,3 

2,6 

100,0 

100,0 
100,0 

13,1 

11,6 
14 

Total tax revenue 549,6 100,0 47,6 100,0 34,8 100,0 13,7 100,0 

Computed from Bundesministerium der Finanzen (1992), Tables 12 and 13. 

Regarding the revenue side of Germany's fiscal structure, we 
find that a similar conclusion as in the case of expenditure 
can be drawn: the central government has a predominance of 
control and decision-making power. This could be esteemed 
quite highly with respect to budget consolidation. However, 
the actual system of fiscal federalism in Germany, which 

— when initially introduced after World War II — has been 
strongly oriented on regional equalization goals, i.e. on the 
requirement of uniform living conditions (Angleichung der 
Lebensverhältnisse) and, later on, has been modified and 
more centralized for stabilization purposes, meanwhile turns 
out to be a rather inadequate instrument as regards allocation 
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efficiency (diminished accountability of the centre to the 
diverse needs of subfederai units).1 

5.2. Budgetary rules and procedures 

At the first stage of the budgetary process a draft budget is 
set up. This budget, worked out by the Ministry of Finance, 
is based on the preliminary budgets of the different depart
ments and contains their financial needs. The Ministry of 
Finance examines these preliminary budgets and changes 
positions if there are mistakes or if it is necessary to reduce 
the financial means.2 These corrections require negotiations 
between the institutions involved. If negotiations are not 
successful, the decisions have to be taken on higher levels. 
The draft budget is accompanied by a five-year target plan. 

The central government introduces the draft budget to the 
parliament and it presents the five-year target plan to the 
legislative units for their attestation.3 The introduction of the 
draft budget takes place simultaneously in the two chambers 
of the parliament (in contrast to most other EC countries, in 
Germany the parliament has the right to make budget 
proposals, but this possibility is of no practical importance). 

In the legislative process the draft budget can be modified 
(amendments are subject to various restrictions), whereby 
the budget committee has a crucial influence. The latter also 
considers the first amendments of the Bundesrat. The budget 
will be voted on by the Bundestag after a discussion of its 
modifications. After this vote, the Bundesrat can only change 
the budget by appealing to the mediating committee. Then 
the budget becomes law. The parliaments are subject to 
explicit time-limits by which the budget must have been 
passed. If the time-limit is passed a provisional budget 
— which consists in a prolongation of usually the previous 
budget (on a monthly or quarterly basis) — is implemented. 
The Ministry of Finance is reponsible for the implementation 
of the total budget; the individual ministers are responsible 
for monitoring their budgets. The control of the budget is 
carried out by the parliament and the Rechnungshof (audit 
office), the former being informed about its execution on a 
monthly or quarterly basis. 

The budget does not include all government spending 
activities. Some expenditure programmes are bundled in 
special budgets like the funds of railways, the post office and 
the other public enterprises. According to the constitution, 
incurring public debt is restricted to the financing of invest
ment expenditure ('golden rule'). But actually this rule 
imposes no effective government constraint neither at the 
central nor at the Länder level. Only in the case of local 
authorities does, the golden rule becomes effective, because 
they are submitted to the surveillance of the State authorities.4 

The Minister for Finance has the power to block public 
spending if budget overruns are expected. The individual 
ministers are subject to spending limits imposing constraints 
on the timing of expenditure. In general they must be 
authorized to make actual disbursements. Transferring ex
penditure between the chapters of the budget during the 
execution process is limited. 

The Minister for Finance may authorize larger changes of 
the adopted budget, although there is some limitation. If the 
changes exceed these limits, a supplementary budget and, 
thus, a new budget law is required and must be passed under 
the same rules as the original budget. The submission of such 
a supplementary budget has increasingly become the usual 
practice in Germany. Also subject to limitation is the 
carrying-over of non-exhausted spending authorizations to 
the next fiscal year. 

6. Margins for fiscal consolidation 

6.1. Scope for consolidation on the revenue side 

In the light of the recent increase in total tax burden and the 
planned further exploitation of many tax sources and of 
non-tax receipts in 1994/95, it is difficult to identify major 
possibilities for raising additional public revenues which 
do not seriously endanger competitiveness of the German 
economy as well as tax compliance. Indeed, there are 
arguments suggesting a reduction in direct taxation while on 
the other hand increasing indirect taxes. This would also be 
in line with the often officially announced, but still not 
effectively realized, goal of tax policy (see Table 15). 

For this reason von Weizsäcker (1987, p. 22) once spoke of the German 
'pseudo-federalism'; see also the critical evaluation by Zimmermann 
(1987) and Pommerehne (1988). For a general discussion of the 
subsidiarity principle in this context, see CEPR (1993). 
Initial budget guidelines which may specify the overall limits on the 
budget size are set by the Minister for Finance. 
The commitment to these targets is mainly political and not binding, i.e. it 
demonstrates political preferences and expresses the wish of undertaking 
policy measures addressed to reach these goals. 

Moreover, at local level there is, in addition, a strict distinction between 
administrative budget to be financed by current receipts and capital 
budget to be financed, besides current receipts, by incurring debt. This 
serves as another constraint to local communities because their share of 
tax revenue of total receipts is rather low (about 33% between 1979 and 
1989; the respective share in the case of the Länder was about 70% and 
in the case of the central government about 80%; see Bundesministerium 
der Finanzen (1992), pp. 90-92, p. 141, p. 196 et seq.). 
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Table 15 

Contribution to budget consolidation of revenue categories in Germany 

Total' Share 
(asa% 

ofGDP)" 
1991 

1. Taxes on portfolio 

income of individ

uals 

2. Taxes on corporate 

profits 

3. Taxes on goods 
and services 

3.1. VAT 

3.2. Excise duties 

3.3. Other taxes 

4. Taxes on use 
of labour 

4.1. Social security 
contributions 
— employees 

4.2. Social security 
contributions 

— employers 

4.3. Social security 
contributions 

— selfemployed 

4.4. Other taxes 

5. Taxes on income 
of individuals 

(0 

(Ü) 

6. Taxes on property 

7. Miscellanous taxes 

8. Nontax revenues 

Rates; bases 

Elasticity; 

GDP growth 

Rates, if total direct 

tax burden de

creases 

Rates 

Growth of employ
ment and GDP 

Growth of employ

ment and GDP 

GDP growth 

tax expenditure; 

elasticity; 

GDP growth 

Rates; base 

C02tax, if total di
rect tax burden de
creases 

Benefit principle 

privatization 

Tax competition 

Tax competition 

Tax wedge; tax 

avoidance/evasion; 

shadow economy 

Tax wedge; tax 

avoidance/evasion; 

shadow economy 

Base; reduction of Base; 

tax free income; 
tax wedge; 
tax avoidance/eva
sion 

Rate decrease; rates 
if VAT rates are in
creased 

(1,7) 

+ (6,4) 

+ (3,6) 

0 (04) 

ω 

(+) 

+ 

0 

(6,7) 

(7,9) 

(0,7) 

(+/) (10,6) 

() 

(14) 

(+) 

* A + sign indicates a positive contribution to budget consolidation (higher revenues) resulting from relevant automatic and/or discretionary policy changes. The number of singns (one or two) 

indicates the relative extent of the contribution. 
b
 A  sign indicates a negative contribution to budget consolidation (lower revenues) resulting from relevant automatic and/or discretionary policy changes. The number of signs (one or two) 

indicates the relative extent of the contribution, 
c X (+) or () indicates that the impact depends on exogenous and political factors not easy to forecast. A (+/) indicates that there are countervailing impulses at work, whose net effect cannot 

be easily predicted. 
d
 The share of the various revenue categories as a percentage of GDP (1991) is shown in parentheses. 
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The evasion of taxes on portfolio income of individuals 
has recently (1993) been aggravated by the introduction of 
a withholding tax on domestic portfolio income, at a tax 
rate of 30%^ At the same time, the German saver's 
tax-free allowances were increased tenfold (from DM 
600/1 200 to 6 000/12 000 for single/married individuals). 
As in the case of the first attempt (in 1989) to introduce a 
withholding tax on interest income, the reaction has been 
a significant flight of capital to Luxembourg and non-EC 
tax havens (e.g. Austria and Switzerland). The gross yield 
of taxes on portfolio income in 1993 has been estimated at 
DM 24 billion; the effective yield reached so far was DM 
11 billion (Deutsche Bundesbank, Monatsbericht, January 
1994, p. 49). Thus, if the estimated DM 24 billion was part 
of the government's consolidation plan in 1993, the 
introduction of a withholding tax on domestic portfolio 
income cannot be considered as successful, because 
— referring to the 1993 consolidation plan — there remains 
a gap of DM 13 billion so far to be compensated by a 
decrease in public spending and/or by increased public 
debt or by the increase in another or in the same tax. 
Given the lower rates for the corresponding taxes in 
neighbouring countries — even in the case of some EC 
countries like Italy (or Luxembourg, where there is no 
such tax) — we may conclude that there is no room for 
any further increase in the present tax rate. For political 
reasons there is also no possibility to shorten the saver's 
tax-free allowances which have been increased before. 
Finally, because so far no EC directive could be agreed 
upon with respect to the issues, it may be that tax 
competition in the medium term requires the complete 
abolition of a withholding tax on income from savings. In 
total, and with respect to the next two to three years, there 
seems to be politically no scope for budget consolidation 
(as indicated by 0 in Table 15) by increasing rates or 
broadening the base of withholding taxes on domestic 
portfolio income. 

The (statutory) corporate income tax rates in Germany 
which, at the beginning of the 1980s, were high compared 
to nearly all other EC countries, were reduced in 1990, 
but, nevertheless, remain the top rate in the Community, 
because other countries have also significantly decreased 
the respective rates (see Gardner, 1992, p. 58).2 Due to the 
large differences in corporate income taxation between 

countries,3 it is, however, of more interest to consider the 
effective tax rates, i.e. the rate at which a marginal 
corporate investment (taking account of depreciation etc.) 
is taxed. During the last decade, the differences in the 
effective corporate income tax rates in the Community 
diminished significantly (standard deviation in 1981 was 
41,7% around the EUR 12 mean, in 1991 it was 
22,4%), i.e. tax rates converged because high-tax countries 
(Belgium, Denmark, France, Germany, Ireland, Luxem
bourg and Portugal) lowered and low-tax countries (Greece, 
Italy, Spain and the United Kingdom) have increased the 
effective tax burden (see Schaden, 1992). Increasing the 
present corporate income tax burden does not seem to be 
advisable, since the effective German tax rates in 1991 
(36,0%) were in the vicinity of those of some large 
neighbouring countries (France 36,8%, United Kingdom 
38,4%). Moreover, a number of EC countries exhibited 
significantly lower effective tax rates (Belgium 24,0%, 
Greece 18,5%, Luxembourg 30,9%, Portugal 31,1%). 
Consequently, the German Government has decided to 
lower the maximum rate on non-distributed profits (to 
45%) and on distributed profits (to 30%) in 1994, though 
both maximum rates will again increase (to about 49 and 
32% respectively) due to the surcharge of 7,5%, becoming 
effective in January 1995. Overall, there seems to be little 
room to contribute to budget consolidation by increasing 
the rates of the taxes on corporate profits. However, the 
expected cyclical improvement (GDP growth) may lead to 
a modest net contribution to consolidation (as indicated by 
a + sign in Table 15). 

Harmonization of value-added tax required the elimination 
of the top rates in a number of neighbouring countries, but 
enabled Germany in 1993 to increase the VAT standard 
rate by one more percentage point (to 15%; the last 
increase was in 1983 from 13 to 14%). Since VAT rates 
are still significantly higher in most other the EC countries,4 

there remains some leeway for increasing these tax rates 
(as indicated by a + sign in Table 15). Of course, we 
would expect an increase in tax evasion (although the 

A first attempt to introduce a withholding tax on domestic portfolio 
income was undertaken in January 1989, but it was abolished in July 
1989 due to a decision of the Federal Constitutional Court. 
Until 1990, the tax rate on non-distributed profits was 56% and on 
distributed profits 36%. Since 1990, the former decreased to 50% 
whereas the latter has remained at 36%. From January 1994 on, the rate 
on non-distributed profits will be 45% and on distributed profits 30%. 

This is not only due to the quite different ways of defining the tax base 
and of treating depreciations, but also because corporations are quite 
differently defined. For instance, the share of corporations is very low in 
Germany compared to most other EC countries, because the precon
ditions to become a corporation are much more demanding. German 
enterprises in the form of Offene Handelsgesellschaft (OHG) and 
Kommanditgesellschaft (KG) as well as GmbH and Co KG, which in 
other EC countries are counted as corporations, according to German 
law are not counted as such and, thus, are taxed in the context of the 
individual income tax. 
A well-known exception is Luxembourg, whose low VAT rates induce 
considerable cross-border shopping. However, due to the smallness of 
this country, the German tax losses remain negligible; moreover, 
Germany eventually benefits from more important cross-border shopping 
by inhabitants of countries with higher VAT (like France) which may 
overcompensate these losses. 
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incentives to increase activities in the shadow economy 
may be modest, which can be seen below). Furthermore, 
due to the high total tax burden of individuals most 
recently, such a measure should be combined with a 
compensating decrease in the direct tax burden, especially 
with respect to taxes on individual income, that are far 
above the EUR 12 average. 

Excise taxes have been raised several times in recent years 
in order to narrow the gap to the EC standard. Today, the 
rates of certain excise duties (cigarettes, petrol and alcohol) 
even exceed those in the main neighbouring countries. 
Because of the limited potential for tax evasion and 
cross-border shopping there is (still) scope for a further 
increase in some excise duties. Not surprisingly, the 
German Government has increased the mineral oil tax in 
January 1994 (although the additional tax yield is 
earmarked for the financing of the planned reform of 
public railways). Though this tax increase was significant 
and abolished former price gaps to major neighbouring 
countries (like France), a further increase is disputed. If 
realized, it could strengthen the consolidation effort some
what. 

A change in the level and the rates of social security 
contributions depends on both: (1) the successes in curbing 
social security spending (by reducing the benefits of the 
pension, unemployment and health insurance funds and/or 
by undertaking cost-saving measures through deregulation), 
and (2) the central government's policy with regard to the 
extent of subsidizing the social security funds by transfers. 
Due to the obligation of the central government to raise its 
transfers (as a percentage of total receipts, at least of the 
pension insurance fund), a decrease in the respective 
contribution rate could be expected. Moreover, a reduction 
could also occur because a number of benefits has already 
been reduced and will be further reduced in the future. But 
the expected increase in social security spending may be 
much larger than this potential for a reduction in 
contribution rates. This is partly due to the lack of success 
of a number of reforms in the health and pensions area, 
but also because of increased demand in the aftermath of 
unification. As a consequence, the central government has 
not decreased social security contributions, but has 
increased the rate of the pension insurance contribution 
(from 17,7 to 19,2% of gross wages and salaries) in 
January 1994. Yet there are several reservations about such 
a policy. Over time, social security contributions have lost 
their character of true contributions (in the sense of 'do ut 
des'), and thus are increasingly considered as a pure tax.1 

This is especially true for contributions to the pension insurance fund. 
As a consequence of the permanent and unconvincing discussion about 
the security of pensions in the German media, the popular confidence in 
the efficiency and solvency of the pension insurance fund has diminished. 

Thus the relative tax wedge for private workers will be more 
and more an argument against any further augmentation in 
the short-term perspective. Nevertheless, taxes on the use 
of labour can contribute to budget consolidation, provided 
that a sufficient growth of GDP and consequently of 
employment is regained in the next two to three years (as 
indicated by a + sign in parentheses in Table 15). But in 
the medium-term view, there are even arguments for a 
decrease in social security contributions. Otherwise, tax 
avoidance and evasion and 'going underground' will 
further increase. 

The taxes on income of individuals2 are characterized by a 
personal exemption of DM 5 616 (1990) and by three 
zones of progressivity: in the first zone, between DM 5 617 
and DM 8 153 of personal taxable income, a proportional 
tax rate of 19% is levied. In the second zone, between DM 
8 154 and DM 120 041, a linear progressive tax scale is 
applied (marginal tax rates are increasing linearly from 19 
to 53%). A marginal tax rate of 53% is levied in the third 
zone (DM 120 042 and more). Taxable income arises from 
one of the following sources: profits from enterprises or 
liberal professions; income from present or past employ
ment (including social security benefits in the case of 
sickness, disability or unemployment, and pension benefits); 
income from agriculture and forestry; income from capital 
gains; income from rentals and/or royalties; other kinds of 
income, including income from immovable and movable 
property. For calculating taxable income, taxpayers may 
claim different deductions and exemptions: basically, the 
gross amount of income is reduced by the expenses 
(e.g. transportation costs between home and workplace) 
necessary to earn the respective income. Furthermore, 
committed expenditure, i.e. contributions to the pension, 
health care and unemployment insurance systems, to major 
private insurances (such as accidents) as well as mortgage 
payments can be deducted. Also deductable is extraordinary 
expenditure linked to the maintenance of one's standard of 
living in the case of sickness, physical handicaps or taking 
care of elderly. Further deductions, which are not connected 
to any source of income (and thus are not subsumable 
under the former headings), refer to costs of education, 
donations and subsistence contributions among divorced 
spouses. Finally, child care and household allowances can 
be deducted (in fixed amounts) given that there are 
dependent children in the household. 

Married couples can choose between a separate taxation 
and income splitting for tax purposes (Ehegattensplitting). 
In the latter case, the income of both individuals is added 
and the appropriate tax rate is applied to 50% of 
this amount. 

For a detailed presentation, see Wagenhals (1991). 
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The revenue from taxes on income of individuals (as a 
percentage of total tax revenues) is slightly above the EC 
average. During me 1980s, this share in Germany has 
declined by about 2,5 percentage points, in the other EC 
countries it has decreased by 1 percentage point. At first 
glance, it seems that there is some scope for an increase in 
individual income tax, particularly since the tax rates have 
been reduced several times in the past (see Graph 2). As 
mentioned above, the German Government has decided to 
reintroduce the solidarity surcharge of 7,5% on individual 
and corporate income in January 1995, leading to an 
increase of the maximum marginal tax burden from 53 to 
57%. However, due to a decision of the German 
Constitutional Court, the government is obliged to increase 
the extent of the personal income tax exemption substan
tially only one year later (with effect from January 1996). 
This decision is based on the idea of allowing a tax-free 
income which would be high enough for securing minimum 
living conditions as defined in the law on public assistance 
benefits (Sozialhilfegesetz). Referring to the present situ
ation, this would mean that the personal exemption has to 
be raised from DM 5 616 to DM 10 530, corresponding to 
an expected drop in income tax yield of DM 40 billion per 
year. A possible compensation would be the abolition of 
some allowances and tax deductions in line with the 
decision of the German Constitutional Court, such as tax 

allowances for old age people and for civil servants. 
Moreover, the tax base could be further broadened by 
including some income components, so far not (or not 
fully) accounted for in the concept of income as defined 
by German fiscal policy. These include wage supplements 
due to night and Sunday work, transfer payments, in 
general and pension payments as well as income earned as 
a pensioner (pension payments are so far not fully taxed, 
whereas contributions are deductible). In order to broaden 
the tax base additionally, the present system of tax 
expenditure (in the form of tax exemption of non-profit 
enterprises and tax deduction of grants to such enterprises) 
could be re-examined, because there is a consensus in the 
literature of tax laws that much of the activities run by the 
respective institutions are effectively not in line with the 
basic idea of subsidiarity underlying the tax exemptions 
and deductions.1 

See Ault (1974), von Arnim (1977), Bundesministerium der Finanzen 
(1988) as well as Sachverständigenrat (1984, p. 448); the latter especially 
indicates that these kinds of 'hidden subsidies' are captured quite 
insufficiently in official documents. With respect to this misuse, Tipke 
(1993, p. 369) ironically States that 'there is no doubt that the legislator 
would not be willing to spend the same amount of money as an open 
public subsidy [that] he is conceding in this concealed form of 
taxation privileges'. 
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All in all, the announced tax-rate increase in 1995 could 
contribute to budget consolidation, especially in the case 
of regained GDP growth and due to the high yield elasticity 
of the income tax, which itself originates from 'bracket 
creeping' (i.e. automatic increase in the individual tax 
burden due to inflation) and real growth. However, the 
expected drop in income tax revenues in 1996 and 
thereafter due to the substantial expansion of personal tax 
exemption may possibly render the impact of the higher 
tax rate ineffective. This may be all the more true because 
it will not be feasible for political as well as for 
administrative reasons1 to broaden the income tax base (as 
suggested above) in the short run. Moreover, expanding 
the personal tax exemption will inevitably lead to a more 
progressive income tax schedule which is detrimental for 
political as well as fiscal reasons. The yield of the income 
tax may become so elastic that — given the political goal 
not to surpass a crucial share of income tax (as a 
percentage of GDP)— there is an increasingly repetitive 
need to reduce tax rates. This is even reinforced when 
individual burdens towards the various social security funds 
are included (see above). 

It is well known from the empirical literature2 that the 
(marginal) tax burden provides an incentive to 'go 
underground', i.e. to participate actively in the shadow 
economy and/or to avoid/evade taxation. This is especially 
true with respect to the individual income tax, but also for 
social security contributions if the latter are perceived as a 
tax and not as a true contribution. Using West German 
data for the period 1952-86, Weck-Hannemann, Pom
merehne and Kirchgässner (1988) have shown that this 
seems to be the case. The (average) marginal rate of 
income tax, taken as a major determinant of the private 
demand for money (as an indicator for the extent of 
activities in the shadow economy), always exerted a stable, 
positive and highly significant impact. Social security 
contributions until the mid-1970s had an inverse, positive 
effect which, however, was not significant. Expanding the 
observations to the mid-1980s, the sign of the respective 
variable became positive and the coefficient turned out to 
be significant. Indirect taxes, also included in the 
econometric analysis, never turned out to constitute a 
significant incentive to become active in the shadow 
economy, although an increase in the tax rates does not 
exclude an increase in tax evasion.3 In all, these results are 

Roth (1994, p. 9), for instance, reports that there is a need for at least 
20 000 additional public tax experts in order to be able to handle the 
elusive problems connected with tax expenditure. 
See, for example, Frey and Pommerehne (1984) for a survey. 
This is also confirmed if an alternative approach and for estimating the 
development of the shadow economy is applied, such as the 'hidden 
variable approach', used by Frey and Weck-Hannemann (1985) for 
West Germany. 

in favour of the abovementioned suggestions, i.e. for 
substituting indirect taxes (VAT) for direct taxes (individual 
income tax and social security contributions). According to 
these estimates, an increase in the VAT rate by 1 percentage 
point, in the medium run, would induce a larger contribution 
to budget consolidation than an increase in the (average) 
marginal income tax rate by 1 percentage point. Thus, such 
a substitution would permit a net increase in tax revenue 
and, at the same time, also a decrease in the activities in 
the shadow economy. 

In total, we may conclude that there is no clear-cut 
expected effect of taxes on income of individuals (see case 
(i) in Table 15, in which the parentheses indicate that any 
result strongly depends on the assumptions made with 
respect to exogenous and political factors). A negative 
contribution to budget consolidation is expected in case 
(ii), provided that the rates are decreased, compensating 
for higher VAT rates or for a newly introduced CO2 tax 
(see 'miscellanous taxes' in Table 15), though it seems 
politically unfeasible to introduce such a new tax in the 
near future (two to three years). 

Another option to increase public revenue consists in 
raising the taxes on property, which is advantageous in an 
environment increasingly prone to tax competition. This 
has been recognized by the German central government, 
which has recently decided to double the respective tax 
rate (from 0,5 to 1 percent) in 1995. 

Finally, there remains the possibility of increasing non-tax 
receipts, a measure which has been used in the recent past 
(in the West, but even more in East Germany) especially 
by the States and local authorities. They all have 
significantly increased fees and charges on services 
provided by public utilities.4 Nevertheless, there is still 
some room for increasing non-tax revenues by introducing 
(or raising) fees and charges for the use of such commons 
like motorways, waterways and airspace, which are so far 
not at all or only marginally burdened. Though this would 
be in line with environmental policy goals, it is, however, 
politically unfeasible in the near future. 

6.2. Scope for consolidation on the spending side 
As there is limited room for manoeuvre on the revenue 
side and as total tax burden in Germany has meanwhile 
reached its historical peak, the largest part of budgetary 

Another kind of non-tax receipts accrues from the sale of State holdings 
(like Preussag and Salzgitter in 1989). However, this possibility is rather 
limited due to the relative small number of State holdings in Germany. 
Moreover, the resulting receipts are of an one-off character and do also 
not affect the deficit according to the Maastricht Treaty, which is not on 
a cash basis and which excludes the proceeds from asset sales. 
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consolidation will have to take place on the spending side, 
i.e. on decreased exhaustive expenditure as well as on 
reduced public transfers (see Table 16). 

Public spending for interest payments (and debt repayment) 
does not provide any consolidation possibility. On the 

contrary, given the present level of public debt and the 
huge financial obligations which will become additional 
official debt in the near future, interest payments will 
further increase and therefore affect any consolidation 
effort negatively and seriously (as indicated by - - signs 
in Table 16, item 10). 

Table 16 

Contribution to budget consolidation of functional expenditure categories in Germany 

Share 
(asa% 

ofGDP)" 
1991 

1. General public 
services 
(a) capital 

formation 

(b) final 
consumption 

(c) transfers 

2. Defence 
(a) capital 

formation 
(b) final 

consumption 
(c) transfers 

3. Public order and 
safety 
(a) capital 

formation 
(b) final 

consumption 

(c) transfers 

4. Education 
(a) capital 

formation 

Reduction of 
government 
employment; 
deregulation; 
enhancing 
administrative 
efficiency; wage 
restraints 

Postponing capital 
formation in West 
Germany 

Reducing deficits 
of public utilities 
by contracting-out 
and privatization 

Overall reduction 

Wage restraints; 
enhancing 
efficiency 

Postponing capital 
formation in West 
Germany 

Expanding capital 
formation in East 
Germany 
Pressure of unions 
against these 
measures 

0,49 

Pressure of unions 
against these 
measures 

(+) 

+ 
0 

Expanding capital 
formation in East 
Germany 

1,91 

1,57 

0,02 

2,26 
0,06 

0,12 

1,45 
0,00 

0,31 
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Table 16 (Continued) 

+■ 

Wage restraints; 
increase in class 
size, in teaching 
load; decline in 
fertility 

Postponing capital 
formation in West 
Germany 

Wage restraints; 
supply incentives 

_b 

Demand for higher 
education 

Expanding capital 
formation in East 
Germany 

Demography 

Total' Share 
(asa% 

ofGDiy 
1991 

(b) final 
consumption 

(c) transfers 

5. Health 

(a) capital 
formation 

(b) final 
consumption 

(c) transfers 

6. Social security 

(a) capital 
formation 

(b) final 
consumption 

(c) transfers 

7. Housing and 

community 

amenities 

(a) capital 

formation 

(b) final 
consumption 

(c) transfers 

Recreational, 

cultural and 

religious affairs 

(a) capital 

formation 

Reduction of 
misuse, of 
generosity and of 
disincentives; all 
partly 

compensated by 
increased transfers 
to household 

Wage restraints 

Volume and 
generosity of 
unemployment 
benefits; fight 
against misuse; 
generosity of public 
assistance benefits 

Postponing capital 
formation in West 
Germany 

Demography; 
immigration 

Increased transfers 
to household 

Expanding capital 
formation in East 
Germany 

Rising 
unemployment 

3,55 

0,26 

0,31 

0 

0 

+ 

5,62 

0,02 

0,16 

2,10 

(+/—) 15,51 

0,71 

0,30 

0,13 

0,21 
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Table 16 (Continued) 

Total' Share 
(asa% 

ofCDP)" 
1991 

(b) final 
consumption 

(c) transfers 
9. Economic services 

(a) capital 
formation 

(b) final 
consumption 

(c) transfers 

10. Other functions 

wage restraints 

Postponing 
infrastructure in 
West Germany 
Wage restraints; 
contracting out; 
privatization 

+ 
0 

Expanding 
infrastructure in 
East Germany 

Reduction of 
subsidies, 
depending on 
struggle of 
interest groups (++) 

Interest payments; 
repayments of 
public debt 

0,47 
0,11 

1,36 

0,80 

3,88 

2,59 
4 A + sign indicates a positive contribution to budget consolidation (lower expenditure) resulting from relevant automatic and/or discretionary policy changes. The number of singns (one or 

two) indicates the relative extent of the contribution. 
b A - sign indicates a negative contribution to budget consolidation (higher expenditure) resulting from relevant automatic and/or discretionary policy changes. The number of signs (one or 

two) indicates the relative extent of the contribution. 
c A (+) or (-) indicates that the impact depends on exogenous and political factors not easy to forecast A (+/-) indicates that there are countervailing impulses at work, whose net effect cannot 

be easily predicted. 
d The share of the various revenue categories as a percentage of GDP (1991) is shown in parentheses. 

Government investment expenditure, which was low at me 
beginning of the 1980s (around 3,5% of GDP), further 
decreased during the decade (to 2,3% in 1990) and only 
recently increased due to unification (to 2,9% of total GDP). 
Thus, there is no major scope for budgetary consolidation 
here. On the contrary, it seems justified to expand investment 
expenditure substantially, especially into infrastructure in 
East Germany (item 9(a)), because it can be considered as a 
complement or even precondition for sustained economic 
growth. Given the relatively high level of economic services 
in West Germany, it seems also justified to postpone 
investment projects into infrastructure for a number of years, 
especially on the local level.1 In total, we expect a slightly 
negative consolidition effect (item 9(a): - ) . 

Another area where we expect countervailing effects of 
capital formation on budget consolidation consists in general 
public services (item 1(a)). Here, too, we would expect 

1 Although capital formation on the local level has significantly decreased 
over the last decade, it seems furthermore to be considered as a 'buffer 
stock', i.e. a further reduction appears politically feasible; see also 
Deutsche Bundesbank, Monatsbericht, February 1994, p. 44. 

capital formation in East Germany to expand, though the 
expansion may be not so large that it would not be compen
sated by postponing capital formation in West Germany. 
Much the same seems to be true for education (4(a)) and the 
health sector (5(a)) as well as for recreational, cultural and 
religious affairs (8(a)). 

A positive and significant contribution to budget consoli
dation may be provided in the housing sector (item 7) by 
switching from public support of essentially capital formation 
to a system of transfers to private households. This could 
allow, on the one hand, a reduction: (i) of the substantial 
misuse of (so far public) housing; (ii) of the significant 
immobility due to in-kind rents gained; and (iii) of generosity 
of in-kind housing benefits (7(a): + +). On the other hand, it 
would increase transfers to private households, though at a 
significantly smaller amount (7(c): - ) 

Among government final consumption expenditure, one 
option may be to reduce defence spending (item-2), in line 
with the recent international détente (peace dividend). This 
is meant particularly with regard to weapon procurement, but 
also to employment levels. There may even be major scope 
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for reducing government employment in general (especially 
in East Germany's overstaffed public sector), particularly if 
this is combined with deregulation and measures for enhanc
ing administrative efficiency (item 1(b)). Another contri
bution consists in wage restraints on public sector em
ployees.1 The impact of all these measures may, however, be 
somewhat diminished by the pressure of unions so that the 
net contribution to budget consolidation becomes smaller, 
though it can remain positive (1(b): +). Similar arguments 
can be made especially with respect to wage restraints, in 
almost all other sectors. In most of these cases the + sign, 
indicating a positive contribution to budget consolidation, 
also takes into account the impact of additional measures 
undertaken in order to enhance administrative efficiency. 
Yet, in reality, they often result in a diminished quality of the 
service and/or show up in the form of additional (welfare) 
cost to the citizen. 

In some areas of government final consumption expenditure, 
such as education (item 4), there seems to be additional scope 
for outlay reduction, mainly in the case of primary education 
due to the decreased fertility rate. However, the increase 
in demand for higher education may require expanding 
educational spending in the longer run. Nevertheless, edu
cation expenditure could be reduced by, for example, an 
increase in the working hours of teachers as well as in the 
size of classes (4(b): +). Besides, the quality of education 
would deteriorate. 

A cut in health consumption expenditure (item 5(b)) largely 
depends on the successful implementation of market mechan
isms into the health system. This true reform would require 
three corner-stones: (1) a deregulation of the supply side in 
order to enhance competition between physicians, between 
chemists and within the pharmaceutical industry; (2) the 
confrontation of the demand-side with the actual costs of 
health care and the reduction of supply-induced demand of 
physicians; and (3) a deregulation of hospitals accompanied 
by a tightening of their budget constraints. These measures 
are aimed at increasing efficiency orientation and reducing 
cost-maximizing behaviour in health care. Such an outcome, 
however, is not very likely due to the well-organized interest 
groups in the health market, whose rent-seeking activities 
must be borne by social security contributors. Thus the 
scope for reducing health expenditure may be undetermined 
(indicated by (+/-)). 

Among public transfers, social security benefits (item 6) 
represent the most important topic. Unemployment insurance 

fund could possibly be reduced in a long-term perspective, if 
— as in the case of public sector employees — wages and 
salaries will become in general more differentiated (the lack 
of differentiation can be considered to be a major cause of 
unemployment). In the short run, unemployment benefits can 
be better controlled with respect to their misuse. A reduction 
of unemployment benefits may also contribute to a decrease 
in deficits. Moreover, this could also diminish the incentives 
for cheating the unemployment insurance fund. However, 
such a policy cannot be maintained in the face of a high and 
still increasing unemployment rate. To secure its re-election, 
the government has to enforce labour market policy, i.e. 
vocational and training programmes, government employ
ment programmes, etc. 

The possibilities of reducing the outlays of pension schemes 
may be even more limited. As mentioned above, the pension 
insurance funds are faced with an unfavourable demographic 
development. Due to declining participation rates and be
cause life expectancy is increasing, the financing of pension 
payments will create more and more problems in the future. 
Some savings, respectively a reduction of the probable 
increase in pension outlays, could be achieved by raising the 
age-limit for full pensions (this is part of the pension reform 
enacted in 1992). Perhaps a greater impact would be achieved 
by switching from the present system, based on the pay-as-
you-go principle, to a system relying on a fully-funded basis. 
Once again, for political reasons, this possibility seems to be 
rather unlikely. 

Since the scope for reducing these kinds of government 
transfers looks quite limited, the question arises whether 
the transfers of supplementary character, such as public 
assistance, could be reduced, particularly because the misuse 
of these transfers seems considerable. However, public 
assistance is granted to those who have dropped out of the 
standard social security system. Therefore, it may seem 
undesirable to undertake major reductions.2 

In total, social security benefits do not only provide the most 
important spending issue in absolute terms, but are also 
the less-predictable spending category due to the many 
countervailing determinants which can be strongly influenced 
by cyclical as well as political factors. The resulting uncer
tainty with respect to the net consolidation effect is, therefore, 
indicated by +/— signs. 

Alternatively, a more pronounced differentiation of salary payments in 
the government sector could be introduced, which would also permit 
offering better pay to at least part of the civil service. This would in turn 
attract better qualified civil servants. 

One possible reason for undertaking a decrease in public assistance, 
nevertheless, can be found in the need to have some distance between 
the minimum wage income and public assistance, because otherwise 
there is an incentive not to supply labour (or at least not on the regular 
labour market). Such an incentive particularly arises because the implicit 
tax rate for switching to the official labour market is 100% (the tax rate 
may even exceed 100%, if the renunciation of public assistance includes 
the fall away of further benefits). It would, however be mitigated by a 
suitable negative income tax aimed at avoiding such corner solutions. 
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A positive contribution to budget consolidation can be 
expected in the field of general public services (item 1(c)) by 
contracting-out and privatization, both allowing the reduction 
of net transfers to public utilities. Yet, a major burden of 
consolidation could fall on government subsidies to the 
private sector, i.e. to farmers and the coal and steel industry,1 

but also to more innovative sectors like the aircraft industry. 
Of course, it crucially depends on national political interest 
group struggle and not on pure economic reasoning, but 
also on pressure from the European Community, whether 
subsidies for the non-competitive sectors will be reduced 
significantly. In the case of innovative industries, however, 
pressure from the Community presumably will work in the 
opposite direction — though the economic reasons for 
subsidizing are not convincing either. 

7. Concluding remarks 
In this report we present figures on the fiscal evolution in the 
Federal Republic of Germany before and after unification 

See Bundesministerium der Finanzen (1994) for a detailed proposal with 
respect to public subsidies for the coal industry. Of course, the plans of 
reducing subsidies to the coal industry will not find favour with the 
respective interest groups. Nevertheless, there is a chance that they may 
succeed when the financing of the subsidy, consisting so far in a 
supplement on energy prices paid by West Germans, is extended to East 
German producers and consumers in January 1996. Such an extension 
seems to be politically feasible only in the case of at least a partial 
financial compensation of East Germans. However, the amount of 
compensation would be substantial and it seems unlikely that it can be 
financed in the present fiscal situation and even less so in the near future. 

and we discuss the development between 1980 and 1992 with 
respect to possibilities for budget consolidation. Whereas in 
the early 1980s, mainly characterized by cyclical phenomena, 
budget consolidation could be achieved, one decade later the 
situation looks quite different: at least, since unification, 
structural phenomena, also existing during the 1980s, are 
predominant. Therefore, deficit spending which has been the 
basic fiscal réponse to unification (at least up to the end of 
1991), seems to have been an inadequate reaction. Deficits 
have meanwhile reached an amount whose impact is restric
tive rather than promoting macroeconomic performance. And 
in view of the substantial further increase in public debt in 
the next two years the economic performance may even 
deteriorate further, since a continued upward drift of the 
fiscal burden in relation to GDP could seriously and adversely 
affect the behaviour of individuals in the private sector. A 
promising budget consolidation policy requires satisfactory 
expectations of private sector agents. Thus, the prerequisites 
for such expectations leading to a recovery of growth 
(crowding-in) include a consolidation on the public spending 
side at all government levels, keeping in mind that the basis 
for future growth, i.e. public capital formation, must not 
be neglected. 

All in all, fiscal consolidation, for many reasons, seems to be 
much more difficult today than a decade ago. Tight public 
spending control is warranted and seems necessary in order 
to solicit understanding, acceptance and support for the 
austerity policy and to redirect private agents' expectations. 

Table 17 
Major discretionary revenue changes in Germany, 1980-93 ' 

Year Taxes on portfolio Taxes on 
income of dividends corporate profits 

Value-added 
tax 

Excise duties Social security 
contribution 
of employees 
and employers 

Taxes on 
individual income 

Taxes on 
property 

Non-tax 
revenue 

1980 (-) abolition of busi
ness tax on wage sum 

(-) increases in tax-
free allowances of 
business tax 

(+) increase in health (-) decrease in tax rate 
insurance contribution 
(to 11,5% of gross 
wages) 

(-) increase in 
Christmas deduction 

1981 (+) increase in mineral (+) increase in pension (-) decrease in tax rate 
oil tax insurance contribution 

(to 18,5% of gross 
wage) 

(+) increase in tax on (+) increase in health (-) increase in general 
spirits insurance contribution deductions 

(to 11,7%) 

(+) increase in unem
ployment contribution 

•4 
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Table 17 (Continued) 

Year Taxes on portfolio Taxes on 
income of dividends corporate profits 

Value-added 
tax 

Excise duties Social security 
contribution 
of employees 
and employers 

Taxes on 
individual income 

Taxes on 
property 

Non-tax 
revenue 

1982 (-) ulerease in busi
ness tax depreciations 

1983 (-) reduction in busi- (+) increase in VAT 
ness tax base rates (6,5-13% to 7%-

1984 — (-) reduction in busi
ness tax base 

(-) increase in busi
ness tax depreciations 

1985 — (-) increase in busi
ness tax depreciations 

14%) 

• 
(-) reduction in VAT 
burden on farmers (by 
5%) 

(+) increase in taxes (-) decrease in pen-
on spirits and spark- sion insurance contri· 
ling wine button (to 18%) 

(+) increase in tobacco (+) increase in health 
tax insurance contribution 

(to 12%) 

— (+) increase in unem
ployment contribution 
(to 4,6%) 

(+)increase in pension 
insurance contribution 
(to 18,5%) 

1986 

(+) increase in the base 
of contribution to all 
social security funds 

(-) decrease in health 
insurance contribution 
(to 11,4%) 

(+) increase in tax on (-) decrease in unem-
leaded mineral oil ployment contri

butions (to 4,1%) 

(-) decrease in tax on (+) increase in health 
unleaded mineral oil employment contri

butions (to 11,8%) 

(-) decrease it tax/ex- (+) increase in pension 
emption from tax on insurance contribution 
vehicles low in harm- (to 19,2%) 
nil substances 

(+) increase in tax on (-) decrease in unem- (-) decrease in lax rate 
vehicles high in harm- ployment contribution progressively 
fill substances (to 4%) 

(-) increase in tax-free 
allowances 

(-) increase in family-
related tax deductions 

(-) decrease in tax rate 
(from 0,7 to 0,6%) 

(-) linear reduction of 
tax base 

1987 (+) increase in sur- (-) decrease in pen-
charge on gas and sion insurance contri-
clectricity (from 4,5 to bution (to 18,7%) 
7,5%) 

(+) increase in unem
ployment contribution 
(to 4,3%) 

(+) increase in health 
insurance contribution 
(to 12,6%) 
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Table 17 (Continued) 
Year Taxes on portfolio Taxes on 

income of dividends corporate profits 
Value-added 

tax 
Excise duties Social security 

contribution 
of employees 

and employers 

Taxes on 
individual income 

Taxes on 
property 

Non-tax 
revenue 

1988 (-) increase in busi
ness tax allowances 

(-) increase in de
preciations for 
small/medium-sized 
firms 

(+) increase in health (-) decrease in tax rate 
insurance contribution progressivity 
(to 12,9%) 

(+) increase in pen- (-) increase in tax-free 
sioncrs' health in- allowances 
surance contribution 
(from 11,9-12,9%) 

(+) expansion of tax 
base 

1989 (+) introduction of 
interest income tax on 
domestic portfolio in
come (January 1989) 

(-) abolition of inter
est income tax on 
domestic portfolio in-
comefJuly 1989) 

(+) decrease in tax free (+) increase in mineral 
allowances for oil tax 
f a n n a s (+) increase in tax on 

diesel vehicles 

(+) increase in tobacco 
tax 

(+) increase in in
surance tax 

(+) introduction of 
taxes on natural/liquid 

(-) doubling of savers' 
tax-free allowances 

(-) increase in de
preciations for invest
ment in rental housing 

(+) privatization of 
State holding (Preus-
sag, Salzgitter) 

(-) abolition of mon
opoly on telecom
munications goods 

1990 (-) decrease in tax rate 
on non-distributed 
profits (from 56 to 
50%) 

(-) since 1990: release 
of business capital tax 
in East Germany (until 
end-1994) 

(-) decrease in sur
charge on gas and 
electricity (to 8,25%) 

(-) decrease in tax on 
lorries 

(-) decrease in tax on 
vehicles with con
trolled catalyser 

(-) decrease in health 
insurance contribution 
(to 12,6%) 

(-) introduction of a 
linear-progressive tax 
scale 

(-) reduction in top 
tax rate (to 53%) 
(-) reduction in mini
mum tax rate (to 19%) 

since 1990: release of 
tax in East Germany 
(until end-1994) 

1991 (+) introduction of 
surcharge (7,5%) 

(-) reduction in busi
ness tax burden in East 
Germany 

(+) increase in mineral (+) increase in unem- (+) introduction of 
oil tax 

(+) increase in in 
surance lax (to 10%) 

ployment contribution surcharge (7,5%) 
(to 6,8%) 

(-) decrease in pen
sion insurance contri
bution (to 17,7%) 

(+) increase in 
tobacco tax 

(-) decrease in sur
charge on gas and 
electricity (to 8,0%) 

(+) increase of fees 
and charges of local 
public utilities (es
pecially in East Germ
any) 

1992 (-) abolition of sur
charge 

(-) decrease in sur
charge on gas and 
electricity (to 7,75%) 

(-) abolition of sur
charge 

(+) increase in fees 
and charges of local 
public utilities 

1993 (+) introduction of (-) increase in busi- (+) increase of rate (to (-) decrease in sur-
withholding interest; ness tax deductions 
income tax on dom
estic portfolio income 

7,5/15%) charge on gas and 

(+) (increase in tax on °i,Mt* <to V * ) 
cigarettes (+) increase in in-
(-) decrease in tax on surance tax (to 12%) 
cigars/cigarillos 

(-) increase in savers' (-) increase in tax de- (+) increase in fees 
tax-free allowances duction on corporate and charges of local 
(from DM 600/1200 property public utilities 
to 6 000/12 000) 

(-) increase in tax free 
minimum income 

Including East Germany since unification (1990). A (+) indicates a major expenditure-increasing measure; a (-) a major expenditure-decreasing measure. The table is based on a number of 
summaries of principle economic policy measures, including European Commission (various years), European Economy, 'Supplement A: Recent economic trends, 1980-93; Deutsche 
Bundesbank, Geschäftsberichte, 1980-93; Bundesministerium der Finanzen (1993), as well as Hansmeyer (1985), Hansmeyer/Brettschneider (1988) and Hansmeyer/Willeke (1993). 
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Table 18 
Major discretionary expenditure changes in Germany, 1980-931 

Year General 
public 

services2 

Defence Public 
safety 
and 

order 

Education Health 

(-) programme 
for reduction in 
cost increase 
health sector 

in 

Social 
security 

and welfare 

-

(+) increase in child 
benefits 
(-) decrease in flexible 
retirement age-limit 

Housing/ 
community 
amenities 

-

(+) increase in 
housing benefits 

Recreation, 
culture, 
religion 

Economic 
services 

Other 
functions 

1980 

1981 

1982 

1983 (-) wage restraint 
in government 
sector 

(-) additional (-) decrease in child ben-
programme for efits 
reduction of cost 
increase in 
healtsector 

(-) decrease in 
student benefits 
(Bafog) 

1984 

1985 

1986 (-) blocking of 
consumption ex
penditure at 98% 
of the budget 
plan, of transfers 
at 92% 

(+) introduction 
of educational 
benefits 

(-) decrease in child ben- (-) decrease in 
efits housing benefits 

(-) decrease in ohter so
cial security benefits 

(-) postponing of adjust
ment of pensions (by half 
a year) 
(+) expansion of employ
ment, vocational and 
-training programmes 

(-) decrease in various — 
social security benefits 

(+) increase in child ben- (+) increase in 
efits housing benefits 

1987 

1988 (-) wage restraint 
in government 
sector 

(+) increase in maximum 
length of unemployment 
benefits 

(+) increase in maximum 
length of unemployment 
aid to older people 
(+) increase in pension 
benefits of former child-
caring of older women 

(+) increase in 
private demand 
due to announced 
Health Reform 
Law (to be en
acted in 1989) 

(+) increase 
contribution 
EC 

(+) programme for promoting 
energy investment 
(+) increase in depreciation of 
investment for environmental 
protection 

(+) increase in subsidies to 
steel industry 

(-) decrease in subsidies to 
private enterprises 

(+) increase in subsidies to 
steel industry (for investment, 
reduction of production) 

(+) increase in subsidies to (+) increase in 
steel industry contribution to 

EC 
(+) increase in programme for 
promotion of private capital 
formation 

— 

(+) increase in government 
programme promoting private 
capital formation 

since 1988 (up to 1990): 
(+) increase in subsidies of the 
Kreditanstalt für Wiederauf
bau (KfW) to promote local 
public investment and in 
interest subsidies to small/me
dium-sized private enterprises 
(+) increase in investment of 
the post office 

(+) increase 
contribution 
EC 
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Table 18 (Continued) 

Year General 
public 

Defence Public 
safety 

and 
order 

Education Health Social 
security 

and welfare 

Housing/ 
community 
amenities 

Recreation, 
culture. 
religion 

Economic 
services 

Other 
functions 

1989 (-) wage restraint 
in government 
sector 

(+) increase in 
maximum length 
of educational 
benefits 

(+) increase in 
students benefits 
(Baffig) 
(+) increase in 
interest subsidies 
promoting dwell
ings for students 

1990 (+) increase in 
wage sup
plements in 
government 
sector 

1991 

1992 

(+) increase in maximum (+) increase in 
length of pension ben- interest subsidies 
efits of former child- promoting ad-
caring ofolder women ditional rental 

(+) increase in child ben
efits 

(+) increase in subsidies to (-) post office re-
small/medium-sezed farms form: division 
promoting alternative prod- into the subsec-
uction tors: post office, 

telecommuni
cations and post 
bank 

(+) increase in subsidies to 
coal production 

(+) increase in transfers 
to German immigrants 

(+) increase in 
subsidies to air
craft industrie 
(Airbus) 

(+) increase in early re
tirement benefits for East 
German population 
(+) subsidies for job cre
ation in East Germany 

(+) increase in 
subsidies for 
public housing 
investment in 
East Germany 

(+) adoption of West 
German pension benefits 
to East Germany 
(-) adjustment of pen
sion benefits to net wage 
(all of Germany) 

(+) credits for modernization 
of former GDR 

(+) credits of KfW to en
terprises in former GDR 
(+) credits to former GDR 
(t) creation of Fonds Deut
sche Einheit (16.5.1990) 
(+) further credits due to unifi
cation (25.10.1990) 

partially restricted (up to end 
of 1994): 

(+) increase in subsidies for 
private/public investment in 
East Germany 
(+) increase in grants for pub
lic investment in East Ger
many's infrastructure 
(+) increase in subsidies for 
environmental protection in 
East Germany 
(+) special depreciation (up to 
50%) for investment in pro
duction capital in East Ger
many 
(+) various interest subdies to 
East Germany by KfW, ERP, 
Deutsche Ausgleichsbank, 
Berliner Industriebank for 
public/private investment 
(+) increase in loan pro
gramme by federal govern
ment, Berliner Industriebank, 
Hermes (export insurance) 
and Treuhandanstalt 

(+) increase of Fonds 
Deutscher Einheit 
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Table 18 (Continued) 

Year General 
public 

Defence Public 
safety 

and 
order 

Education Health Social 
security 

and welfare 

Housing/ 
community 
amenities 

Recreation, 
culture, 
religion 

Economic 
services 

Other 
functions 

1993 

Measures in the future: 
(-) fight against 
misuse of social 
security ben
efits (social aid, 
unemployment 
benefits, em
ployment 
transfers) 

— (-) link of edu
cation benefits 
to private 
household 
income 

(-) decrease in 
housing ben
efits 

Including East Germany since unification (1990). A (+) indicates a major expenditure-increasing measure; a (-) a major expenditure-decreasing measure. The table is based on a number of 
summaries of principie economic policy measures, including European Commission (various years), European Economy, 'Supplement A: Recent economic trends, 1980-93; Deutsche 
Bundesbank, Geschäftsberichte, 1980-93; Bundesministerium der Finanzen (1993), as well as Hansmeyer (1985), Hansmeyer/Brettschneider (1988) and Hansmeyer/Willeke (1993). 
For simplicity, discretionary measures on the expenditure side with a general character like wage restraints arc indicated in the second column. 
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Fiscal developments in Greece, 1980-93 

1. Introduction 
The habitual story of the Greek economy for the last 15 years 
has been the unsustainable path of public debt and deficits, 
the decline in investment and the slackness of real growth. In 
the period 1980-92 the average growth rate of aggregate 
economic activity1 measured as gross domestic product at 
factor cost (GDPF) was only 1,66% per annum, after 
averaging 4,8% in the period 1975-79. In per capita terms it 
was even slower at 1,03% in average. Total investment 
declined from 22% of GDPF in 1980 to 18,5% in 1992, after 
reaching a trough of 16% in 1987. Public debt rose from a 
mere 29% of GDP at market prices (GDPM) in 1980 to the 
alarming level of 107% in 1992. 

What have been the impediments to growth and the causes 
of indebtedness? To answer this question we first briefly 
examine some developments of the Greek economy during 
the preceding decades. The traditional view of economic 
development held that a country offering low wages and 
characterized by an initially low capital accumulation would 
be able to attract investment away from countries with a 
highly paid labour force and low returns to capital. To a large 
extent, the history of high growth rates in post-war Greece 
can be explained by the above paradigm. During the 1950s 
and 1960s foreign investors found Greece to be a country 
with a low accumulation of capital, and a workforce that was 
effectively disciplined through a combination of enhancing 
labour supply from the agricultural sector and repressing 
trade unions' activity — sometimes brutally. In the mean 
time, the State managed to keep an adequate level of 
aggregate demand which, in combination with import barriers 
and factor availability, helped to maintain high levels of 
employment. A series of events in the mid-1970s put an end 
to this process.2 The oil-price shocks of 1973 and 1978 meant 
a reorientation of world production towards more advanced 
technologies, the implementation of which required a differ
ent economic environment than before. Fixed capital invest
ment became scarce and started concentrating in countries 
that could offer a highly skilled workforce, modern infra
structure to support the changing modes of production, and a 
stable institutional framework to minimize the uncertainty of 
expected returns. None of these conditions were adequately 
met in Greece during the last two decades, due to the 
persisting shortage of a skilled labour force, the insufficient 

Output is measured by GDP at factor cost (GDPF) whenever it is related 
to economic activity. When it is related to market activity we use GDP 
at market prices (GDPM). The latter is the convention adopted by the 
European Commission for measuring fiscal indicators in proportion to 
GDP. The former is used to express activity-related expenditure, such as 
investment and exports, as ratios to output. 
In the same period, there has been a worldwide shiñ of emphasis on both 
the mechanics of economic development and the role of demand-push 
policies. 

amount and quality of infrastructure, and an uncertain 
environment stemming either from geopolitical factors or the 
unpredictability of domestic policy measures. 

The single most important characteristic of the Greek econ
omy in the post-1974 period was the gradual reduction of 
national resources allocated to investment. Private and public 
investment taken together averaged 23% of GDPF between 
1975-79, but then started falling to reach a record low of 
16% in 1987. Following the relative stabilization of the 
economy achieved in 1987, investment started rising again 
to a modest 18,5% in 1992 but without any clear tendency to 
grow further. Growth followed the same pattern. In contrast, 
the growth rate of private consumption remained always 
positive even in periods of severe contraction of output, thus 
suggesting strong intertemporal smoothing. In the absence of 
income growth, this had detrimental effects on savings and 
contributed to the fall of private sector investment. 

During the same period, infrastructure was not sufficiently 
expanded or modernized. Public investment averaged 6,1% 
of GDPF in the first half of the period 1980-92, and then fell 
to only 4,9% for the period 1986-92. Both of these Graphs 
were substantially lower than the average of 7% observed 
during the 1970s.3 Similar neglect was shown for the 
advancement of human capital, although the measurement of 
human capital accumulation is more difficult.4 As a result, 
Greece today is facing a large increase in unemployment of 
unskilled labour force, while at the same time there are 
severe shortages of specialized workers. On the other hand, 
the establishment of a genuine democratic system after 1974 
meant that keeping the labour cost at competitive levels 
could not any more rely predominantly on the repression of 
trade-union liberties. Thus, there have been substantial real 
pay rises and the traditional attractiveness of low wages 
faded away without being substituted by advancing the skills 
of the workforce. 

The situation was aggravated by domestic demand-push 
policies naively conceived to boost economic activity and 

The stock of public capital invested in transport, communications and 
electricity, as a ratio to the private capital stock in manufacturing has 
declined dramatically. From a ratio of 1,23 in 1975, public infrastructure 
fell to barely above unity in 1990, after a brief upward spell in 1984-85. 
Christodoulakis (1993a) establishes that this deterioration is strongly 
correlated with, and is Granger-causing, the deterioration of private 
productivity over that period. 
One can form an idea of the neglect by comparing the resources devoted 
to such a task by different countries. In a recent ex post evaluation of the 
Community support framework (ßrennan, 1993), Greece was found to 
have had the lowest allocation of funds during the period 1989-92 to the 
training of the workforce to new skills. Greece spent only 19% of its 
Community funds on human capital development, while the correspond
ing figure was 60% for Ireland, 47% for Spain and more than 40% in 
Portugal. Moreover, various press reports have revealed serious abuses 
of the funds by financing low-quality seminars and subsidizing phoney 
training centres. 
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increase employment. Absent supply-side incentives and the 
rise in demand simply led to more imports and higher 
inflation. From Table 1, one can easily check the develop
ments of unemployment versus inflation, and it is clear that 
no trade-off between the two can be discerned. Thus, 
demand-push policies did not have any significant and lasting 
impact on activity during that period. Public deficit rose 
dramatically — especially during elections — due to the 
higher public consumption and transfer payments, while the 
trade deficit widened by the acceleration of imports and 
the erosion of competitiveness due to the higher prices. 
Nevertheless, economic activity got stuck — a typical 
example of stagflation. Below, we examine some key policies 
and economic developments that contributed to such a de
terioration. 

First, there has been the introduction of wage indexation in 
1982, preceded by a 40% increase in minimum wages. As 
shown in Table 1, labour costs rose dramatically at a period 
when other OECD countries were exercising tight monetary 
policies to restrain inflation. As a result, the inflation rate 
quickly started to diverge from the OECD average and, by 
the end of the decade, the differential was more than 
10 percentage points. 

A second departure from previous practices, was the policy of 
gradual exchange-rate management with a real exchange-rate 
target adopted to maintain export competitiveness. Notwith
standing the fiscal expansion at the same time, pressure on 
the trade deficit was further increasing because Greece had 
to dismantle the protectionist system of subsidies and tariffs 
in its way to European integration. As productivity improve
ments stemming from technological innovation and micro-
economic restructuring were not encouraged by the prevail
ing investment climate and the institutional rigidities in the 
labour market, the manipulation of the nominal exchange 
rate was the only measure left to the authorities to prevent a 
deterioration of trade deficit. This policy, combined with the 
automatic wage indexation policy, further fuelled price 
increases. Two separate attempts of temporary wage freezes 
in 1983 and 1985 aiming to break the vicious circle of 
depreciation and inflation did not have a lasting effect. 
Even more important was the establishment of inflationary 
expectations in the market, and a general lack of confidence 
in the ability of authorities to decide and implement a 
credible and lasting macroeconomic policy. Anticipating 
future inflationary policies, producers were increasing prices 
in advance, thus giving rise to self-fulfilling situations. 

Third, there was an apparent inability of the authorities to 
raise tax revenues sufficient to finance the increased spend

ing. Tax receipts as a ratio to output did not rise substantially 
for two main reasons: 

(i) tax rates on households' income were already high, not 
leaving much room for manouvering. The expansion of 
the tax base proved to be politically costly for a system 
heavily reliant on clientilistic support, and tax evasion 
continued. A property tax introduced in 1982 was quickly 
abandoned, while concessions on corporate taxation 
continued to be the central policy instrument for encour
aging new investment; 

(ii) the introduction of the value-added tax system in 1987 to 
harmonize Greece with the rest of the Community 
was hampered by the administrative inefficiency of tax 
collection. Despite the rise in average rates of taxation, 
the introduction of VAT created more room for evasion 
by enterprises. 

Fourth, there has been a sharp and sustained rise in both 
nominal and real interest rates, in order to make debt 
finance more attractive to investors and compensate for the 
depreciation expectations. 

The above developments dramatically changed the position 
of the country relative to other EC and OECD economies. In 
the 1980s, most of the OECD economies underwent extensive 
rehabilitation by correcting the large fiscal deficits, attracting 
new investment and retraining their workforce to new 
technologies. None of these took place — at least to an 
adequate degree — in Greece. The result was the reversal of 
the trend observed in most of the post-war period during 
which Greece experienced considerably faster growth and 
lower inflation than the OECD economies in average. 

To date, the situation continues to be very serious. Public 
debt will not fall in the following years, unless fiscal policy 
changes drastically. Budget deficit as a ratio to GDPM 
continues to be high at 10%, even after the primary deficit 
has been tamed down to 1,7% in 1991, and turned to a 
moderate surplus in 1992; see Graph 1. Inflation persists at 
around 12% despite the prolonged recession of the Greek 
economy. The privatization plan that has been seen as the 
engine to drive the economy out of recession is implemented 
slowly, and mainly for reasons connected with the financing 
of the deficit. 

Against this background, is there any chance for the Greek 
economy to be stabilized and exit from the recession? The 
answer could be positive only under stringent conditions not 
easily applicable in Greece. However, some change in 
policies and attitudes is noticeable, and perhaps all hope is 
not yet lost. In the first place, the stabilization task for the 
economy of Greece is not out of proportion. Other countries 
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GRAPH 1: Revenues and primary spending (excluding interest payments) of general government 
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in Europe (such as Ireland, Belgium and Portugal) and 
elsewhere have successfully implemented stabilization pro
grammes to reverse a deterioration of public finances of 
comparable proportions. Second, there seems at last to 
emerge some kind of consensus between the main political 
parties that a fiscal redress is necessary for the country not to 
jeopardize its chances for participating in the European 
monetary union. Although concrete stabilization measures 
are not yet clearly spelt out by the new government, there are 
a number of signals that fiscal correction is among the top 
priorities. At the time of writing this report, the government 
has passed a new budget with very ambitious targets on 
revenue collection and a virtual freeze in real spending. The 
main instrument to raise revenues will be a system of 
'objective taxation' of professionals and self-employed, in 
order to curb the widespread tax-avoidance by these groups. 
At the same time, the government calls for the formulation 
of a social contract between the main social partners, in the 
hope that it will mitigate conflict and facilitate an incomes 
policy based on productivity improvements. Such a direction 
of policy marks a serious departure from the populist policies 
of the early 1980s when the Socialist Party was considering 
the extension of benefits as its first priority. 

The present study tries to analyse the determinants of the 
deterioration of public finances, and the scope of expenditure-

reducing and revenue-enhancing policies. Developments in 
the various spending and revenues categories of different 
levels of government, namely the central government, the 
system of social security, local authorities, and public 
enterprises during the period 1980-92, are analysed in 
conjunction with the policy measures and the general econ
omic climate of the time. The paper also provides a descrip
tion of the political influences on the formulation of the 
budget, and reveals that there is a substantial degree of 
political and party interference in the allocation of spending 
and revenues. This helps to explain the occurrence of strong 
political cycles during the last decade in Greece. 

The rest of the paper is organized as follows: Section 2 
reviews the main episodes of economic policy in Greece 
during 1980-92, with emphasis on the various stabilization 
programmes. Section 3 describes in some detail the expendi
ture and revenues as ratios to GDPM for each level of 
government and analyses some crucial features of the welfare 
system and the tax system. Finally, it provides some indices 
for debt sustainability and argues that the primary cause for 
public debt accumulation has been the excessive deficits and 
not the rise in interest rates. Section 4 gives a brief outline 
of the budgeting procedure in Greece, and discusses the 
importance of rules currently missing. Section 5 presents 
some projections of public debt under alternative assump-

101 



Part I — Possibilities for reducing budget deficits in the Community 

tions about growth and real interest rates, and discusses the 
possibilities for revenue-enhancing and expenditure-reducing 
measures. Section 6 summarizes the main findings. Appendix 
A gives information on the data, and the way they were 
analysed in the main paper. Appendix Β analyses the 
behaviour of the budget along the business cycle, and 
Appendix C portrays the estimates of short- and long-run 
elasticities of various budget categories. 

2. Outline of economic policies 

Regarding fiscal developments, the main characteristic of the 
period has been the unprecedented expansion of public 
spending and the concomitant rise in budget deficits and 
government debt. A chain of stabilization measures have 
attempted to reverse the process, but their success was either 
limited or short-lived. Surely the reason is not that there have 
not been enough attempts, neither that there was a shortage 
of policy-makers capable of carrying-out the task. During the 
period 1980-92 there have been four stabilization pro
grammes — two by the Socialist government and two by the 
Conservatives — and 10 Ministers for National Economy. 
Other factors, such as the short-sightedness of the parties in 
power, the influence of pressure groups, and the pre-electoral 
behaviour proved to be more crucial in determining the fiscal 
outcome. During the period 1980-92 there have been five 
general elections, and evidence abounds that the electoral 
behaviour of political parties should largely be held respon
sible for failing to stabilize the economy. One cannot fail to 
see from Graph 1 that spending rises and taxes fall below 
their trends during the election years, revealing a strong 
propensity of political parties to expand in election years. 
Below we examine the major episodes of fiscal expansion 
and the stabilization programmes that attempted to control 
the imbalances. 

2.1. The pre-election spree, 1980-81 

The first major departure from prudent fiscal policy was 
initiated by the Conservative government in 1980-81, before 
the elections of October 1981. Facing the prospect of defeat, 
the incumbent party engineered a massive expansion of 
public spending accompanied by lower taxation — either 
explicitly through the reduction of marginal tax rates or 
implicitly by overlooking the collection of arrears. The 
explanation behind the expansion can be better understood 
by appealing to the literature of public choice and the studies 
on the political business cycle. Adopting an expansionary 
pre-electoral behaviour, the incumbent party serves the 
following objectives: (i) retains the loyalty of its supporters 
in a period of dramatic shift of political preferences; (ii) 
provides its constituencies with favours before the electoral 

loss undercuts their access to the State machine; and, (iii) in 
a more strategic move, undermines the fiscal position of the 
future government by narrowing the room for financing 
ambitious programmes of reforms. ' 

As shown in Table 2, total spending of the general govern
ment rose by more than 5 percentage units of GDPM between 
1980 and 1981, while total revenues fell by 1,4%. As a result, 
the deficit (excluding the fixed capital formation) rose in 
1981 to 6,4% from a mere -0,4% in 1980. Dramatic though 
they may seem, these figures reflect only part of the 
expansionary policy. An additional channel was the credit 
system. Total loans to the private sector increased by 30% 
between 1980-81, compared with a 20% increase in the 
previous year. Not only were the interest rates on loans 
considerably low, in a period of rising interest rates abroad, 
but there was scarcely any evaluation process concerning the 
impact of the project to be financed. At the end, only a small 
part of the loans was actually used to finance new investment, 
while the rest was either used for consumption or redepos i ted 
in the banks under more attractive interest rates.2 This nearly 
exhausted the availability of credit, in a period where 
modernization of Greek firms was mostly needed to face up 
to the impact from EC participation on the competitiveness 
of domestic production. 

2.2. The post-election spree 

The massive fiscal expansion by the Conservative govern
ment did not manage to prevent the landslide victory by the 
Socialists, who came into power with a pledge to expand the 
social welfare system, nationalize major industries, introduce 
trade unions in the management of public compames, and 
enlarge the role of the State. Nevertheless, they were accusing 
the outgoing government of having followed 'scorched earth' 
tactics, implying that the financing of the new welfare system 
was at risk and reforms should probably be postponed until a 
fiscal redress was accomplished. Despite its own warnings on 
the deterioration of public finances, the Socialist government 
found it increasingly difficult to resist the demands of various 
pressure groups for their turn to benefit from the State. The 
first major step towards the new round of spending was the 
decision in 1982 to increase the minimum level of wages by 
40%, as a means to compensate for real wage losses in the 

For a discussion of these issues see Alesina and Tabellini (1987). They 
argue that, in a multiparty system, each government tends to leave a 
legacy of high debt to its successor whenever spending priorities differ 
between the parties. Alesina and Roubini (1990) find that even 'partisan' 
(i.e. ideologue) politicians may engage in pre-electoral fiscal favours that 
will enable them to remain in office. Another reason may be due to the 
presence of fiscal illusion as examined in Tabellini (1991). 
The OECD survey for Greece (1987) refers to this phenomenon as the 
'round trip'. 
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GRAPH 2: Share of mainly public employment1 in total employment 
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past. Implemented in a period of increasing openness to 
foreign competition and with public finances already over
stretched, the measure was a recipe for disaster. Unit labour 
costs rose by 26% in 1982 (see Table 1) and, after a while, 
several firms — especially of medium size — were out of 
business. Unemployment started soaring in levels never 
experienced in Greece in the past1. Many of those firms that 
remained in business show their profits rapidly declining and 
soon became unable to service their borrowing obligations. 
Fearing a further rise in unemployment, the government 
decided that, instead of being liquidated, they should be 
transferred to the Organization for Enterprises Restructuring 
(OAE), a State agency created in 1983 to reorganize and 
manage ailing private firms. At the same time, the rise in 
unemployment intensified the pressure — already exercised 
by party groups — for expanding public employment.2 In 
1982, the number of employees in the civil administration 
and public forces rose by 11,5% relative to the previous year, 
while at the end of 1985 it was 32% higher relative to the 

The distinct rise in unemployment in 1983 should be interpreted with 
care, since in that year there were new criteria for benefit eligibility that 
led to the expansion of the official dole figures. 
An argument for public sector appointments to be chosen among party 
supporters was to achieve a 'political balance' in the State administration, 
and thus compensate for the discrimination practised by the previous 
government against the supporters of opposition parties. 

beginning of the new government term; details are given in 
Table 3. Employment also rose also considerably in the 
wider public sector. Graph 2 shows that the number of 
employees in mainly public non-market services, such as 
administration and health, increased from less than 14 to 
almost 20% between 1980 and 1991. 

2.3. The 1983 stabilization programme 

The growth rate of output in 1982 was only 0,6% after 
stagnating in 1981, while GDP inflation fell only slightly to 
21% after reaching 23,5% — the peak over the period 
1975-92. Public borrowing was at 7,6% of GDPM, and the 
trade deficit ended up above 11% from 6% in 1980, indicating 
a major external imbalance. A stabilization programme was 
introduced in January 1983, in an attempt to control those 
imbalances by postponing several wage increases, devaluing 
the currency by a discrete 10% and pledging for more 
prudent policies in the public sector3. At the same time, new 

To restrict the trade union power in the public sector, the Socialist 
government introduced a registered majority requirement for a strike to 
be legal. Though the measure was never rigorously implemented, it 
indicates how frequently the government had to make U-turns in order 
to remedy the unwelcome consequences of its own policies. 
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legislation was introduced (Law 1262/82) with a plethora of 
incentives for private investment as the means to awake the 
dormant investment activity. 

The results of the 1983 stabilization programme (SP83) were 
rather poor, and private investment did not recover. Instead 
it fell from 13% of GDPF in 1983 to 11% in 1985. Inflation 
fell slightly to 20,2% in 1983, and continued to be the 
highest among the EC economies. Activity remained virtually 
stagnant with a growth rate of 0,4%, while budget and trade 
deficits continued to widen. The following three reasons can 
explain the failure of SP83 to harness the internal and 
external imbalances: 

(i) the lack of accompanying measures to tackle the mount
ing institutional impediments for private sector profita
bility, mainly labour market rigidities, and tax uncer
tainty; 

(ii) the continuation of several policies aiming to enlarge the 
welfare system, by extending the recipients of various 
State grants and transfer payments, and adopting early 
retirement schemes. Quite simply, such measures meant 
that budget deficits will continue to widen in the future 
and, thus, economic agents had no reason to adjust 
their expectations; 

(iii) the short duration of the programme. SP83 was virtually 
— though not officially — abandoned by the end of the 
year, and economic policy was geared to the political 
cycle on the prospect of elections for the European 
Parliament in 1984 and national elections in 1985. 

The two years following the abandonment of SP83 witnessed 
a new pumping of public expenditure. General government 
spending rose by 1,8 percentage units of GDPM in 1984, and 
a further 3,7% in 1985 reaching the level of 43% of economic 
activity in 1985, compared with less than 31% in 1980. The 
deterioration of key macroeconomic indicators was so rapid 
that the need for another stabilization programme verry soon 
became apparent. 

2.4. The 1985 stabilization programme 

To finance its persisting deficits the government was increas
ingly borrowing from abroad. In 1985 foreign debt has risen 
to USD 12,3 billion, or 24% of GDPM, compared with USD 
7,0 billion or 7% of GDPM in 1980. The process of foreign 
debt accumulation appeared to be unstable, due to the fact 
that real world interest rates were becoming much higher 
than domestic growth rates and current account deficits were 
showing no sign of reversal. Other policy measures, including 
the reappearance of wage indexation, and the continuing 

expansion of the public sector, led to a rise in unit labour 
costs, a loss in competitiveness and the creation of an 
adverse business climate that seriously discouraged private 
investment. Before long, the economy was once more 
stagnant, with a high inflation rate and the deficits widening. 
After the Socialist party was provided with a new mandate, a 
stabilization programme was called for in October 1985 
(SP85) with the main purpose of correcting the external 
imbalance. The key ingredient of the programme was a 
discrete devaluation by 15%, accompanied by a tough 
incomes policy that ruled out pay rises in either the public or 
the private sector. It also pledged extensive — though not 
explicit — cuts in public spending, a rise in revenues through 
the elimination of tax-evasion practices, and the creation of 
a business climate conducive to investors. Specific targets 
for public debt and deficit were not announced. 

The program coincided with a number of favourable develop
ments in the world economy, such as the decline of interest 
rates, the fall in oil prices and a recovery in economic activity 
in the major OECD economies. Despite these, the programme 
achieved only part of the announced targets. Real wages fell 
by 9,5% in 1986 and by a further 5,5% in 1987, almost fully 
reversing the gains1 of the early 1980s. However, this was 
achieved at the cost of generating distortions in the wage 
process, as firms — mainly of the public sector — were 
approving demands not apparently related to pay rises, but 
bearing financial obligations for later periods, for example, 
early retirement schemes. Another consequence of the uni
versal freeze of pay rises, regardless of developments in 
productivity, was to make the process of wage negotiations 
inefficient. The result was the accumulation of pressmes for 
future pay rises by several categories of employees who did 
not feel any more obliged to link their demands with 
productivity improvements. 

Inflation fell down to less than 13% at the end of 1987, the 
lower level since 1977, and the improvement of unit labour 
costs allowed exports to rise from 22% of GDPF in 1985 to 
29% in 1987. Total imports fell from 37% of GDPF in 1985 
to 35% in 1988, but this was mainly due to the dramatic 
reduction of oil prices. Non-oil imports actually increased 
from USD 7,3 billion in 1985 to 10,1 billion in 1987, 
confirming the hypothesis of very low price elasticity of 
imported goods in Greece. Private investment in 1988 
reached 12,3% of GDPF compared with 11% in 1985, and 

This development recalls the fate of populist policies in various countries, 
where expansions of demand designed to reduce incomes inequality but 
not supported by economic growth are bound to be reversed at a social 
cost that may surpass the initial political gains. For a discussion, see 
Dornbusch (1989). 
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the economy, after contracting by 0,72% in 1987, grew by 
4,5% in 1988, the highest rate since 1978. · 

However, the increase in private investment was more than 
matched by the decline of public capital formation which fell 
from 7,2% of GDPF in 1985 to 4,6% in 1987. As a 
result, the quality and amount of public infrastructure was 
diminished (OECD, 1992). Combined with the continuing 
institutional rigidities in the labour market, and the shortages 
in the skilled labour force — especially in new technology 
sectors — the deterioration of public infrastructure was at 
least partly to be blamed for private investment not rising 
considerably any further. On the other hand, government 
consumption was barely reduced, revealing the strong influ
ence of pressure groups in the allocation of expenditure. 
Taxes rose only moderately, mainly through the increase of 
marginal rates rather than the expansion of the tax base. 
Thus, deficits continued to be at unsustainable levels, with 
total public debt exceeding 80% of GDPM in 1988. 

Despite the fact that no long-lasting redress of public finances 
was seemed, SP85 was abandoned in March 1988. The 
government announced that the austerity period was over, 
the Minister for National Economy chose to resign, and this 
was interpreted as a clear sign that a fiscal expansion was 
again under way. The Socialist party, tarnished by a major 
bank-embezzlement scandal and having political difficulties 
in securing the prospects for economic recovery, opted for 
staging yet another political cycle for the elections in 1989. 
Once more, the pre-electoral expansion helped neither the 
government to gain popularity nor the economy to exit re
cession. 

ency.2 This was clearly demonstrated in Greece at that 
period. Despite the fact that both parties of the alliance were 
strongly condemning the previous administration for the rise 
of public deficits, they were not prepared to take any serious 
corrective measures in practice. Quite the opposite: one of 
the first measures adopted by the Conservative-Communist 
coalition was to drop the penal consequences bearing upon 
persons with large amounts of tax arrears. This was widely 
— and correctly as it turned to be — interpreted as a signal 
for relaxing the monitoring of tax collection in the future, 
thus encouraging further evasion. Another measure taken by 
the alliance was to cut import duties for large categories of 
private cars, thus depriving the State of badly needed 
revenues and leading to widespread abuses of the scheme. 

A similar situation continued after the new elections in 
November 1989, which again resulted in a hung parliament, 
and parties had now to agree on a government of national 
unity. The fact that an ex-Governor of the Central Bank was 
appointed Prime Minister was initially hailed as a recognition 
of the precarious situation of public finances, and the need 
for immediate and drastic measures to cut spending and raise 
revenues. Alas, none of them happened. A new tax bill 
aiming to curb tax evasion was vetoed by the coalition 
parties in February 1990 before reaching parliament, and a 
stabilization plan submitted by a non-partisan committee of 
senior economists never escaped the realm of thought 
experiments. At the same time, total spending by general 
government reached the unprecedented level of 46% of 
GDPM in 1989 and peaked further to 49% in 1990, while 
total revenues in 1989 fell behind the figure in 1988 by more 
than 2 percentage units. 

2.5. The period of instability, 1989-90 

In the elections of June 1989 the Socialist party lost power, 
but the Conservatives failed to win a clear majority and 
chose to form a fragile alliance with the Communists. 
Stabilization policies are known to be particularly difficult to 
decide upon and implement through party coalitions, because 
each member tries to avoid the cost falling upon its constitu-

The picture appears to be in agreement with the view that stabilization 
programmes may have quick expansionary effects, if the private sector 
is convinced that future budget deficits will be tamed down, and, thus, 
there is no need to raise savings in order to pay for higher taxes later 
(Giavazzi and Pagano, 1990). However, SP85 did not finally achieve a 
sufficient reduction of public spending, and the private sector did not 
rule out a future reversal. Kapopoulos (1993) provides an analysts of 
these developments and concludes that SP85 does not confirm the 
hypothesis of 'expansionary contraction'. 

2.6. Recent stabilization policies 

A new round of stabilization measures was adopted by the 
Conservative government formed after the elections in April 
1990. By that time, public debt was soaring above 95% of 
GDPM, while budget deficit was skyrocketing at 15%. To 
face a looming liquidity crisis, the government imposed an 
emergency tax surcharge, raised the prices of public utilities 
and cancelled a number of early-retirement schemes. In the 
longer run it pledged to reduce the size of the public 
sector by cutting a number of services, privatizing public 
corporations, and liquidating the ailing firms under State con
trol. 

Roubini and Sachs (1989) stress that '...the problem of [a] rapid turnover 
of coalition governments is the[ir] inability to secure agreements among 
partners within a given government'. Without imposing any presumption 
that coalitions are inherently prone to large deficits, their findings appear 
to suggest that large deficits of multiparty governments do occur in 
circumstances of highly adverse macroeconomic shocks. 
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The budget submitted to the parliament at the end of 1990 
envisaged extensive cuts in public spending which would be 
able to generate a primary surplus of 0,7% of GDPM in 
1991, further rising to 5% in 1992 and 1993. The budget 
was also forecasting substantial contributions from non-tax 
revenues coming from the proceeds of privatization; they 
amounted to no less than DR 300 billion or about 3% of 
GDPM. The actual picture turned out to be less optimistic. 
Primary deficits were reduced in 1991, but not to the extent 
envisaged in the budget, and public debt continued to rise; 
see Table 1. A new stabilization plan was finally introduced 
in 1992, that included a heavy increase in petrol tax, the 
reform of the property tax system, the speeding-up of 
privatization, and a pledge for a thorough curb of evasion 
practices. 

The factional frictions within the Conservative party and its 
inability to steer the economy led to early elections in 
October 1993, in which the Socialist party won the office. 
Despite repeated pledges for the opposite, the Conservative 
government did not manage to resist the temptation for a 
pre-electoral expansion. Thousands of new public employees 
were hurriedly hired, collection of taxes was virtually 
abandoned, and public projects were speedily awarded to 
party sympathizers. A new pre-electoral spree in the style of 
1981 was in stage, albeit for a much shorter period. A 
characteristic case was that of the public power corporation 
(DEH), where 7 000 mostly unskilled employees were added 
to the already overstaffed enterprise. A few days later, all the 
new employees were granted tenure by means of an ex
tremely generous collective contract. The company, which 
had its investment budget trimmed in the prospect of 
privatisation, faces bankruptcy. 

The new government has promised that deficit-curbing 
policies will rely on extending the tax base and rationalizing 
the expenditure, rather than raising the tax rates. The target 
for fiscal adjustment remains the salient objective of the 
government, and a clear sign of it was the 1994 budget 
approved by parliament in November. On the expenditure 
side, the government plans to curtail spending by imposing 
restrictions on new public employment, restraining wage 
increases in order not to surpass the inflation rate, and 
curbing abuses of the welfare system. Revenues are expected 
to rise by collecting arrears, introducing a new system to tax 
professionals and the self-employed, and curbing evasion. 

3. Analysis of the budget 

3.1. Expenditure 
Table 2 shows the developments of State finances in the 
period 1980-91, for the general government (GG), while 
spending is shown in detail for the various levels of 

government in Tables 6 to 9. Total spending nearly doubled 
during this period from 30 to 47,8% of GDPM, after reaching 
its peak of 49% in 1990. Revenues rose too, but to a lesser 
extent, indicating the difficulty of extending the tax base and 
monitoring the timely collection of taxes.1 To finance its 
widening deficits the government had to borrow, thereby 
increasing public debt from 29% of GDPM in 1980 — one 
of the lowest in the Community at that time — to the 
alarming level of 107% in 1992 — the fourth highest burden 
in the Community after Italy, Belgium and Ireland. The 
peaks in expenditure and the troughs in revenues occurred 
mainly during the election years 1981,1985,1989 and 1990, 
pointing to the existence of strong political cycles in the 
Greek economy; see Graph 1. Interest payments as a ratio to 
GDPM were also rising rapidly due to the increase in real 
interest rates and the absence of any serious economic growth 
in that period. 

Table 5 examines general government expenditure by func
tional classification. The biggest rise during the period in 
question occurs in civil adm i n ist ration spending which nearly 
doubled from 5,1% of GDPM in 1980 to 8% in 1990, due to 
the large increase of public employment (as shown in 
Table 3 and Graph 2). Defence spending remained broadly 
unchanged as a percentage of GDP. Despite the occasional 
deterioration of relations with Turkey, there has been a 
substantial reduction in the duration of military service, 
leading to considerable savings. The collapse of the commu
nist regimes would have brought about even further cuts, had 
it not been for the geopolitical uncertainty following the 
crisis in the former Yugoslavia. 

Similarly, spending for the Justice Department has been kept 
low, but is likely to rise in the future reflecting high pay rises 
awarded to judges in 1992, and the mounting pressure 
for modernization of the antiquated correction facilities 
in Greece. 

The cost of health has risen by no more than 1% of GDPM, 
mainly because of the geographical expansion of the medical 
care system in the mid-1980s. However, the figure grossly 
underestimates the cost of health care in Greece, since the 
quality and adequacy of public services often results in the 
seeking of medical treatment in private hospitals or abroad, 
a substantial part of which is covered by the State. 

Social security expenditure has almost doubled, from 7,7% 
in 1980 to 13% in 1990, reflecting both an enlargement in 
the number of recipients and a rise in the size of the benefits; 

Figures shown in Table 2 for total revenues tend to overestimate the 
proceeds actually collected by the State, since they include part of the 
transfers to the government by EC and other international institutions. 
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details are given in Table 10. Specifically, during the period 
of the Socialist government, the following expansionary 
measures were implemented: 

(i) a rise in pensions in 1982, following the rise in wages; 

(ii) the number of pensioners increased dramatically after 
1983, due to the introduction of a lower retirement 
threshold (23 years for men, 17 for women), the admis
sion of war and resistance fighters into full-scale or 
partial pension schemes, and the registration of Greek 
refugees repatriated from Eastern bloc countries into 
full-pension compensation, without transferring their 
contributions in those countries to the national insurance 
system in Greece. Figures for public sector pensioners 
are shown in Table 4. In 1989, pensions were granted to 
a large number of persons, mainly from the agriculture 
sector, causing a rise in the number of pensioners of 
almost 20% in that year. Most of these pensions were 
cancelled in 1991 and the number of pensioners returned 
to its previous trend; 

(iii) new welfare grants were made available to support youth 
holiday schemes, recreation facilities for the aged, 
nurseries, etc.; 

(iv) finally, unemployment benefits increased considerably 
due to both the slackening of economic activity and the 
extension of eligibility. Thus, benefits rose from 0,32% 
of GDPM in 1980 to 0,82% in 1991. 

Expenditure for education rose moderately from 2,2% of 
GDPM to 3,3% in 1991, reflecting the expansion of school 
buildings and the creation of new universities during this 
period. However, in per capita terms, expenditure on edu
cation has deteriorated markedly, since the rise of students 
and faculties has risen more than equi-proportionally. For 
example, the average salary of a tenured university professor 
has fallen in real terms by more than 50% between 1983 and 
1992, while similar trends apply for other categories. This 
implies that expenditure on education is difficult to squeeze, 
and is likely to rise considerably in the future. 

3.2. Revenues 

Total receipts by general government have risen from 33% 
of GDPM in 1980 to 44% in 1991, as indicated in Table 11. 
Revenues of the different levels of government are shown in 
Tables 12 to 14. However, a substantial part of this rise is 
due to the increase of transfers. Leaving aside this item, 
revenues of the general government rose only modestly from 
31 to 37% of GDPM (i.e. only by one fifth), which was no 
match for the expansion of spending discussed in the 

preceding paragraph. The major contributor to raising rev
enues was indirect taxation (increased by more than 4% of 
GDPM), after the introduction of the VAT system in Greece 
in 1987. The other part of indirect taxes due to import duties 
declined from 3% in 1980 to around 1% in 1991, after rising 
to 4,5% in the mid-1980s. The fall is a consequence of the 
removal of several tariffs in the process of implementing the 
single European market Directives after 1987. VAT replaced 
most of stamp duties, turnover taxes, regulatory taxes for 
business activity, and a number of excises.1 

Direct taxes in general increased by 2,8% of GDPM, mainly 
through higher taxation of household incomes, and the rise 
in social insurance contributions as shown in Table 13. 
Corporate taxation rose by only 0,5%, due to both a general 
decline in profitability and the ludicrous tax schemes aimed 
to attract the reluctant investor. It is worth observing that 
average tax rates on households and private firms during the 
election years 1981, 1985 and 1989 were invariably falling 
behind the respective figures in the preceding year. This 
suggests that the government was offering tax reductions or 
overlooking collection as a way to increase the spending-
power of voters or special interest groups. 

Taxation on property remained at very low levels during the 
period, averaging around 0,5% of GDPM. Property tax is 
one of the politically most sensitive issues in Greece, 
generating fierce reaction from various groups whenever 
attempts are made to raise it. Lobbies range from the 
builders' guild to the associations of apartment owners and 
the union of civil engineers, who try to portray rises in 
property tax as harmful to investment activity in dwellings. 
In a unique incident, a property tax legislation was announced 
in 1982 by the Minister for Finance and was abolished days 
later. In 1992, a new law was passed by the Conservative 
government but is expected to generate extra proceeds of no 
more than 0,4% of GDPM. Finally, it is remarkable that 
income from the entrepreneurial activity of the government 
has declined as a ratio to GDP, due to the lack of indexation 
in the provision of some public services, and the fact that 
much of the State property is rented to private users on the 
basis of old contracts which are rarely renegotiated. 

Revenues collected by local authorities (LAs) are always 
below 1% of GDPM (see Table 14), due to the fact that local 
authorities in Greece are entitled to collect only minor 

A feature of the pre-1987 indirect taxes was that they were cumulative, 
imposed on more than one stage of production without taking account of 
the preceding taxation. Georgakopoulos (1991) argues that such a 
structure encouraged vertical integration of firms, and perhaps led to 
misallocation of resources. Regarding duties, the pre-1987 regime was 
based on the notional rise of the taxable base of imports by as much as 
three or four times their market value. The result was a heavy 
differentiation in favour of domestic production (ibid). 
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charges on municipal services, (for example, rubbish collec
tion). Currently, there is a debate about whether the local 
authority should levy the property tax in its municipality, and 
then use it to finance part of the local expenditure. However, 
several local authority representatives are opposing the 
proposal fearing that it will make them unpopular with 
the electorate. 

Table 15 shows the revenues of public enterprises (PEs). 
Income from entrepreneurship is falling as a ratio to output, 
despite the increase in the size of public enterprises (see 
Table 9), and the volume of services provided. The main 
reason is that services of public enterprises are deliberately 
underpriced as a means both to control inflation and to 
subsidize private consumption of public services. For exam
ple, during 1981-85, the real fall in the public enterprise 
prices was 17,5% for the electricity company, 34% for 
Olympic Airways and the post office, and 23% for the 
railways; see OECD (1987). 

3.3. Features of the tax system 

In Greece, the tax system is changing frequently and includes 
so many distortions that it seriously undermines incentives 
for (declared) economic activity. The main adverse character
istics of the Greek tax system are the existence of the fiscal 
dividend, the inefficient collection mechanism, the laxity of 
enforcement, and the discretionary emergency payments 
whenever the State finances look frail. We examine them 
in turn. 

As in many other countries, marginal tax rates in Greece are 
not indexed. With a high inflation rate nominal income rises 
and, with the progressive tax structure unadjusted, it bears 
higher taxation. Thus, authorities hope that the lack of 
indexation will lead to higher tax revenues without the 
administrative and political cost of explicitly raising the tax 
rates. There are, however, two opposing factors that tend to 
reduce, and in some cases reverse, the actual fiscal dividend. 
One reason is that fiscal drag multiplies the incentives for 
tax evasion and, as a result, the tax base is gradually 
diminished. The economy may end up in the falling side of 
the Laffer-curve and, despite the higher tax rates on real 
income, real tax revenues are not increasing. Although 
concrete evidence on this phenomenon is hard to produce, 
there are reasons to believe that the persisting inflation during 
the last 15 years is, at least partly, to be blamed for the spread 
of undeclared economic activity in Greece. 

there is a lag between the acquisition of taxable income and 
actual collection of taxes, a higher inflation rate reduces the 
real value of State revenues. When the inflation rate is 
sufficiently high, the erosion of real tax revenues may be 
very important, and even override the gains from seigniorage 
and other forms of inflation tax. 

Both direct and indirect taxes in Greece are collected after 
long delays. For direct taxes the lag is due to the long period 
between the end of the financial year and the time of tax 
evaluation and collection. Tax statements are submitted at 
the beginning of March for the previous calendar year and 
tax obligations are acknowledged at the end of May — at 
best. Payments are then scheduled through the rest of the 
year, but for several cases they are not collected in time. 
Disputes with tax authorities usually take a long time to 
settle, and it is not unusual for the authorities to settle at 
concessionary levels in order to avoid complete repudiation. 
In early 1990 there were unresolved cases involving as much 
as DR 500 billion (about 5% of GDPM). The situation is 
similar regarding indirect taxes. Payments of value-added tax 
are deliberately delayed by firms which use it widely as a 
substitute for working capital, by taking advantage of the lax 
monitoring system. In 1989 the Minister for Finance stated 
that more than DR 300 billion were overdue (about 3% of 
output), and that many enterprises were unable to repay their 
obligations simply because they had invested a large part of 
the VAT proceeds elsewhere. For indirect taxes, the official 
period for repayment is two months, so that lags are shorter 
than for direct tax collection. 

The situation is aggravated in election times when incumbent 
parties tend to write off part of the disputed claims, and 
deliberately delay the clearing of others. This has wider 
repercussions on revenues, as it provides incentives for 
further evasion and increases the administrative cost of future 
tax collection. Christodoulakis (1993b) has established that 
in the presence of inflation the real erosion of tax revenues 
due to collection delays is not fully compensated by the 
benefits stemming from fiscal drag or seigniorage, and found 
that total revenues will rise by a fall in inflation down to the 
range of 5% per annum. Recently, authorities started a new 
plan to curb tax evasion, minimize collection lags, and reduce 
fiscal drag. They have also promised that the tax system will 
not change in either direction, in the event of new strains in 
the budget or for electoral purposes. 

3.4. Debt dynamics and sustainability 

The second is the so-called Tanzi-effect that is found in 
inflationary economies with long delays in tax collection; 
see Tanzi (1978). When tax obligations are not indexed and 

To analyse the sustainability of public debt one should look 
to a number of factors and indicators. If the government 
continuously runs budget deficits, the debt to output ratio is 
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12-month Treasury bill rate adjusted by the rate of change in GDP deflator. 

going to be explosive as long as real interest rates paid on 
debt exceed the growth rate of output. In that case, the 
government has to ensure that primary surpluses will be 
accumulated in the future, in order to compensate for the 
rising interest payments. When the real interest rate is below 
the real growth rate, public debt is again increasing by the 
size of budget deficits, but is not now becoming explosive. 
However, if deficits show a tendency to rise, so will the 
steady-state public debt, and the dynamics in this case are 
not distinguishable from the explosive case. 

Such textbook remarks are highly relevant for the accumu
lation of public debt in Greece. The main question relates to 
whether public debt has reached the present alarming levels 
because of the rise of real interest rates, or was a consequence 
of profligate public finances. In Graph 3, the real interest rate 
on 12-month Treasury bills is plotted together with the output 
growth rate. Their difference determines the net rate of 
accumulation of public debt. Clearly, this rate was negative 
until 1985, implying that real interest payments were declin
ing as a ratio to output due to the faster rise of the latter. 
After 1985 it turned positive due to the continuing rise in the 
real cost of borrowing, and the low growth rates in that 
period. With the exception of 1988 and 1989 the net rate of 
accumulation remains positive for the rest of the period, 
implying explosive dynamics as long as budget surpluses are 

not realized. However, it would be wrong to deduce from the 
above fact that the problem of explosive debt accumulation 
appeared only after 1985. A better assessment is obtained by 
looking at various indicators of debt sustainability, the 
construction of which is described below. The analysis of 
such indicators reveals that budget deficits rather than 
accumulation rates should be held responsible for the steep 
rise in debt, and that sustainability was a problem as early as 
1981. Debt as a ratio to output accumulates according to the 
well-known equation 

b - b_i = (r - n)b_, + g - 1 

where b, g, and t denote debt, spending and revenues1 as 
ratios to output, r is the real interest rate, n the growth rate of 
output, and subscripts denote time periods relative to the 
current one. The net rate of accumulation is (r - n), while 
(g -1) expresses the primary deficit. Indices of sustainability2 

Revenues can be augmented to include seigniorage. This is estimated for 
Greece to be around 2% of GDPM (Alogoskoufis and Christodoulakis, 
1991) and, since it is substantially lower than deficits, its inclusion does 
not substantially alter the results. 
Sustainability in the strong sense is defined as the condition that debt as 
a ratio to output reaches a finite steady-state value, i.e. b = b_i. A weaker 
notion of sustainability only requires that b does not increase faster than 
the accumulation rate, thus the transversality condition lim 
(1 + r - n)_sbs - 0 is satisfied for time index s going to infinity. 
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GRAPH 4: Fiscal indicators: primary deficit and primary gap 

(%ofGDP) 
15 r 

can be obtained by measuring how far the right-hand-side of 
the accumulation equation is away from zero. The following 
alternative measures of this gap are readily defined, in a way 
similar to that described in Blanchard (1993): 

GAP1 = (r - n)b_i + g - 1 

GAP2 = (rH - nH)b_i + g - 1 

GAP3 = (r-n)b_1 + g F - t F 

where superscripts H and F stand for historical and forecasted 
three-year averages respectively. The first measure is the 
so-called primary gap and assumes that current rates and 
deficits will continue. The second is an average gap and 
considers that in the future the rates of interest and growth 
will evolve around their historical averages. The third is 
the medium-term gap that takes into account plausible 
developments of deficits.1 Observe that each of the above 
measures can be written as 

In the present study, the average of actual deficits in the current and two 
following periods is used as a proxy of future deficits; for the years 1991 
and 1992 expected deficits are obtained by averaging current ones with 
the official assumptions of the budget. 

GAPj = tJ-t = g-gJ 

for j = 1, 2, 3, where starred variables denote the level of 
taxes or spending respectively that would allow for the debt 
to reach a finite steady state, under the alternative three 
assumptions. Thus these measures indicate the extent of 
fiscal correction that has to be applied each year to ensure 
strong sustainability of public debt. 

In Graph 4, we plot GAP1 for the period 1980-92 together 
with the primary deficit ( g - t ) . It becomes obvious that 
sustainability was a problem as early as 1981, in the sense 
that to keep public debt at a constant ratio to output required 
a considerable degree of fiscal correction. The gap somewhat 
eased during the periods 1983-84 and 1987-88, while it was 
becoming particularly acute in the election years. In 1992 the 
primary gap was still between 2 and 3% of GDP, indicating 
that further correction is still required to stabilize the debt. 

A second finding can be established by correlating the 
primary gap with the primary deficit. From the graph, it is 
clear that these two are closely related, at least until 1990, 
implying that primary deficits were the main cause of the 
sustainability gap. More formally, the primary gap found to 
have a correlation coefficient of 0,58 with the primary 
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GRAPH S: Indices of fiscal sustainability 
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deficit and only 0,18 with the interest payments term, thus 
reinforcing the previous assertion. After 1990, primary 
deficits have come to very low levels, and it was the interest 
payments that mainly determined the gap. 

The picture does not substantially change by looking at the 
other two indicators, GAP2 and GAP3. By examining Graph 
5, one can see that on average GAP2 is found to be lower, 
and GAP3 higher, than the primary gap, reflecting the 
developments in real interest rates and growth rates. Never
theless, all measures suggest that debt sustainability was a 
problem for the whole period after 1981, while GAP3 reveals 
that it became a problem in 1980. All of them show that the 
pressure has been somewhat eased after 1989, though it still 
remains away from vanishing.1 Of course, fiscal correction 
should be more farreaching in order to reduce the debtto
output ratio to levels acceptable by the Maastricht Treaty. 
This issue is analysed in Section 5, in conjunction with the 
examination of the stabilization convergence plan currently 
being implemented. 

That public debt in Greece was no longer sustainable has been shown by 
Alogoskoufis and Christodoulakis (1991). Calibrating a neoclassical 
open economy model for Greece, they evaluate the size of surpluses that 
have to be realised in order to stabilize the debt under alternative 
assumptions about growth and real interest rates. 

4. Budgeting procedures 

The process of planning the budget in Greece does not follow 
any detailed legislative framework. Thus, the actual outcome 
heavily depends on the relative power of each minister within 
the party and the government. To give a description of the 
budgeting process, it is helpful to describe the steps of 
formulating the budget and submitting it to parliament, and 
then discuss some institutional features of the process. 

4.1. Planning the budget 

Around JulyAugust each year the Minister for Finance asks 
the financial departments of all the ministries to formulate 
and submit their budget proposals for the next financial year. 
Usually there are no limits or explicit rules at this stage, 
though it is widely understood that ministries have to refrain 
from increases over the rate of inflation. The usual practice 
is to apply the socalled incremental approach, according to 
which previous expenditure is taken for granted, and the 
main aim of the ministry is to add new spending categories. 

After the proposals of each ministry are collected, they 
proceed through the General State Accounts Office (hence
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forth GSAO, the Greek term is Genikon Logistirion), and are 
examined in conjunction with the general guidelines issued 
by the Ministry of Finance, presumably in cooperation with 
the Ministry of National Economy. General guidelines from 
the latter are formulated by taking into account the overall 
state of the economy and the targets of economic policy. The 
guidelines are extensively discussed and authorized by the 
governmental committee (a kind of inner cabinet) that has 
replaced the once-powerful governmental council since 1990. 

When aggregate ministerial proposals violate the constraints 
communicated by the Ministry of Finance, a round of bids 
and negotiations starts between the former and the latter. It 
is worth noting that the ultimate arbitrator during this process 
is frequently the Minister for National Economy, not the 
Minister for Finance. The latter is responsible for the 
specialization of budgetary activities and their implemen
tation, but is not invested with the power to set the general 
framework. (The distinction, however, is not very important, 
since it is often the case for the two ministries to be headed 
by the same person.) The ultimate arbitrator is the Prime 
Minister, who intervenes when an agreement between the 
Minister for Finance and the other interested parties cannot 
be reached. It is important to note that the arbitration process 
is not governed by formal rules or an explicit evaluation 
procedure regarding the economic impact of each proposal. 
Thus, the balance of political power inside and outside 
the government is the most crucial determinant of the 
final outcome. 

4.2. Deviations 

Officially the Budget Act authorizes the expenditure items 
for the next financial year. However, the cost is frequently 
underestimated (either accidentally, or deliberately to make 
room for prescribing a higher volume of purchases) and this 
results in further financial commitments for later years. 

It is often the case that the Ministry of Finance appears very 
optimistic about the extent of future rises in revenues, and 
this is used as an excuse for not pursuing drastic cuts in 
expenditure. When revenue forecasts start to be revised 
downwards, it is too late to compensate with symmetric 
revisions of spending. In such cases, the government usually 
opts for emergency measures, involving tax surcharges (as in 
1989 and 1990), raising indirect taxes on goods with inelastic 
demand (as in 1992, with the petrol tax), or postponing 
— though not officially cancelling — the implementation of 
specific spending obligations. 

The planning of the Greek budget is not based on deciding 
upon expenditure according to the revenues that a given tax 

system is expected to yield. Rather, it is the revenues which 
are planned in such a way as to conform with the spending 
requirements decided for the following financial year. Provo-
poulos and Zambaras (1992) conducted Granger-causality 
tests between spending and taxes and were able to show that 
causation goes from the former to the latter, and not vice 
versa. Such behaviour is frequently accompanied by two 
wishful-thinking assumptions on the functioning of the Greek 
economy. The first is a very primitive interpretation of 
Keynesianism, according to which a rise in expenditure is 
bound to augment activity and increase taxable income.1 The 
second assumption is that the income elasticities of taxes 
exceed unity, thus a rise in activity will increase revenues as 
a ratio to output. 

The combination of the above assumptions can perhaps 
explain the optimism of finance ministers regarding the 
rise in revenues, and, failing this, the frequently observed 
deviations between planned amounts and actual outcomes. 
Deviations between forecast and actual spending and rev
enues are shown in Graph 6. During the period 1981-93 there 
has been an average annual excess of net public spending by 
1,4% of the planned amount, and an average shortfall of 
6,2% of expected revenues. Once more, one can confirm that 
deficit-augmenting deviations reached their peaks during the 
election or pre-election periods 1981, 1985, 1988-89 and 
1993. The Graph also reveals that downward revenue devi
ations are more systematic than upward ones in expenditure. 
There has been only one year (1986) during which actual 
revenues exceeded, and only two years (1984 and 1992) in 
which they nearly reached, the planned amounts. However, 
in 1992 this was achieved by the emergency indirect taxes 
on petrol, otherwise the shortfall would have been of 
record proportions. 

4.3. Public investment 

The programme of public investment is separately formulated 
and implemented by the Ministry of National Economy, not 
the Ministry of Finance. This perhaps can explain the fact 
that deviations of this budget are in general very low, since 
the Ministry of National Economy is more concerned with 
the performance of the economy as a whole and has therefore 
stronger incentives to stick with the designed policies. On 
the other hand, the separate responsibility of the two budgets 
sometimes creates serious distortions in government expendi
ture. This happens when unforeseen expenditure is decided 
upon by the Ministry of Finance without symmetrically 

1 It is, perhaps, not a mere coincidence that the majority of macroecono-
metric models used in the past for various types of policy analysis and 
forecasting of the Greek economy are characterized by strong multiplier 
effects; for a survey of those models see Christodoulakis (1993c). 
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GRAPH 6: Expenditure excesses and revenue shortfalls 
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1
 Deviations of planned and actual revenues and primary expenditure of general government, as % of planned amounts. Excess is positive and shortfall negative; data 
for 1993 are provisional as at 26 October 1993. 

adjusting other items in the budget. In such a case the 
Ministry of National Economy may opt for a downward 
adjustment of the public investment programme in order to 
compensate for the rise in public consumption. This seems 
to have happened during the stabilization programme of 
198588, during which public investment was reduced (see 
Table 1) in order to accommodate for the fact that government 
consumption was hard to get down. 

4.4. Voting on the budget 

The parliamentary committee scrutinizes the budget plan that 
is submitted by the Minister for Finance and gives an early 
vote on it. During this process, opposition parties submit 
their own proposals (or mere views) on the plan which are 
classified as accompanying documents, and are subsequently 
submitted to parliament together with the government budget. 

The approval of the budget is considered as of quintessential 
importance for the government to remain in office, and this 
leads to a situation where the vote on the budget is interpreted 
as a confidence vote on the whole range of government 
policies. Accordingly, it is no surprise that in the post1974 
period there has been no rejection of the budget in parliament 

since members of the ruling majority are effectively lined up 
by party whips to support the government. A similar liningup 
procedure applies for opposition parties, who routinely vote 
against the government budget. (The only exception is the 
defence budget which is usually approved by the vast 
majority of parliament as a gesture of national unity over 
external threats.) During the debate in parliament, MPs have 
the right to submit proposals or modifications to the original 
plan, but it is common practice for such amendments to be 
rejected during this stage. 

4.5. Pressure groups 

The most crucial, and yet least traceable, issue of the 
budgetary procedure is the way that pressure groups find the 
way to achieve the channelling of public spending to 
their preferred directions. Special interests are traditionally 
organized around ministries (mainly interests of a corporal ist 
character) and MPs (mainly those of a regional nature). In 
special cases, however, they may get access to the highest 
level of decisionmaking, such as the governmental com
mittee, the Prime Minister's office, or even all of the party 
leaders. (In 1990, for example, the decision to defer a large 
amount of debt of a football club was first taken at the ad 

113 



Part I — Possibilities for reducing budget deficits in the Community 

hoc council of party leaders, and then implemented by the 
Minister for Finance). 

Access to ministers is more important in the preparatory 
phase and during the negotiations between the Minister for 
Finance and the rest. Access to MPs may prove crucial 
especially in cases of efficient log-rolling. Naturally, the 
most powerful influence can be exercised by direct access to 
the Minister for Finance, the Minister for National Economy, 
and ultimately to the Prime Minister. Sometimes log-rolling 
practices are successfully applied between MPs of different 
parties, especially regarding regional or corporatist interests 
which are not exclusively identified with party preferences. 

4.6. Missing rules 

It may have become clear by now that the design, approval 
and actual implementation of the budget does not follow any 
systematic and explicitly laid-out procedure for evaluating 
the impact of, and the interaction between, the various budget 
categories, the periodic re-consideration of past decisions, 
and institutional constraints on pre-electoral deficit-making 
policies. A non-exhaustive list of rules that is currently 
lacking, and the introduction of which that could lead to a 
more rational fiscal process in Greece, is the following: 

(i) There is no institutional framework in which the econ
omic impact of modifications or new proposals can be 
evaluated by experts' committees; 

(ii) There is no explicit constraint enforcing that modifi
cations for higher spending in one category are fully 
matched by a proposed cut in expenditure elsewhere (or 
a rise in revenues). The lack of such a symmetry rule 
increases the pressure for more expenditure by various 
and heterogeneous groups. Group coalitions to jointly 
exercise pressure are easily formed, since each of 
them does not have to argue against the interests of 
another group; 

(iii) The GSAO has the legal power to grant permission for 
upward deviations of expenditure by ad hoc decisions, 
without previous evaluation; 

(iv) There is no system to reward ministries or government 
agencies which ensure that their budget remains within 
the prescribed limits during the financial year. Nor is 
there a mechanism to index past deviations by each 
ministry or organization and use them as an (adverse) 
indicator during the process of negotiations with the 
Ministry of Finance. Therefore, ministries are not en
couraged to be far-sighted and put their demands in 
some intertemporal framework. Usually they only try to 
maximize their spending power in each particular per

iod, in a typical myopic budget-maximizing behaviour. 
All the more, each ministry tends to inflate its requests 
so that, when the opportunity arises, it can produce a 
case for violating the budget and expand spending; 

(v) Also lacking is a system of indexing the achievement of 
revenue targets by various tax departments and individ
ual tax collectors. This does not foster incentives and 
creates room for ministerial intervention in the conduct 
of revenue collection. For example, it is not unusual in 
pre-election periods for tax departments to get informal 
recommendations by their supervisors to show more 
tolerance (or even neglect) towards the collection of 
arrears and the imposition of fines; 

(vi) There is no periodic evaluation of major expenditure 
items. Once a spending category is approved, it tends to 
be taken for granted in the future, even when the 
situation changes drastically from the state under which 
the initial decision was taken; 

(vii) There is no institutional restraint for deficit-enhancing 
policies in the pre-election period, especially when the 
party in office is not likely to be re-elected. Lack of 
fiscal responsibility before the elections necessitates 
tough stabilization measures by the new government, 
which then trim its popularity and provide the excuse 
for yet another pre-election expansion. 

5. The prospects for fiscal correction in Greece 

The government elected in October 1993 has fully endorsed 
the provisions of the Maastricht Treaty on European Union 
as have the main opposition parties. It is only in the political 
margin where one can find open disagreement with this 
orientation. As a consequence, there seems to exist a general 
consensus for the medium-run macroeconomic targets, what
ever the differences among parties and policy-makers on how 
to achieve them. No doubt, EC membership is considered as 
one the most salient characteristics of economic and political 
life in Greece, and it is unthinkable that it will be put in 
jeopardy by a Greek initiative. Given that the Treaty is — to 
the spirit if not to the letter — irreversible, macroeconomic 
policy in Greece will sooner or later be planned with a view 
to achieving convergence towards the other EC countries. 

The success of such an endeavour depends on a number of 
factors, both within and outside the grasp of policy-makers. 
To give a flavour of plausible developments, the path 
of public debt is analysed under alternative assumptions 
regarding the growth rates, the extent of fiscal adjustment, 
and the level of real interest rates. Three highly schematic 
scenaria are examined in turn. In the benchmark case, output 
is assumed to grow at a rate of 2% per annum, real interest 
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GRAPH 7: Projections of public debt under alternative scenaria 
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rates are around 4%, and the government achieves a primary 
surplus of 3% of GDPM.1 These figures are close to the 
projections and targets currently discussed in Greece, though 
a clearer picture will emerge after the approval of the budget 
by the end of 1993. In a more pessimistic outcome, real 
interest rates will rise to 6%, while authorities will only 
manage to keep the primary expenses at balance with 
revenues. In an optimistic turn of events, the economy is 
considered to grow at 3% per annum, primary surpluses will 
be 5% of GDPM and real interest rates will not exceed 4% 
per annum. The evolution of debt is obtained via equation (1) 
for the period 199499. Below we examine the assumptions 
under which each scenario may be realized, and the conse
quences it has on public debt as portrayed in Graph 7. 

5.1. The benchmark case 

The benchmark scenario assumes that no major change 
occurs in the economic, social or political environment. 
A number of additional assumptions are made, such as 
the following: 

(i) the government succeeds in the fiscal correction involv
ing both a considerable rise in tax revenues and an 

This surplus can be achieved by, for example, increasing revenues to 
41% of GDPM, stabilizing expenditure net of interest payments at 
34%, and keeping public fixed capital formation around 4%. Other 
combinations are also possible. 

extensive rationalization of spending, along the lines 
suggested elsewhere in the paper; 

(ii) the privatization programme is slowed down but not 
dramatically abandoned, and by the end of the decade 
large parts of nonstrategic State enterprises pass to the 
private sector. Sale proceeds are used to repay public 
debt, and at the same time budget deficit is reduced as 
the State will be relieved of covering the operational 
losses of many ailing firms; 

(iii) medium economic growth: the implementation of a mild 
fiscal austerity in order to achieve a steady primary 
surplus of 3% will perpetuate the contraction of aggre
gate demand. The beneficial effects in the business 
environment will definitely lead to higher investment, 
but this will take time. Therefore, supply is not going to 
be immediately improved and, as a result, economic 
growth will remain at a rather low rate for a considerable 
period of time. A projected rate of 2% per annum seems 
to be the most realistic estimate for the years up to 2000. 

Under the above assumptions, the debt to output ratio will 
virtually stabilize not much lower than the current level, 
although the risk of uncontrollable developments will be 
removed. Greece will be able to negotiate entry to the EMU 
only if the fiscal requirements of the Treaty on European 
Union are considerably relaxed in the future. 
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5.2. The worst-case scenario 

Things, however, may turn sour if deficits continue to be 
unsustainable and, consequently, debt will not even stabilize 
as a ratio to output. The following reasons are likely to lead 
to such an outcome: 

(i) European and municipal elections in 1994 and a possible 
stalemate in the presidential elections due for 1995 may, 
in the absence of institutional restrictions, jeopardize the 
stabilization programme; 

(ii) borrowing rates will show a tendency to go up, as a 
consequence of the rise in public debt or some other 
exogenous factor. 

Even assuming that the growth rate is not going to be lower 
than 2% per annum, debt as a ratio to output is going to rise 
explosively. Government will then be forced to more radical 
policies, or face the prospect of failing to join the process of 
European integration. 

5.3. The optimistic scenario 

A combination of favourable domestic and geopolitical 
factors may lead to high economic growth in Greece. The 
key assumption is that the growth rate will reach 3% per 
annum on average, exceeding the forecasted EC growth rate 
for the coming years by more than 1%. High growth rates 
require that a number of medium-term targets are achieved 
and some critical conditions are satisfied: 

(i) a thorough stabilization programme is successfully car
ried out in 1994-99, so that primary surpluses as much 
as 5% of GDPM are realized; 

(ii) the decline of public deficit makes room for infrastruc
ture investment and improvement of human capital, 
additional to that envisaged by the second Community 
support framework. Since the allocation of CSF funds 
will be strongly conditional on the progress of the 
economic performance of each country, successful stabi
lization and growth will be mutually reinforced; 

(iii) private investment thrives as the institutional framework 
is stabilized, interest rates decline, lending to the State 
becomes less attractive to investors, and financial uncer
tainty due to soaring public debt is eliminated; 

(iv) Greece acquires a major economic role in the region, by 
undertaking investment in the Balkan countries and 
emerging as the regional centre for financial markets and 
banking services. This requires a smooth transition to 

the post-communist era in the Balkans and the end of 
present conflicts and tensions in the area. 

Under the abovementioned favourable events, public debt 
will decline to 90% of GDPM by 1999, and the prospects of 
Greece joining the EMU become sanguine. Although still 
away from the Maastricht target of 60%, the speed of 
progress may be found satisfactory and Greece will certainly 
achieve a more tolerant examination of its debt position. 

5.4. Deficit-reducing measures 

In this section we draw some judgements on which budget 
items are more likely to contribute to budget consolidation. 
To form such judgements, we combine qualitative infor
mation on the possibility of reducing (increasing) certain 
expenditure (revenue) categories together with some notions 
of flexibility of those items. Flexibility is measured in two 
ways: first, by studying the behaviour of budget categories 
along the business cycle to assess their variability in relation 
to economic fluctuations; second, by estimating short- and 
long-run elasticities of those items with respect to output to 
assess their response to changes in output brought about by 
different levels of growth. 

There are two alternative hypotheses to be investigated in the 
business cycle context. One is that public expenditure and 
revenues are positively correlated with national income, and 
the higher the economic activity the larger the State pro
visions to the welfare system and other public goods supplied 
by the government. The reasoning holds that in good times 
the government finds it easier to finance such expenditure 
from the taxation it levies on the higher level of output. In 
this case, one would expect public expenditure to rise in 
periods of economic peaks and decline during recessions. 
The alternative hypothesis lies with the Keynesian view that 
demand-push policies are engineered by a government during 
recessions, in order to raise the level of economic activity. 
During peaks, resources are overutilized and the government 
should try to reduce aggregate demand in order to ease 
inflationary pressures in the economy. In this case, fiscal 
policy is said to be counter-cyclical with economic activity. 

Details of the analysis are given in Appendix Β for the major 
components of spending and revenues, and Table 20 displays 
the correlation of their cyclical component with that of 
output. The conclusion is that most of the State revenues 
such as taxes, insurance contributions and income of public 
enterprises move procyclically with output and are charac
terized by considerable volatility. The wage bills of various 
State sectors move along with general economic activity and 
seem to vary little during the cycle. In contrast, expenditure 
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by the welfare system is found to be the main anticyclical 
instrument and shows strong variation over the last years. 

Further quantitative information on the extent of change in 
spending and revenue items may come from their elasticities 
with respect to economic activity. They are obtained by 
estimating cointegrated equations, details of which are given 
in Appendix C. Short- and long-run elasticities are then 
shown in Table 21. 

Utilizing the quantitative information of Tables 20 and 21, 
and relying on the experience of budget developments in 
Greece during the last decade, we form Tables 16 and 17 
for plausible revenue-increasing and expenditure-reducing 
measures respectively. Regarding the former, deficit consoli
dation will be helped by mainly curbing income tax evasion 
especially for professionals and self-employed, raising the 
property tax, and curbing the widespread practices of with
holding VAT payments. The latter can be mainly achieved 
by rationalizing spending on functions such as military 
expenditure, the public sector wage bill, interest payment 
restructuring and curbing the abuses in the welfare system. 
Further measures should be taken to enforce hard budget 
constraints on public enterprises, the operational deficits of 
which up to now impose a severe burden on the public 
finances. Measures in this direction should include: 

(i) introducing competition by other public or private firms, 
and using productivity differentials between the various 
firms in performance-linked pay awards; 

(ii) partial privatization of public monopolies by widespread 
ownership that will increase pressure for improved per
formance; 

(iii) separation of public ownership from management con
trol; 

(iv) specification of budget contributions to public en
terprises without the legal possibility of extensions 
during the financial year. 

Tables 18 and 19 summarize the major revenue-increasing 
and spending-reducing measures actually implemented dur
ing the period 1980-92. It is easily noticed that the former 
was mainly attempted by rises in the tax rates, and the latter 
by lowering real wages in the public sector. Both of these 
policies have reached their limits, and in the future the 
consolidation of the budget should rely on different policies. 

6. Summary 
This paper sought to describe the main categories of govern
ment expenditure and revenues in Greece for the period 
1980-92. The analysis included the main macroeconomic 
developments during that period, with special emphasis 
given to the deteriorating path of public finances and the 
accompanying stabilization measures. The main findings can 
be summarized as follows: 

(i) there is strong evidence of political budget cycles 
in Greece, demonstrated by the large expansions of 
government consumption and reduction of taxation be
fore the elections; 

(ii) the exceptionally high increase in general government 
spending and the associated enlargement of the public 
sector did not seem to have helped to boost the economic 
activity. One of the reasons is that expenditure was 
largely directed to consumption and transfer payments, 
at the expense of public investment; 

(iii) the main contribution to the rise in expenditure was from 
the wage bill and the expansion of the welfare system 
in Greece. Transfers to public enterprises and local 
authorities were also substantial. Interest payments be
came much of a problem after 1986 following the rise in 
real interest rates. However, the main factor of debt 
accumulation was the primary deficit, at least until 1991; 

(iv) regarding the flexibility and the cyclically of various 
expenditure items, the analysis established that wages are 
rather inflexible and procyclical with general economic 
activity. The main device of anticyclical policy has been 
the expenditure of the welfare system; 

(v) the budgeting procedure appears to lack an institutional 
framework of evaluating the economic impact, distor
tions and welfare implications of various decisions. 
Political interference is crucial in determining the size 
and the allocation of spending and revenues; 

(vi) finally, both expenditure and taxation are determined 
through highly centralized and unidentifiable processes. 
This deprives local authorities, public enterprises, and 
the social security system of forming individual plans of 
expenditure and revenues, and being responsible for their 
implementation. The present system, by not obeying 
separate budget constraints at each level of centraliza
tion, encourages short-run behaviour within the State, 
increases bureaucratic involvement in the allocation of 
resources, and reduces efficiency. 

117 



Part I — Possibilities for reducing budget deficits in the Community 

References 

Alesina, A. and Roubini, N. (1990), 'Political cycles in 
OECD economies', CEPR discussion paper No 470. 

Alesina, A. and Tabellini, G. (1987), 'A positive theory of 
fiscal deficits and government debt in a democracy', NBER 
working paper No 2308. 

Alogoskoufis, G. and Christodoulakis, N. (1991), 'Fiscal 
deficits, seigniorage and external debt: The case of Greece', 
in: Alogoskoufis, G., Papademos, L. and Portes, R. (eds), 
External constraints on macroeconomic policy: The Euro
pean experience, Cambridge University Press and CEPR, 
pp. 264-303. 

Blanchard, O. (1993), 'Suggestions for a new set of fiscal 
indicators', in: Verbon, H. and van Winden, F. (eds), The 
political economy of government debt, North Holland. 

Brennan, S. (1993), 'The impact of the Community support 
framework: An assessment', Irish Bureau of the European 
Confederation of Industry, Brussels. 

Christodoulakis, N. (1993a), 'Public infrastruchire and pri
vate productivity: A review of empirical studies with an 
application to Greece', AUEB — discussion paper. 

Christodoulakis, N. (1993b), 'Tax collection lags and the 
revenue-maximizing inflation', Empirical Economics (forth
coming). 

Christodoulakis, N. (1993c), 'Macroeconometric studies on 
the Greek economy: A selective survey', AUEB — mimeo. 

Christodoulakis, N., Dimelis, S. and Kollintzas, T. (1993), 
'Comparisons of business cycles in Greece and the EC: 
Idiosyncracies and regularities', CEPR discussion paper 
No 806, and Economica (forthcoming). 

Dornbusch, R. (1989), 'Macroeconomic populism in Latin 
America', NBER Working Paper No 2986. 

Georgakopoulos, T. (1991), 'Some economic effects of VAT 
substitution in Greece: A first ex-post assessment', Greek 
Economic Review, 13,1, pp. 117-134. 

Giavazzi, F. and Pagano, M. (1990), 'Can severe fiscal 
contractions be expansionary? Tales of two small european 
countries', NBER macroeconomic annals, pp. 75-122. 

Haan, J., Sterks, C. and Kam, C. (1992), 'Towards budget 
discipline: an economic assessment of the possibilities for 
reducing national deficits in the run-up to EMU', Economic 
papers No 99, European Commission. 

Kapopoulos, P. (1993), 'Stabilization policies, credibility 
and politics in small open European economies', Ph.D. 
thesis, Athens University of Economics and Business. 

OECD (various years), Country surveys: Greece. 

Perelman, S. and Pestieau, P. (1993), 'The determinants of 
Ricardian equivalence in the OECD countries', in: Ver
bon, H. and van Winden, F. (eds) The political economy of 
government debt, North Holland. 

Provopoulos, G. and Zambaras, G. (1992), 'Are taxes causing 
public spending or spending determines taxation: The case 
of Greece', in: Bitros, G. and Kollintzas, T. (eds) Looking 
for hope for the Greek economy, Athens. 

Roubini, N. and Sachs, J. (1989), 'Political and economic 
determinants of budget deficits in the industrial democracies', 
European Economic Review, 33, pp. 903-938. 

Tabellini, G. (1991), 'The politics of intergenerational redis
tribution', Journal of Political Economy, 99,21, pp. 335-357. 

Tanzi, V. (1978), 'Inflation, real tax revenue and the case 
for inflationary finance: Theory with an application to 
Argentina', IMF staff papers, Vol. 25. 

118 



Appendix A: Data series 

Appendix A 

Data seríes 

Most of the data used in this study come from the latest 
edition of national accounts published in 1992. Data for the 
budget are also published by the Ministry of National 
Economy, and by the Bank of Greece statistical bulletin. 
However, the latter two sources contain data on an accrual 
basis, and are not necessarily classified in the same way as 
in the national accounts. Since the main aim of this study is 
to assess the economic impact of the budget, we opted for 
the national accounts data which are classified according to 
the final use of the budget item. 

In some cases, data were obtained from other sources, 
appropriately stated. 

Throughout the paper, expenditure, revenues, deficits and 
public debt have been expressed as ratios to GDP at market 
prices (GDPM), as is the convention with the data used by 
the European Community. However, some other variables 
such as growth rates, investment, capital stock, etc, are 
more commonly expressed by using the gross domestic 
product at factor cost (GDPF) as a more representative 
measure of the economic activity in the country. Since this 
is somewhat lower than GDP at market prices, our figures 
will tend to be a little higher than those reported by other 
studies where the latter measure of output is used. The 
distinction is made in the text, whenever this is crucial to 
the argument. 
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Appendix Β 

The behaviour of the budget 
over the business cycle 

To investigate whether various budget categories move 
procyclically or counter-cyclically with the overall economic 
activity, the data series for major spending and revenue items 
expressed in real log-terms have been detrended by using 
the Hodrick-Prescott methodology, commonly employed in 
business cycles studies.! The deviation from the stochastic 
trend is treated as the cyclical component of the variable in 
question, and is correlated with various lags of the cyclical 
component of output — here measured as the gross dom
estic product. 

Since the cyclical component turns out to be stationary, its 
standard deviation can be used to provide a measure of the 
volatility of the variable in percentage terms. Comparison 
with the percentage volatility of output provides a measure 
of the (cyclical) elasticity of the variable over the business 
cycle, and this will be useful when later we consider the 
flexibility of various spending and revenues categories. The 
results are reported in Table 20. They have been obtained by 
filtering the data over 1975-91 thus covering a longer period 
than examined in this report. This was dictated by the need 
to allow for a larger sample in the decomposition of the 
series into trend and cyclical component. 

Output was found to have a volatility of 2,14% over the 
cycle, very close to the output volatility in other EC countries 
reported in Christodoulakis et al. (1993). Output fluctuations 
persist for no more than a year, as shown by the correlation 
coefficient being strong in the first period and rapidly 
decaying afterwards. The cyclical behaviour of the main 
budgetary variables relative to GDPM fluctuations is de
scribed as follows. 

However, the breakdown of expenditure into various com
ponents reveals a more complex pattern. Expenditure on 
wages in the public sector appears to be a little more volatile 
than output, and highly procyclical, suggesting a case for the 
first hypothesis. (In Graph 8, the cyclical component of the 
general government wage bill is plotted.) In good times, 
State employees see their income rise, while in recessions or 
under stabilization, measures are usually accompanied by a 
freeze on public sector wages and the number of personnel. 

Non-wage expenditure, which includes transfer payments 
and subsidies, is almost three times as volatile as output, and 
moves counter-cyclically with it. The peak occurs one period 
after an output peak has occurred in the opposite direction, 
suggesting some delay in implementing the counter-cyclical 
policy through this spending item. 

Tax revenues are uniformly found to be much more volatile 
than output, and move procyclically with it. Direct taxes are 
mostly correlated with current period output, and less so with 
past output. In contrast, indirect taxes are found to lead 
changes in output by one and two years. We are not able to 
provide an explanation of this counter-cyclicality; it may 
simply be an artefact due to the structural change in the 
indirect tax regime after 1987. 

Central government 

Main expenditure and revenue items of central government 
display similar volatility and cyclical movements as those 
mentioned previously for the general government. Looking 
at specific items, it is interesting to note that transfer 
payments and subsidies to households and enterprises by 
central government are found to be very volatile and procycli
cal with output. The fact that these items were found to be 
counter-cyclical in the case of general government leads one 
to conclude that transfer payments by the social security 
system have to be the main counter-cyclical device used by 
the government, as analysed in the next subsection. 

General government 

General government expenditure appears to have a lower 
volatility (1,80%) than output, revealing a major inflexibility 
in adjusting over the cycle. The highest correlation coefficient 
(0,48) is found for the contemporaneous term, suggesting 
that general government spending is procyclical and in the 
same phase with output. 

1 For a detailed description of the detrending procedure and the analysis 
of business cycles in Greece in the context of EC economies, see 
Christodoulakis el al. (1993). 

Another major item of central government expenditure is 
military spending which is found to be 1,5 times more 
volatile than output and procyclical. 

Social security system 

With the exception of wages, most of other expenditure items 
are significantly more volatile than output and counter
cyclical. As in the case for both general and central govern
ments, the wage bill shows a strong positive correlation with 
output and only a moderate volatility. Transfers, welfare 
grants, unemployment benefits, and pensions are all found to 
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GRAPH 8: Cyclical components of public wages and welfare transfers 
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vary countercyclically with economic activity; the cyclical 
component is shown in Graph 8. The behaviour of the first 
three is straightforward, since demand for them increases in 
periods of recession. Countercyclicality of pensions could 
possibly be explained in the following way: in periods of 
reflation wages tend to rise, thereby increasing the incentives 
of employees to remain in the labour force. During re
cessions, several people choose to retire as differentials 
between pensions and salaries are reduced. Moreover, finding 
a job in the underground economy while in retirement is 
more pressing during recessions. 

Revenues of the social security system mainly come from 
the national insurance contributions, which are found to vary 
procyclically with economic activity and to be two to three 
times more volatile than output. These findings apply to 
contributions from both employers and employees. 

Apart from wages, the only other social security expenditure 
which moves procyclically with output is the item of sickness 
allowances, suggesting that medical treatment tends to be
come more generous in prosperous times and cut back in 
periods of recessions — a confirmation of the first hypo
thesis. 

Local authorities 

Wages paid to local authority workers are procyclical in this 
case too, while other expenditure shows no clear pattern 
relative to output. Transfers to the local authority from 
central government appear to be very volatile and procyclical. 

Public enterprises 

Income of public enterprises is found to be four times more 
volatile as country's GDP and strongly procyclical. This can 
be explained simply by the fact that demand for public 
enterprise services increases with general economic activity. 
Its high volatility can be attributed to the fact that the number 
of public enterprises was increasing over most of the period 
of the 1980s due to the nationalization policies, and then 
reduced in early 1990s as a result of privatization or 
liquidation. Expenditure by the public enterprises is found to 
be procyclical with, and more volatile than, output. The wage 
bill is again found to be procyclical. 
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Appendix C 
Estimation of elasticities 

Table 21 reports the estimates of short- and long-run 
elasticities of various expenditure and revenue categories 
with respect to GDP at market prices (GDPM). The elasticit
ies provide useful information on the flexibility of various 
items, and, in conjunction with the analysis of the cyclical 
characteristics described in Section 5, can be used to assess 
the potential manouverability of those categories in re
dressing the budget deficit. 

The long-run elasticity is obtained through simple 
cointegration analysis, by regressing the following equation 
and then testing the stationarity of the residual: 

1ηΧ = α + β 1 η Υ + ζ 

where is Y is GDPM at constant 1970 prices, X is the value 
of the expenditure or revenue variable deflated at constant 
prices by the appropriate deflator, and ζ is the residual. 
Stationarity tests for the residual are performed by evaluating 
the Dickey-Fuller test. 

Short-run elasticities are obtained by estimating the follow
ing equation 

Δ1ηΧ = γ + δ Δ 1 η Υ - ψ ζ _ , . 

The estimation period is 1975-91. Assuming that the Dickey-
Fuller statistic is satisfied, the long- and short-run elasticities 
are given by and respectively, which are reported in Table 21. 
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Statistical tables for Greece 

Table 1 
Main economic indicators 

GDP growth rate 

Per capita GDP growth 

CPI inflation 

Unemployment rate 

Real wage growth 

Nominal ULC growth 

Investment' 

Private investment' 

Public investment' 

Public investment/consumption' 

Primary deficit' 

Trade deficit' 

Public debt' 

1980 

2,06 

1,06 

24,81 

2,70 

-241 

15,61 

2 2 3 

16,88 

5,33 

3 2 3 

-039 

5,99 

28,80 

' As a percentage of GDP. 
Source: National accounts, 1992 (figures for 1992 are 

1981 

0,18 

-0,70 

24^5 

4,00 

0,16 

2730 

2030 

15,18 

532 

30,22 

6,41 

7,19 

34,20 

provisional). 

1982 

0,57 

-0,06 

20,92 

5,8(1 

4,62 

2639 

19,99 

1434 

5,66 

3139 

4,19 

11,48 

38,70 

1983 

0,41 

-0,17 

20,20 

7,90 

1,09 

22,19 

19,65 

13,26 

6,39 

34,88 

4,16 

1136 

4430 

1984 

2,93 

2,42 

18,47 

8,10 

2,59 

19,43 

18,01 

11,17 

6,84 

37,27 

4,98 

9,35 

5 3 3 

1985 

3,38 

2,98 

19,31 

7,70 

1,40 

22,61 

1833 

11,05 

7,27 

39,72 

8,73 

12,95 

6230 

1986 

1,73 

1,43 

23,01 

7,40 

-932 

1230 

16,91 

11,05 

5,86 

32,82 

6,96 

9,65 

65,00 

1987 

-0,72 

-0,92 

16.41 

7,4(1 

-531 

11.26 

16,15 

1135 

4,60 

2535 

7,44 

8.36 

7230 

1988 

4,46 

4,25 

1332 

7,60 

4,63 

1431 

16,84 

1230 

4,53 

24,93 

9,75 

7,45 

803) 

1989 

3,66 

3,36 

13,72 

7,40 

3,75 

16,27 

17,87 

13,02 

4,85 

2633 

1331 

9,57 

85,90 

1990 

-036 

-1,41 

20,44 

7,2(1 

-2,80 

1735 

18,92 

14,26 

4,65 

25,40 

14,87 

12,08 

95,30 

1991 

1,77 

0,49 

18,90 

7,70 

-4,00 

11,49 

18,25 

13,20 

5,05 

2 8 3 

11,04 

12,06 

100,90 

1992 

1.50 

0,71 

15,80 

7,70 

-2,00 

10,17 

1838 

1 3 3 

5,32 

30,06 

10,00 

14,65 

106,70 

Table 2 
General government indicators 

Total spending 
(excluding intra-State transfers) 

Interest payments 

Total revenue (excluding intra
State transfers) 

Gross deficit 
Central government 

Gross fixed capital formation 
(excluding capital transfers) 

Public debt 

Borrowing 

1980 

30,27 
2,41 

30,66 

-039 
2,28 

3,70 

28,80 

-3,4 

1981 

35,63 
3,18 

29,22 

6,41 
8,37 

3,90 

3 4 3 

-10,7 

1982 

36,64 
2,59 

32,45 

4,19 
5,87 

2,90 

38,70 

-7,60 

1983 

37,79 
3,67 

33,64 

4,16 
5,42 

3,50 

4430 

-8,10 

1984 

39,63 
435 

34,65 

4,98 
5,33 

4,40 

53,20 

-9,80 

1985 

43,34 
5,35 

34,61 

8,73 
8.32 

4,60 

6230 

-13,60 

1986 

4233 
5.74 

35,57 

6,96 
5,49 

4,60 

65,00 

-12,00 

1987 

43,91 
7,17 

36,47 

7,44 
6,94 

3,70 

723O 

-11,60 

1988 

4432 
7,87 

34,57 

9,75 
10,21 

3,«) 

80,20 

-13,80 

1989 

45,60 
8,23 

32,09 

1331 
13,75 

3,90 

85,90 

-17,70 

1990 

49,30 
11,94 

34,44 

14,87 
1 4 3 

3,20 

953O 

-18,60 

1991 

47,84 
12,77 

36,80 

11,04 
IO39 

3,90 

100,90 

-16,30 

(as a percentage of GDP) 

1992 

49,40 
14,30 

39,40 

10,00 

3,80 

106,70 

-13,80 

1993 

48,20 
15,20 

38,50 

9,70 

3,50 

110,20 

-13,20 
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Table 3 
Central government employees 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 

Civil servants 

Forces 

Total 

149866 151789 169409 174503 181470 204 206 219 070 222797 220506 

39756 41025 44533 46119 46686 48326 47026 48052 48991 

189622 192814 213942 220622 228156 252532 266096 270849 269497 

226558 223788 225193 221529 

48740 48245 52113 50607 

275298 272033 277306 272136 

Source: Budget reports. Ministry of Finance (various editions). 

Table 4 

Number of pensioners 

Civil servants 

Railways 

Veterans 

Forces 

Local authorities 

Other 

Total 

72107 
14362 
54335 
56509 
-
_ 

74107 
14523 
53 002 
58260 
— 
_ 

76853 
15030 
51684 
60796 
— 
_ 

80508 
15016 
50288 
62292 
-. 
_ 

84542 
14989 
48997 
63770 
— 
— 

87371 
14886 
47637 
65525 
15182 
— 

95150 
14745 
47733 
67340 
16080 
— 

103825 
14589 
48338 
70171 
17839 
— 

108555 
14359 
48375 
72381 
18494 
— 

111597 
14090 
48476 
74428 
18 738 
35369 

117066 
13823 
47903 
75667 
18 916 
56464 

121913 
13488 
47365 
76883 
20146 
231 

127603 
13130 
46344 
77954 
20600 
304 

197313 199892 204363 208104 212298 230601 241048 254762 262164 302 698 329839 280026 285935 

Source: Budget reports. Ministry of Finance (various editions). 
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Table 5 
General government expenditure by functional classification 

(as a percentage of GDP) 

I — Consumption and 
transfers 
General administration 
Defence 
Justice 
Health 
Social security 
Education 
Other activities 

Subtotal 

II — Public investment 

Total 

1980 

5,10 
5,84 
0,63 
3,44 
7,69 
2,19 
0,73 

25,62 

5,60 

31,22 

1981 

5,57 
6,59 
0,68 
3,60 
9,38 
2,36 
0,78 

28,95 

5,93 

34,88 

1982 

5,76 
6,46 
0,72 
3,93 

11,23 
2,51 
0,69 

31,32 

5,96 

37,28 

1983 

5,94 
6,36 
0,70 
3,87 

11,77 
2,84 
0,71 

32,19 

6,99 

39,18 

1984 

6,81 
6,45 
0,69 
3,75 

12,45 
2,65 
0,73 

33,52 

7,52 

41,04 

1985 

7,29 
6,28 
0,72 
3,70 

13,04 
3,00 
1,22 

35,25 

8,12 

43,37 

1986 

6,65 
5,80 
0,71 
4,05 

12,93 
2,84 
1,25 

34,23 

6,97 

41,20 

1987 

7,01 
5,87 
0,54 
3,91 

13,06 
2,82 
1,31 

34,53 

5,45 

39,97 

1988 

7,16 
5,90 
0,75 
3,95 

13,14 
2,86 
1,25 

35,01 

5,30 

40,32 

1989 

7,81 
5,35 
0,75 
3,89 

13,50 
3,21 
1,38 

35,89 

5,86 

41,75 

1990 

8,08 
5,31 
0,78 
4,02 

12,99 
3,32 
1,42 

35,92 

5,34 

41,26 

1991 

NA 
NA 
NA 
NA 
NA 
NA 
NA 
NA 

5,77 

NA 

NA - not available in the latest publication of the national accounts (1992). 

Table 6 

General government spending 
fas a percentage of GDP) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 

Current consumption 1637 17,98 1830 1832 1932 20,40 1935 1937 20,03 2035 21,09 19,63 19,68 18,89 
Compensation of employees 11,40 12,10 12,70 12,90 1330 14,00 1 3 3 13,40 13,60 14,40 14,90 133 12,60 12,00 
Civilian wages 8 3 8,65 9,06 938 9,69 10,49 9,82 10,17 10,41 11,19 11,47 — — — 
Purchases of goods and services 4,9 5,9 5,6 5,9 6,2 6,4 6,1 6,1 6,4 6,1 6,2 6,6 7,1 6,9 
Other civilian purchases 238 3,02 3,09 337 3,66 337 3,97 3,74 3,90 4 3 4,46 — — — 

Interest payments 2,41 3,18 239 3,67 435 535 5,74 7,17 7,87 8 3 11,94 12,77 14,26 15,18 
Transfers to households and 
enterprises 8,95 10,66 12,69 12,98 13,44 1432 1435 14,67 14,73 15,13 1435 14,20 143 13,12 
Subsidies to firms 2,43 3,72 2^4 2,15 2,01 2,98 2,79 2,43 1,62 1,64 1,67 1,17 — — 
Transfers abroad 0,12 0,09 0,12 0,18 0,10 0,09 0,09 0,07 0,07 0,06 0,05 0,07 0,07 0,06 
Total current spending 30,27 35,63 36,64 37,79 39,63 4334 4233 43,91 4432 45,60 4930 47,84 49,41 48,21 

Capital formation 3,70 3,90 2,90 330 4,40 4,60 4,60 3,70 3,60 3,90 3,20 3,90 3,80 3,50 

Total current expenditure 33,97 3933 3934 41,29 44,03 47,94 47,13 47,61 47,92 49,50 52,50 51,74 53,21 51,71 

Net transfers to SS, LA and PE 2,61 331 3,61 3,65 3,92 3,97 3,92 534 7,12 836 8,00 6,77 — — 
Correcting items 0,04 0,03 0,03 0,03 0,02 0,02 0,07 0,05 0,06 0,06 0,06 0,09 — — 

Total 36,6 43,07 43,18 44,97 47,97 51,93 51,12 5 3 3 55,10 57,92 6036 58,60 — — 

SS : Social security. 
LA: Local authorities. 
PE: Public enterprises. 
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Table 7 

Central government spending 
(as a percentage of GDP) 

Current expenditure 
Wages 
Other purchases 
Military expenditure 

Transfers to households and 
enterprises 
Interest payments 
Subsidies 
Transfers abroad 
Transfers to SS, LA and PE 

Total spending 

1980 

12,13 
5,61 
0,98 
5,54 

0,47 
2,41 
2,43 
0,12 
2,65 

20,20 

1981 

13,48 
5,91 
1,27 
6,30 

0,45 
3,18 
3,72 
0,09 
3,53 

24,46 

1982 

13,61 
6,26 
1,19 
6,15 

0,74 
2,59 
2,94 
0,12 
3,64 

23,63 

1983 

13,74 
6,53 
1,14 
6,06 

0,61 
3,35 
2,15 
0,18 
3,68 

23,70 

1984 

13,92 
6,67 
1,09 
6,16 

0,37 
4,26 
2,01 
0,10 
3,94 

24,61 

1985 

14,39 
7,30 
1,05 
6,04 

0,7Î 
5,17 
2,98 
0,09 
3,99 

27,36 

1986 

13,38 
6,74 
1,08 
5,56 

0,70 
5,35 
2,79 
0,09 
3,99 

26,31 

1987 

13,58 
6,96 
0,97 
5,66 

0,62 
6,52 
2,43 
0,07 
5,59 

28,81 

1988 

13,79 
7,10 
0,96 
5,72 

0,55 
7,30 
1,62 
0,07 
7,18 

30,50 

1989 

14,15 
7,69 
1,30 
5,15 

0,84 
7,19 
1,64 
0,06 
8,42 

32,29 

1990 

14,29 
7,84 
1,28 
5,16 

0,91 
11,01 
1,67 
0,05 
8,06 

35,99 

1991 

13,12 

0,91 
11,04 
1,17 
0,07 
6,86 

33,18 

SS: Social security. 
LA: Local authorities. 
PE: Public enterprises. 

Table 8 
Local authorities spending 

(as a percentage of GDP) 

1990 1991 

Current expenditure 
Wages 
Net other purchases1 

Transfers to households and 
enterprises 
Transfers to central govern
ment 

Total spending 

0,51 
0,75 
0,24 

0,57 
0,84 

-0,26 

0,61 
0,88 

-0,26 

0,64 
0,86 

-0,22 

0,74 
0,89 

-0,15 

0,79 
0,92 

-0,13 

0,70 
0,81 

-0,11 

0,73 
0,86 

-0,13 

0,70 
0,85 

-0,15 

0,79 
0,90 

-0,11 

0,83 
0,97 

-0,15 

0,83 
0,94 

-0,11 

0,00 0,00 0,00 0,00 0,00 0,01 0,04 0,03 0,03 0,03 0,03 0,04 

0,06 0,06 0,04 0,04 0,01 -0,00 -0,02 0,02 

1,29 1,35 1,41 1,61 1,73 1,94 1,83 1,69 

0,06 -0,05 -0,04 -0,04 

1,61 1,69 1,93 1,91 

'Net other purchases' may have a negative sign due to the construction methodology. 
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Table 9 
Public enterprises spending 

(as a percentage of GDP) 

Current expenditure 
Wages 
Other purchases 

Transfers to households and 
enterprises 
Transfers to central govern
ment 

Total spending 

1980 

2,50 
1,37 
1,13 

0,15 

0,02 

2,66 

1981 

2,63 
1,35 
1,29 

0,16 

0,01 

2,80 

1982 

2,72 
1,37 
1,35 

0,15 

0,02 

2,88 

1983 

2,88 
1,41 
1,47 

0,15 

0,01 

3,05 

1984 

3,14 
1,53 
1,62 

0,15 

0,01 

3,30 

1985 

3,28 
1,58 
1,70 

0,14 

0,01 

3,43 

1986 

3,46 
1,62 
1,84 

0,14 

0,03 

3,63 

1987 

3,62 
1,73 
1,89 

0,10 

0,02 

3,74 

1988 

3,90 
1,82 
2,07 

0,09 

0,02 

4,01 

1989 

3,90 
1,95 
1,95 

0,10 

0,02 

4,02 

1990 

4,04 
1,98 
2,05 

0,09 

0,02 

4,15 

1991 

3,77 
1,83 
1,94 

0,08 

0,05 

3,90 

Table 10 
Social security spending 

Current expenditure 
Wages 
Other purchases 

Transfers to households 
Pensions 
Welfare allowances 
Unemployment allowances 
Sickness allowances 

Interest payments 
Transfers to central 
government 

Total spending 

1980 

1,23 
0,52 
0,71 
8,32 
5,48 
0,84 
0,32 
1,69 
0,00 

0,01 

9,56 

1981 

1,29 
0,56 
0,73 

10,00 
6,84 
1,03 
0,39 
1,73 
0,00 

0,01 

11,30 

1982 

1,37 
0,56 
0,81 

11,76 
8,51 
1,13 
0,39 
1,73 
0,00 

0,01 

13,13 

1983 

1,56 
0,58 
0,98 

12,18 
8,82 
1,32 
0,41 
1,63 
0,32 

0,01 

14,07 

1984 

1,71 
0,61 
1,11 

12,91 
9,49 
1,31 
0,43 
1,68 
0,29 

0,01 

14,92 

1985 

1,94 
0,69 
1,25 

13,65 
10,25 

1,39 
0,49 
1,52 
0,18 

0,01 

15,77 

1986 

1,81 
0,64 
1,17 

13,73 
10,26 
1,27 
0,54 
1,65 
0,38 

0,01 

15,93 

1987 

1,64 
0,62 
1,02 

13,93 
10,45 
1,22 
0,58 
1,68 
0,66 

0,00 

16,23 

1988 

1,64 
0,63 
1,01 

14,09 
10,80 

1,16 
0,49 
1,65 
0,57 

0,00 

16,31 

1989 

1,71 
0,65 
1,07 

14,19 
10,94 

1,13 
0,55 
1,56 
1,04 

0,00 

16,95 

(as a percentage of GDP) 

1990 

1,94 
0,67 
1,27 

13,59 
10,56 
0,91 
0,55 
1,57 
0,93 

0,01 

16,46 

1991 

1,91 
0,63 
1,27 

13,25 
10,08 
0,83 
0,82 
1,51 
1,73 

0,00 

16,89 

Table 11 
General government revenues 

(as a percentage of GDP) 

1982 1989 1990 1991 1992 1993 

Direct taxes 14,97 14,19 1632 16,77 17,48 1731 17,41 17,21 16,79 15,80 16,34 17,74 18,00 16,80 
Direct taxes on income 1436 13,79 16,06 1631 17,01 16,95 16,98 16,78 16,36 1536 15,81 17,21 17,93 16,82 

Taxes on personal income 3,85 3 3 4,16 4,07 435 4,13 4,17 3,97 4 3 3,40 3,82 3,94 — — 
Social security contributions 9,00 9,10 103 10,90 11,10 1 1 3 10,90 10,70 10,40 10,10 9,70 10,00 11,20 11,20 
Taxes on corporations 1 3 1,01 1,27 0,97 1,14 1,11 1,51 1,60 1,34 137 1,75 1,73 — — 

Direct taxes on property 0,42 0,40 0,47 0,46 0,41 036 0,42 0,43 0,44 0,43 0,53 033 — — 
Indirect taxes 1337 13,04 143 15,11 15,21 153 16,52 17,44 16,27 14,98 16,89 17,57 19,03 19,29 
Income from property and 
entrepreneurship 232 1,99 1,69 1,75 1,96 2,03 1,64 1,81 132 1,32 1,21 2,00 230 2,40 

Total revenue 30,66 29,22 32,45 33,64 34,65 34,61 3537 36,47 3437 32,09 34,44 36,80 39,42 38,52 

IS transfers 2,65 333 3,64 3,68 3,94 3,99 3,99 539 7,18 8,42 8,06 6,86 — — 

Total receipts 3331 32,75 36,09 3731 3839 38,60 39,56 42,06 41,75 40,51 42,50 43,67 — — 
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Table 12 
Central government revenues 

Direct taxes 
Taxes on households 
Taxes on corporations 

Indirect taxes 
Duties 
VAT 
Other indirect taxes 

Income from property and en
trepreneurship 
Transfers to central 
government 

Total revenue 

1980 

5,17 
3,94 
1,23 

12,17 
2,98 

9,20 

0,55 

0,04 

17,93 

1981 

4,21 
3,20 
1,01 

11,74 
2,84 

8,90 

0,11 

0,03 

16,08 

1982 

5,42 
4,16 
1,27 

12,57 
3,30 

9,26 

-0,26 

0,03 

17,76 

1983 

5,03 
4,06 
0,97 

13,34 
3,73 

9,62 

-0,11 

0,03 

18,28 

1984 

5,47 
4,34 
1,14 

13,68 
3,78 

9,91 

0,10 

0,02 

19,28 

1985 

5,12 
4,01 
1,11 

13,70 
4,18 

9,51 

0,20 

0,02 

19,04 

1986 

5,58 
4,08 
1,51 

15,04 
4,45 

10,59 

0,12 

0,07 

20,82 

1987 

5,54 
3,94 
1,60 

16,20 
1,72 
7,12 
7,36 

0,08 

0,05 

21,87 

1988 

5,45 
4,11 
1,34 

15,16 
1,37 
7,31 
6,48 

-0,38 

0,06 

20,29 

1989 

4,81 
3,44 
1,37 

14,03 
1,06 
7,50 
5,47 

-0,36 

0,06 

18,54 

(as a percentage of GDP) 

1990 

5,73 
3,98 
1,75 

16,07 
1,05 
8,45 
6,56 

-0,16 

0,06 

21,70 

1991 

5,79 
4,06 
1,73 

16,75 

0,15 

0,09 

22,79 

Table 13 
Social security revenues 

(as a percentage of GDP) 

1981 1984 1986 1987 1988 1989 1990 1991 

Direct taxes 
Employers' contributions 
Employees' contributions 
Other direct taxes 

Indirect taxes 
Income from property and en
trepreneurship 

Central government 
transfers to social security 

Total revenue 

8,99 
4,23 
4,21 
0,55 
0,72 

0,74 

0,18 

0,63 

9,11 
4,36 
4,33 
0,42 
0,89 

0,78 

0,77 

11,55 

10,19 
4,77 
4,83 
0,59 
1,34 

1,03 

0,50 

13,06 

10,86 
5,05 
5,16 
0,65 
1,47 

1,02 

0,64 

13,99 

11,12 
5,18 
5,33 
0,62 
1,18 

1,08 

0,69 

14,07 

11,34 
5,23 
5,47 
0,63 
1,27 

1,05 

0,65 

14,30 

10,90 
4,98 
5,31 
0,61 
1,18 

0,77 

0,80 

13,65 

10,74 
5,00 
5,16 
0,58 
0,96 

0,99 

2,06 

14,75 

10,40 
4,95 
4,94 
0,51 
0,82 

1,20 

3,25 

15,66 

10,12 
4,72 
4,95 
0,45 
0,69 

1,03 

3,57 

15,40 

9,71 
4,61 
4,71 
0,38 
0,63 

0,74 

3,43 

14,51 

11,09 
5,28 
5,36 
0,45 
0,61 

0,73 

2,60 

15,03 

Table 14 
Local authorities revenues 

(as a percentage of GDP) 

Direct taxes on income 
Indirect taxes 
Income from property and en
trepreneurship 
Central government transfers 
to local authorities 

Total revenue 

1980 

0,10 
0,15 

0,09 

0,37 

0,70 

1981 

0,11 
0,12 

0,10 

0,44 

0,77 

1982 

0,13 
0,13 

0,09 

0,60 

0,95 

1983 

0,16 
0,11 

0,08 

0,57 

0,92 

1984 

0,20 
0,17 

0,09 

0,54 

1,01 

1985 

0,19 
0,14 

0,09 

0,55 

0,97 

19S6 

0,20 
0,14 

0,09 

0,47 

0,89 

1987 

0,19 
0,14 

0,09 

0,55 

0,98 

1988 

0,19 
0,13 

0,08 

0,56 

0,97 

1989 

0,14 
0,12 

0,07 

0,69 

1,02 

1990 

0,11 
0,10 

0,08 

0,61 

0,89 

1991 

0,08 
0,08 

0,08 

0,57 

0,82 
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Table 15 
Public enterprises revenues 

(as a percentage of GDP) 

1989 1990 1991 

0,30 0,36 0,31 0,27 0,27 0,29 0,31 0,31 0,32 0,30 0,26 0,24 
0,33 0,29 0,21 0,19 0,17 0,16 0,15 0,14 0,15 0,14 0,10 0,13 

Direct taxes 
Indirect taxes 
Income from property and en
trepreneurship 0,95 1,00 0,83 0,76 0,70 0,69 0,67 0,65 0,61 0,56 0,54 0,54 
Central government transfers 
to public enterprises 2,10 2,33 2,53 2,47 2,71 2,80 2,72 2,97 3,36 4,16 4,03 3,69 

Total revenue 3,68 3,98 3,88 3,69 3,85 3,94 3,85 4,08 4,45 5,17 4,93 4,59 

Table 16 
Potential contribution to budget consolidation of revenue categories (central government) 

Total Share (1991) Weighted 

1. Taxes on portfolio income Extending tax 
base 

2. Taxes on corporate profits 

3. Taxes on goods and 
services 
3.1. VAT 
3.2. Excise duties 
3.3. Other taxes 

4. Taxes on use of labour 
4.1. Social security 

contributions : 
employees 

4.2. Social security 
contributions : 
employers 

4.3. Social security 
contributions : 
self-employed 

4.4. Other taxes 

5. Taxes on income of 
individuals 

6. Taxes on property 

7. Miscellaneous taxes 

8. Non-tax revenues 

Curbing avoid
ance 

Enforcement 

(Indexation 
extensions) 

Indexation 

Curbing 
avoidance 
Monitoring 

Environment 

Tax competition 

Incentives 

Competition 
Competition 

Cost reduction 

Incentives 

Privatization 

0 1,7 

0 8,5 
1,4 
6,5 

— 5,4 — 

— 5,3 — 

++ 

++ 

++ 

+++ 

4,01 

0,5 

1,5 

0 

++++ 

++ 

+++ 

NB: Italics denote factors dependent on political decisions. 
In the last column pluses and minuses are weighted in such a way that each of them roughly represents a potential change of around 0,5 % of GDPM. 
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Table 17 
Potential contribution to budget consolidation of functional expenditure categories (central government) 

Total Share (1991) Weighted 

1. General public services 
2. Defence 
3. Public order and safety 
4. Education 
5. Health 
6. Social security and 

welfare 
7. Housing and community 

amenities 
8. Recreational, cultural 

and religious affairs 

9. Economic services 

10. Other functions 

Efficiency 
Rationalization 
Rationalization 
Rationalization 
Rationalization 
Curbing abuses 

Reduction 

GDP growth 

Modernization 

Expansion 

Extension 

High interest 
rates 

Training 

Demography 

+ 
+ 
0 
0 
0 

-

+ 

0 
+ 

8,1 
5,3 
0,8 
3,3 
4,1 

13,0 

0,10 

0,6 

12,8 
1,4 

NB: Italics denote factors dependent on political decisions. 
In the last column pluses and minuses are weighted in such a way that each of them roughly represents a potential change of around 0,5 % of GDPM. 

Table 18 
Major revenue-increasing measures 1980-92 

Corporate taxes VAT Excise duties Social security contributions 

Employees Employers 

Income taxes Property taxes Non-tax Taxes on 
revenues portfolio income 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 

1989 

1990 
1991 

1992 

New rates 

New rates 

Petrol tax 

Car duties 

Increase in 
car imports 

Higher rates 

Surcharge 

Enlargement 

Objective 
valuation of 
real estate 

Dividend tax 

New rates New rates Surcharge Privatization Interest tax 
New rates New rates New system Privatization 

of property 
tax 

Penalization 
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Table 19 

Major expenditure-decreasing measures, 1980-92 

Defence Public order Education Health Social security 
contributions 
and welfare 

Housing 
amenities 

Recreational 
and cultural 

Economic services General services 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 

1991 

1992 

Service time 
reduced 

Service time 
reduced 

Fees 

New law on 
retirement 

New law on 
retirement 

Reduction of Reduction of 
loans services 

Wage freeze 

Wage freeze 

Wage freeze 
Employment 
cuts 

Interest- Wage freeze 
payment re
structuring 

Wage freeze 

Table 20 

Cross correlations of real budget variables with real GDP (at market prices) 

Standard 
deviation 

(%) 

Lags (-) and leads (+) 
of the variables 

Real GDP 
Budget variables 

1. Current expenditure 
2. Expenditure on wages 
3. Other purchases 
4. Interest payments on public debt 
5. Total direct taxes 
6. Direct taxes on income 
7. Direct taxes on households 
8. Direct taxes on property 
9. Indirect taxes 

2,14 

1,80 
2,89 
5,82 
8,90 
5,31 
5,37 
5,42 
9,47 
5,58 

- 2 
0,04 

-0,18 
-0,07 
-0,49 
-0,18 

0,09 
0,08 

-0,02 
0,30 
0,52 

- 1 
0,48 

0 
1,00 

General government 

0,20 
0,38 

-0,63 
-0,01 

0,08 
0,06 
0,17 
0,35 
0,43 

0,48 
0,82 

-0,30 
0,00 
0,37 
0,35 
0,38 
0,54 
0,15 

+ 1 
0,48 

0,22 
0,44 
0,04 
0,12 

-0,09 
-0,11 

0,07 
0,38 

-0,20 

+ 2 
0,43 

-0,10 
0,07 
0,43 
0,18 
0,17 
0,16 
0,11 
0,20 

-0,47 
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Table 20 (Continued) 

1. Current expenditure 
2. Expenditure on wages 
3. Other purchases 
4. Military expenditure 
5. Net transfers to households and enterprises 
6. Interest payments on public debt 
7. Subsidies 
8. Transfers abroad 
9. Direct taxes on income 

10. Direct taxes on households 
11. Direct taxes on corporations 
12. Indirect taxes — total 
13. Indirect taxes — duties 

1. Current expenditure 
2. Current expenditure — wages 
3. Other purchases 
4. Net transfers to households and enterprises 
5. Expenditure on pensions 
6. Expenditure on welfare allowances 
7. Expenditure on unemployment allowances 
8. Expenditure on sickness allowances 
9. Direct taxes on income 

10. Contributions of employers 
11. Contributions of employees 

1. Current expenditure 
2. Current expenditure — wages 
3. Direct taxes on income 
4. Indirect taxes 

1. Current expenditure 
2. Current expenditure — wages 
3. Other purchases 
4. Net transfers to households and enterprises 
5. Direct taxes on income 
6. Indirect taxes 
7. Income from property and enterpreneurship 

Standard 
deviation 

(%) 

2,28 
2,84 
9,38 
3,47 

19,95 
9,52 

17,11 
18,27 
9,03 
8,45 

19,75 
5,80 

25,51 

6,54 
3,66 

10,55 
5,72 
7,30 

10,39 
11,38 

6,75 
5,41 
5,87 
5,25 

5,97 
6,65 

28,69 
13,32 

4,66 
5,94 
9,58 

16,42 
15,09 
14,82 
9,11 

-0,01 
-0,12 
-0,13 

0,13 
- 0,05 
-0,22 
-0,14 

0,10 
0,19 
0,01 
0,26 
0,55 

-0,17 

-0,40 
-0,19 
-0,39 
-0,18 
-0,20 
-0,14 
-0,24 

0,19 
0,03 
0,14 

-0,12 

-0,19 
-0,43 
-0,43 

0,13 

-0,18 
0,33 

-0,52 
0,44 

-0,51 
0,22 

-0,57 

Lags (-) and leads f+) 
of the variables 

Central government 

0,28 
0,32 

-0,36 
0,37 
0,00 
0,01 

-0,17 
-0,14 

0,01 
0,24 

-0,16 
0,48 

-0,23 

0,37 
0,67 

-0,04 
0,06 
0,39 
0,08 
0,12 

-0,22 
0,28 
0,41 
0,07 
0,20 

-0,04 

Social security 

-0,21 
0,26 

-0,29 
-0,20 
-0,29 
-0,02 
-0,13 

0,31 
0,15 
0,37 

-0,01 

0,13 
0,67 
0,01 

-0,15 
-0,31 

0,15 
-0,20 

0,58 
0,32 
0,48 
0,22 

Local authorities 

-0,13 
-0,26 
-0,40 

0,09 

0,05 
0,15 

-0,55 
0,07 

Public enterprises 

0,03 
0,55 

-0,44 
0,28 

-0,23 
0,60 

-0,27 

0,47 
0,82 

-0,12 
0,24 
0,23 
0,78 
0,16 

0,08 
0,36 
0,09 

-0,18 
0,35 
0,20 
0,21 

-0,41 
-0,11 

0,26 
-0,28 
-0,15 
-0,11 

0,21 
0,33 
0,20 

-0,25 
-0,34 
-0,10 

0,29 
0,32 

-0,11 
-0,04 
-0,04 

0,05 
0,44 

-0,08 
-0,39 

0,39 
0,24 
0,31 

-0,42 
0,61 
0,23 
0,69 

-0,22 
-0,02 

0,21 
-0,18 

0,07 
0,22 
0,03 
0,01 
0,24 
0,20 
0,14 

-0,47 
-0,15 

0,20 
-0,16 

0,32 
-0,12 
-0,12 
-0,20 

0,12 
0,20 

-0,01 
-0,07 

0,07 

0,05 
0,71 
0,04 

-0,37 

0,29 
-0,21 

0,56 
-0,64 

0,55 
-0,11 

0,78 
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Table 21 

Long- and short-run elasticities with respect to output, 1975-91 

Long-run Short-run DF 
lest 

ADF 
test 

DFtest 
for the 

residual 

1. Current expenditure 
2. Current expenditure — wages 
3. Current expenditure — other purchases 
4. Total direct taxes 
5. Direct taxes on income 
6. Direct taxes on households 
7. Direct taxes on property 
8. Indirect taxes 

1. Current expenditure 
2. Current expenditure — wages 
3. Current expenditure — other purchases 
4. Current expenditure — military expenditure 
5. Net transfers to households and enterprises 
6. Interest payments on public debt 
7. Subsidies 
8. Transfers abroad 
9. Direct taxes on income 

10. Direct taxes on households 
11. Direct taxes on corporations 
12. Indirect taxes — total 
13. Indirect taxes — duties 

1. Current expenditure 
2. Current expenditure — wages 
3. Current expenditure — other purchases 
4. Net transfers to households and enterprises 
5. Expenditure on pensions 
6. Expenditure on welfare allowances 
7. Expenditure on unemployment allowances 
8. Expenditure on sickness allowances 
9. Direct taxes on income 

10. Contributions of employers 
11. Contributions of employees 

1. Current expenditure 
2. Current expenditure — wages 
3. Direct taxes on income 
4. Indirect taxes 

1,32 
1,94 
1,72 
2,14 
2,16 
2,24 
1,88 
1,45 

0,74 
1,87 
0,37 
0,28 
3,70 
7,02 
0,66 
2,54 
2,08 
2,36 
1,61 
1,61 
1,54 

3,14 
1,56 
4,46 
3,41 
3,93 
2,48 
3,47 
1,46 
2,20 
2,15 
2,39 

2,98 
2,19 
2,54 
0,13 

General government 

0,61 
1,20 

-0,83 
1,52 
1,54 
1,15 
0,84 
0,18 

-3,22 
-3,23 
-0,00 
-6,20 
-6,24 
-3,45 
-3,68 
-3,03 

Central government 

0,51 
1,16 

-0,14 
-0,07 

2,01 
1,27 

-0,65 
-0,23 

1,93 
0,94 
3,88 

-0,28 
2,84 

-3,78 
-3,82 
-4,02 
-5,10 
-5,12 
-6,01 
-3,41 
-5,82 

- 10,89 
-6,04 

-10,44 
-3,05 
-3,07 

Social security 

1,11 
1,34 
0,10 
0,70 
0,61 
2,01 
0,19 
0,76 
1,30 
1,46 
1,15 

-2,66 
-3,74 
-3,41 
-2,05 
-2,40 
-3,63 
-6,20 
-4,00 
-2,85 
-2,32 
-2,89 

Local authorities 

0,57 
0,15 

-4,19 
2,51 

-3,83 
-2,75 
-4,83 
-5,66 

-2,11 
-2,18 

0,57 
-2,38 
-2,33 
-2,23 
-3,13 
-4,03 

-3,12 
-2,41 
-3,22 
-3,52 
-5,44 
-4,09 
-4,31 
-3,66 
-4,18 
-2,72 
-3,32 
-3,67 
-2,04 

-2,06 
-2,76 
-1,99 
-2,25 
-2,26 
-1,21 
-2,76 
-3,81 
-2,17 
-2,69 
-1,73 

-3,70 
-1,97 
-0,98 
-2,06 

-2,02 
-2,63 
-1,20 
-2,45 
-2,39 
-1,77 
-2,62 
-2,06 

-2,95 
-2,74 
-2,36 
-3,05 
-4,50 
-2,87 
-2,31 
-4,12 
-5,92 
-2,92 
-3,58 
-1,87 
-1,24 

-1,37 
-2,23 
-1,47 
-1,24 
-1,40 
-0,75 
-4,35 
-3,22 
-1,71 
-2,12 
-1,43 

-2,01 
-1,51 
-1,76 
-2,43 
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Table 21 (Continued) 

1. Current expenditure 
2. Current expenditure — wages 
3. Current expenditure — other purchases 
4. Net transfers to households and enterprises 
5. Direct taxes on income 
6. Indirect taxes 
7. Income from property and enterpreneurship 

>ng-run 

3,02 
2,20 
4,05 
2,66 
2,10 
3,35 
0,12 

Short-run DF 
test 

Public enterprises 

1,48 
2,44 
0,37 
2,57 

-0,12 
3,55 
0,18 

-3,69 
-3,80 
-3,06 
-3,52 
-3,41 
-3,23 
-2,32 

ADF 
test 

-2,55 
-2,23 
-2,81 
-3,38 
-2,36 
-2,46 
-2,40 

DFtest 
for the 

residual 

-2,26 
-2,89 
-1,96 
-3,44 
-1,84 
-2,17 
-1,28 

NB: MacKinnon critical values are: 1 %: - 4,3260; 5 %: - 3,2195; 10 %: - 2,7557. 
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Fiscal policy in Spain, 1980-92 

1. Introduction 
Public finances have been a hotly debated topic in Spain 
since the mid 1970s, when virtually all public sector indi
cators were shaken by a complex series of economic and 
political events. In the two decades that followed, Spain 
witnessed an extraordinarily rapid growth in the degree of 
government involvement in the economy. Against a historical 
background of substantial off-budget intervention, the share 
of government spending in GDP began to expand sharply 
around 1975. From 1975 to 1985 the share of general 
government expenditure almost doubled to reach a peak of 
about 42% of GDP. This implies an average annual increase 
of 1,8 points of GDP, twice the EC average over the same 
period. Public employment and gross debt also increased 
substantially (see Graph 1). 

Two broad factors that coincided in the second half of the 
1970s explain this dramatic turnaround in trend. The first 
was the deterioration in economic performance relative to 
the levels experienced in the previous decade, which led to a 
sizeable increase in subsidies and transfer payments. The 
second important factor was of a political nature: the end of 
the Franco regime and the return to democracy, together with 
the government's desire to avert social confrontation, gave a 
decisive impulse to a rapid catching-up process in the 

welfare-state area. Thus, despite the substantial effect upon 
revenues of the 1977-78 tax reform, the strength of the 
foregoing driving forces outpaced the revenue potential (the 
tax share in GDP rose by almost 1,3 percentage points per 
year on average) and led to mounting deficits and rising 
public debt. The ensuing increase in debt interest payments 
further compounded these difficulties by adding to the 
government's precommitment of resources. 

On the eve of EC membership in 1986, both the share and 
the role of the public sector were entirely different from 
those featured in the Spanish economy in the preceding 
decade. The initially prevailing consensus on the need for 
more government involvement in the economy — in order to 
improve living standards and to consolidate social co
hesion — came under question, in view of the detrimental 
effects of some expenditure and tax programmes upon 
resource allocation, economic incentives and international 
competitiveness. 

In the second half of the 1980s, the total borrowing require
ments declined somewhat. Most of the improvement reflected 
the effects of stronger economic growth, since the efforts 
towards expenditure consolidation were abandoned in 1988. 
As a result, in the first part of the 1990s the government 

GRAPH 1: Public sector trends, 1964-92 
General government expenditure, revenues and employment 

1 Expenditure 

Revenues 

I Employment 

Gross debt 

1965 1970 1975 1980 
Year 

1985 1990 

NB: Figures are percentages of GDP, except employment, which is a percentage of total wage-earners. 
Source: Bank of Spain. 
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GRAPH 2: Golden rule 
General government gross investment minus total deficit 

NB: Figures are percentages of GDP. 
Source". Bank of Spain. 

deficit remained large relative to the experience since the 
1950s. 

2. General outline of economic policy in the 
1980s 

Stylized comparisons of general government operations bear 
out differences between the public sector performance in 
Spain and in the European Community (see statistical annex). 
First, over the last decade both current revenues and current 
expenditure have grown much faster in Spain than in the 
Community on average. Second, between 1985 and 1991, 
the decline in total and primary deficits was substantially in 
excess of the average reduction in the Community. Third, 
during this period the reduction in borrowing requirements 
in Spain resulted from tax increases stemming from strong 
economic growth, rather than from reductions in current 
expenditure, as was the average pattern behind the (quite 
modest) improvement in the Community. Lastly, Spain's 
marked infrastructure gap led to the decision to boost gross 
public investment, a feature which contrasts sharply with the 
stability of the average public investment ratio in the 
Community. Political consensus upon the need to adhere to 
the 'golden rule' criterion qualifies the public sector imbal
ance (see Graph 2). 

Until the early 1980s, Spain's economy remained highly 
regulated and protected from external competition. In an 
attempt to cushion the impact of the first oil-price shock on 
an extremely imported-oil dependent industry, policy-makers 
delayed the necessary adjustments. In the absence of 
measures aimed at reducing energy consumption — net oil 
imports rose in US dollar terms by 1,2% during the period 
1973-80 — the authorities sought to offset the oil-price rise 
through a real appreciation of the peseta. This policy error ' 
was compounded by strong increases in real wages after 
1974. In 1977 a stabilization package — 'Pacto de la 
Moncloa' — was adopted to curb inflation (which rose to a 
high of 40% in July) and to prevent a balance-of- payments 

The policy of appreciating the peseta in real terms (a goal achieved 
mainly through inflation differentials) sought to cushion the impact of 
the oil crisis upon domestic prices and disposable income. In fact, this 
translated into a delay of five years in the necessary adjustments of the 
Spanish economy to the new world energy prices. 
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crisis, with wage moderation, monetary tightening and mild 
liberalization measures (mainly related to financial markets). 
All in all, just at the outset of the second oil crisis, when the 

first measures to reduce dependence on imported oil were 
adopted, the unemployment rate had grown to 11,6% from a 
lowof3,l%inl974. 

Table 1 

Main economic indicators — Spain 1980-93 
(annual percentage change) 

GDP growth 

Unemployment 

Inflation 

Interest rate 

Nominal unit labour costs 
(1980 = 100) 

Current account (% of GDP) 

Dependency ratio 

Participation rate (men) 

Participation rate (women) 

NB: 1992 and 1993, estimates. 

1980 

1,2 

11,6 

16,5 

16,0 

100 

-2 ,4 

58,1 

87,6 

33,8 

1981 

-0 ,2 

14,4 

14,3 

15,8 

112,6 

-2 ,7 

58,4 

86,6 

33,3 

1982 

1,2 

16,3 

14,5 

16,0 

125,3 

-2 ,5 

57,3 

85,8 

33,9 

1983 

1,8 

17,8 

12,3 

16,9 

139,4 

-1 ,5 

56,0 

85,0 

34,7 

1984 

1,8 

20,6 

11,0 

16,5 

147,0 

1,4 

55,0 

84,0 

34,7 

Source: European Commission (1992), Annexe statistique d'économie européenne, June; 

1985 

2,3 

21,6 

8,2 

13,4 

155,1 

1,4 

54,1 

83,0 

34,8 

1986 

3,2 

21,0 

9,4 

11,4 

166,9 

1,6 

53,4 

82^ 

35,4 

1987 

5,6 

20,4 

5,7 

12,8 

177,1 

0,1 

52,2 

82,0 

38,9 

1988 

5,2 

19,3 

5,0 

11,8 

185,4 

-1 ,1 

51,9 

81,4 

41,0 

OECD (1992), Labour force statistics.. 

1989 

4,7 

17,1 

6,6 

13,8 

194,8 

-3 ,2 

50,4 

81,1 

41,3 

1990 

3,7 

16,1 

6,4 

14,7 

210,9 

-3 ,7 

494 

79,3 

42,2 

1991 

2,3 

16,3 

6,2 

12,4 

2234 

-3 ,8 

— 
78,8 

42,6 

1992 

1,0 

18,0 

6,2 

12,2 

2364 

-3 ,9 

— 
— 
— 

1993 

-0 ,4 

21,8 

5,0 

11,3 

241,7 

-34 
— 
— 
— 

Table 2 

General government budget indicators — Spain 1980-93 
(ay a percentage of GDP) 

Current receipts 

Total expenditure 

Net lending 

Gross public debt 

NB: 1992 and 1993, estimates. 
Source: European Commission 

1980 

29,9 

324 

-2 ,6 

17,6 

(1993), Tables 

1981 

314 

35,2 

-3 ,9 

21,6 

1982 

31,5 

37,1 

-5 ,6 

26,8 

on public finance, Juni 

1983 

33,6 

38,4 

-4 ,7 

33,1 

1984 

33,5 

38,9 

-5 ,4 

39,9 

1985 

34,7 

41,6 

-6 ,9 

45,2 

1986 

35,9 

41,9 

-6 ,0 

46,2 

1987 

37,7 

40,8 

-3 ,1 

46,6 

1988 

37,7 

41,0 

-3 ,3 

42,9 

1989 

394 

42,3 

-2 ,8 

44,4 

1990 

39,5 

43,4 

-3 ,9 

44,5 

1991 

40,0 

45,0 

-5 ,0 

45,5 

1992 

41,8 

46,3 

- 4 4 

48,5 

1993 

43,3 

48,0 

-4 ,7 

53,4 
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Table 3 

Employment in the public sector — Spain 198092 

General government 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 

Government employment (1000) 1188 1214 1266 1310 1336 1401 1503 1459 1486 1603 1687 1759 1776 

As % of salaried employment 14,7 15,6 16,3 17,1 184 19,2 19,6 184 17,8 18,0 18,2 18,8 194 

Growth of government real wages 7,3 0,9 4,8 2,3 2,2 0,6 4,7 10,1 4,7 0,2 3,6 04 4,4 

Growth of relative government wages 
(points on general economic nominal 
wages) 6,5 0,1 4,0 1,0 1,2 ■1,8 4,8 9,1 2,6 0,0 U 1,2 0,4 

Sources: Bank of Spain; European Commission (1993), Tables on public finance, June. 

The financial position of the general government steadily 
deteriorated after 1973. From 1973 to 1982 the financial 
balance worsened from a surplus of 1,1% of GDP to a deficit 
of 5,6% in 1982. Most of this abrupt negative change in the 
government borrowing requirement was of a structural 
nature. The recession had a considerable negative effect on 
the balance of public accounts, as tax revenues decreased 
and transfers to private and public firms and to the unem
ployed went up. OECD and the Community coincide in 
estimating the deterioration of the cyclically adjusted budget 
balance at approximately 4 points of GDP.] Discretionary 
increases in personal taxes and social security contributions 
(6,7% of GDP), together with restraint in public investment, 
were not large enough to counterbalance the tremendous rise 
in social expenditures (6% of GDP), transfers to enterprises 
(2,9% of GDP) and public consumption (3,8% of GDP). It is 
worth noting that almost two thirds of the deficit (on 
average) was financed by the Central Bank and by financial 
institutions, in this case through compulsory coefficients2 

and other nonmarket instruments. 

After seven years of political uncertainty, the 1982 general 
elections produced a stable majority, an environment which 
facilitated the implementation of the longdelayed adjust
ment. Over the 198285 period a number of liberalization 
and adjustment measures were put into effect, with important 
implications as to the stance and mediumterm impact of 

fiscal policy. The experience of the 1970s convinced the 
government of the importance of improving public sector 
finances as a means of fighting against inflation, high interest 
rates and losses in international competitiveness. Fiscal 
tightening was achieved through heavy tax increases and cuts 
in public investment. As a result, the stance of fiscal policy 
in 1983 was clearly contractionary (see Graph 33). Along the 
same lines as this process, after reaching losses of almost 1% 
of GDP, a longterm programme of restructuring public 
sector enterprise was launched. Absortion of bankrupt private 
firms halted and employment was reduced (by 20 000 
workers in three years, concentrated in shipbuilding, steel 
and fertilizers). From 1985 onwards, restructuring was fol
lowed by privatization, a process which is still open today4. 

One of the most salient features of the threeyear period 
preceding EC accession was the change introduced by the 
government in 198384 in the nature of the deficit financing, 
which shifted away from the Bank of Spain's resources 
('préstamos de regulación monetaria') by means of the 
issuance of 'pagarés del tesoro' (Treasury bills), for which a 
special compulsory coefficient was introduced. Against a 
background of gradual deceleration of monetary aggregates 
and high interest rates, the move towards orthodox deficit 
financing made it more difficult to attain the objective of 

i Muller and Price (1993). 
2 A fraction of the deposits of the banking system was legally affected to 

the acquisition of government nonmarket liabilities. 

The estimates of the fiscal impulse measure are those of González
Páramo (1992) and GonzálezPáramo and Roldan (1992). 
The financial impact of privatization has been quite limited, given the 
relatively small size of the public enterprise sector in Spain. For a 
description of the privatization process in Spain, see Bermeo (1990) and 
De la Dehesa (1993). 
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GRAPH 3: Fiscal policy stance, 198092 
IMF fiscal impulse, EC cyclically corrected balance and total deficit 
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Sources: European Commission; GonzálezPáramo and Roldan (1992); GonzálezPáramo (1992). 

halting the deterioration of the government deficit. The rapid 
increase in the share of interest expenditure (2,4 points of 
GDP in 198285) obscured the efforts made to slow public 
expenditure growth. Thus, despite the increase in the tax 
burden and a sizeable reduction in the rate of growth of 
social expenditure and transfers to enterprises, the overall 
government borrowing requirement rose to an unprecedented 
6,9% of GDP. At the end of 1985, the share of public debt 
in GDP reached 45,2%, a figure that almost trebled the 
1980 share. 

Since Spain joined the European Communities, two periods 
can be identified in the performance of fiscal policy: the 
first covering 1986 and 1987, during which the general 
government deficit fell by 3,8 points of GDP; and the second 
spanning 1988 to 1991, during which there was an easing of 
fiscal policy in a context of strong economic growth. As 
Table 2 shows, in the 198687 period revenues increased 
sharply, due mostly to rises in direct taxes. On the other 
hand, for the first time since 1966, the share of current 
transfers in GDP fell owing to both the action of automatic 
stabilizers (unemployment benefits and subsidies) and to the 
effects of the 1985 reform of the pension system. As a result 
of these developments, public sector disposable income 
increased markedly. Moderate increases in public consump
tion and debt interest payments made possible sizeable 

improvements in gross savings and the primary balance (4,2 
points of GDP in 198587), both of which rose from negative 
to positive figures. 

After the successful fiscal years of 1986 and 1987, budget 
consolidation came to a halt in 1988 and deteriorated 
thereafter. On the expenditure side, social security benefits 
and investment expenditure were the leading forces behind 
the expansion. The former regained strength, partly as a 
consequence of union pressures which led to a general strike 
in December 1988; the latter responded to the aim of 
completing major infrastructure projects, both those aban
doned in previous years due to consolidation efforts and 
those associated with 1992 events (the World Fair in Seville 
and the Olympic Games in Barcelona). Tax developments 
were somewhat mixed. Despite the reductions in nominal tax 
rates, direct taxes remained a buoyant source of revenues, 
due to the combined effects of strong economic growth 
and the fiscal drag associated with tax progressiveness1. 
However, the extra receipts were used to finance additional 
expenditure. 

1
 The joint effect of relatively high inflation and tax progressiveness has 

yielded sizeable tax revenues to the Treasury during the 1980s. 
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GRAPH 4: Primary balance, 1985-92 
General government balance minus interest expenses 

(%ofGDP) 

1985 1986 1987 1988 1989 1990 1991 1992 

Source: European Commission (1993), Tables on public finance, June 

All in all, the outturn of 1988-91 fiscal policy has been an 
increase in both total expenditure and net borrowing. This 
procyclical stance of budgetary policy (see Graph 3) had the 
undesirable effect of shifting to monetary policy1 the full 
burden of stabilization — mainly achieved through credit 
ceilings and controls on capital inflows —, thus eroding its 
effects and its credibility in the fight against inflation. 
Further, in a context of liberalization of the capital account 
and exchange-rate stabilization (the peseta joined the ex
change-rate mechanism (ERM) of the EMS in 1989), expan
sionary fiscal policy may have been increasingly mirrored in 
the mounting external imbalance. Only in 1992 was there 
some tightening of fiscal policy; however, the effects of the 
recession and a laxity in spending control brought back the 
deficit to record levels in 1993 (see Section 6). 

Monetary policy before the peseta joined the ERM essentially followed 
one basic strategy: a gradual deceleration of monetary aggregates (ALPs 
— liquid assets in the hands of the public) according to preannounced 
quantitative targets. The setting of such targets in a medium-term context 
was seen as the basis for a break in inflationary expectations. There is 
little doubt that this strategy worked quite well in the first half of 
the 1980s. 

3. Detailed analysis of government spending 

3.1. General government expenditure trends 

Over the 1975-82 period, the bulk of the expansion of 
government spending occurred in the welfare-state area, as 
was the case in most OECD countries.2 Expenditure on merit 
goods and income maintenance rose by 6,6 percentage points 
of GDP to 22,8% in 1982. Within the merit goods category, 
the fastest-growing item was education, followed by housing 
and, to a lesser extent, health. Income maintenance expendi
ture showed more dynamism in this seven-year period, due 
to the growth of pension expenditure, which rose by 
3,6 points of GDP. The share of GDP devoted to unemploy
ment increased fivefold between 1975 and 1982. Expenditure 
in the remaining income maintenance categories — mostly 
family allowances — suffered a drastic reduction of 1 
full percentage point, which halved their share in total 
government expenditure. 

See Saunders and Klau (1985). 
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Table 4 

General government spending: functional classification — Spain 1980-91 
(as a percentage of GDP) 

1. General spending 
Defence 
General public services 

2. Redistributional spending 
Social protection 

Pensions 
Unemployment 
Other social security and welfare 

Social goods 
Education 
Health 
Housing and community amenities 

3. Economic intervention spending 
Economic services 
Subsidies 
Investment 
Capital transfers 
Interest payments government debt 

Total spending (1+2 + 3) 

1980 

5,2 
2,0 
3,3 

21,6 
12,7 
8,6 
2,2 
1,9 
8,9 
3,3 
4,5 
1,1 
6,2 
5,5 
2,1 
1,6 
1,8 
0,7 

33,1 

1981 

5,5 
1,9 
3,6 

23,1 
14,1 
9,1 
2,8 
2,2 
9,0 
3,1 
4,6 
1,3 

7,2 
6,4 
2,0 
2,0 
2,4 
0,8 

35,8 

1982 

5,6 
2,0 
3,6 

22,8 
14,0 
9,2 
2,6 
2,3 
8,8 
3,0 
4,3 
1,4 

9,3 
8,3 
2,5 
2,8 
3,0 
1,0 

37,7 

1983 

6,0 
2,2 
3,8 

23,6 
14,5 
9,7 
2,5 
2,3 
9,1 
3,2 
4,2 
1,6 

9,4 
8,1 
2,6 
2,4 
3,1 
1,3 

39,0 

1984 

5,9 
2,3 
3,6 

23,6 
14,5 
9,7 
2,4 
2,3 
9,1 
3,4 
4,0 
1,8 

10,0 
8,0 
2,8 
2,3 
2,8 
2,0 

39,6 

1985 

6,8 
2,0 
4,8 

24,8 
14,3 
10,7 
2,7 
1,0 

10,4 
3,8 
4,7 
2,0 

11,1 
7,6 
2,5 
3,5 
1,6 
3,4 

42,6 

1986 

6,9 

2,1 
4,8 

24,1 
14,0 
10,4 
2,6 
1,0 

10,2 
3,8 
4,6 
1,8 

11,1 
7,1 
2,0 
3,5 
1,6 
4,0 

42,1 

1987 

6,7 
2,2 
4,5 

24,2 
13,8 
10,2 
2,5 
1,1 

10,4 
4,0 
4,6 
1,8 

10,1 
6,6 
1,8 
3,3 
1,5 
3,5 

41,0 

1988 

6,3 
1,8 
4,5 

24,2 
13,9 
10,1 
2,5 
1,3 

10,4 
3,9 
4,7 
1,7 

10,6 
7,2 
2,1 
3,7 
1,5 
3,4 

41,1 

1989 

6,6 

1,8 
4,9 

24,5 
13,9 
10,2 
2,4 
1,3 

10,5 
4,1 
4,8 
1,6 

11,5 
8,0 
2,0 
4,4 
1,6 
3,5 

42,6 

1990 

6,3 
1,5 
4,8 

25,3 
14,6 
10,5 
2,6 
1,5 

10,6 
4,2 
4,9 
1,6 

11,8 
8,2 
1,9 
4,9 
1,5 
3,5 

43,3 

1991 

6,4 
1,6 
4,8 

26,1 
15,3 
10,8 
2,9 
1,6 

10,7 
4,2 
5,1 
1,5 

12,7 
8,7 
1,7 
5,1 
1,9 
4,0 

45,1 

Source: Fundación Fies (1992), Papeles de Economía Española, No 52/53. 

Table 5 

General government spending: economic classification — Spain 1980-91 
(as a percentage of GDP) 

1980 1981 1982 1983 1984 1985 1988 1990 1991 

1. Real spending 
Public consumption 

Compensation of employees 
Purchases of goods and services 
Fixed capital consumption 

Public investment 

2. Transfers 
Social protection 
Effective interest 
Subsidies 
Other transfers 

Total spending (1 + 2) 

14,6 
12,7 
9,8 
2,4 
0,5 
1,9 

18,5 
12,7 
0,7 
2,1 
3,1 

33,1 

15,5 
13,2 
10,3 
2,4 
0,5 
2,3 

20,3 
14,1 
0,8 
2,0 
3,4 

35,8 

16,5 
13,4 
10,2 
2,6 
0,5 
3,1 

21,3 
14,0 

1,0 
2,5 
3,7 

37,7 

16,7 
13,9 
10,6 
2,7 
0,6 
2,8 

22,3 
14,5 
1,3 
2,6 
3,9 

39,0 

16,8 
13,7 
10,5 
2,7 
0,6 
3,0 

22,8 
14,5 
2,0 
2,8 
3,5 

39,6 

18,4 
14,7 
10,5 
3,1 
1,0 
3,7 

24,2 
14,3 
3,4 
2,4 
4,0 

42,6 

18,3 
14,7 
10,2 
3,4 
1,0 
3,6 

23,8 
14,0 
4,0 
2,0 
3,9 

42,1 

18,5 
15,1 
10,2 
3,9 
1,0 
3,4 

22,4 
13,8 
3,5 
1,8 
3,3 

41,0 

18,6 
14,8 
10,4 
3,3 
1,0 
3,8 

22,5 
13,9 
3,4 
2,1 
3,2 

41,1 

19,6 
15,2 
10,7 
3,5 
1,0 
4,4 

23,0 
13,9 
3,5 
2,0 
3,6 

42,6 

20,2 
15,2 
10,9 
3,3 
1,0 
4,9 

23,1 
14,6 
3,5 
1,9 
3,1 

43,3 

20,8 
15,7 
11,2 
3,4 
1,1 
5,2 

24,3 
15,3 
4,0 
1,7 
3,2 

45,1 

NB: Figures do not exactly coincide with those in Table 2 due to the different sources used. 
Source: Fundación Fíes (1992), Papeles de Economía Española, No 52/53. 
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Table 6 

Detailed analysis of social security expenditure — Spain 1980-92 
(as a percentage of GDP) 

1. Health 

Sickness 
Invalidity, disability 
Occupational accidents and diseases 

2. Pension schemes 

Old age 
Survivors 

3. Maternity and family 

Maternity 
Family 

4. Unemployment 

Placement, vocational guidance 
Unemployment 

S. Housing and miscellaneous 

Housing 
Miscellaneous 

6. Other current spending 

Total 

1980 

6,46 

4,66 
1,36 
0,44 

7,19 

5,39 
1,80 

0,77 

0,25 
0,52 

2,83 

0,11 
2,72 

0,31 

0,31 

0,67 

18,23 

1981 

6,75 

4,82 
1,47 
0,46 

7,75 

5,85 
1,90 

0,70 

0,26 
0,44 

3,30 

0,14 
3,16 

0,31 

0,31 

0,81 

19,62 

Source: European Commission, Social protection expenditure and 

1982 

6,74 

4,80 
1,50 
0,44 

7,85 

5,95 
1,90 

0,66 

0,24 
0,42 

3,11 

0,18 
2,93 

0,31 

0,31 

0,79 

19,46 

1983 

6,62 

4,66 
1,53 
0,43 

8,12 

6,20 
1,92 

0,61 

0,24 
0,37 

3,24 

0,26 
2,98 

0,29 

0,01 
0,28 

0,67 

19,55 

1984 

6,57 

4,56 
1,59 
0,42 

8,25 

6,35 
1,90 

0,56 

0,23 
0,33 

3,29 

0,09 
3,20 

0,27 

0,02 
0,15 

0,68 

19,62 

1985 

6,63 

4,61 
1,61 
0,41 

8,47 

6,54 
1,93 

0,51 

0,22 
0,29 

3,68 

0,13 
3,55 

0,24 

0,02 
0,22 

0,65 

20,18 

receipts 1980-89: Sespros; Ministerio de Traba} 

1986 

6,53 

4,54 
1,59 
0,40 

8,36 

6,47 
1,89 

0,45 

0,21 
0,24 

3,38 

0,16 
3,22 

0.28 

0,03 
0,25 

0,80 

19,80 

1987 

6,60 

4,61 
1,59 
0,40 

8,25 

6,39 
1,86 

0,41 

0,21 
0,20 

3,29 

0,17 
3,12 

0,33 

0,07 
0,26 

0,90 

19,78 

3 y Seguridad Social. 

1988 

6,81 

4,76 
1,63 
0,42 

8,18 

6,33 
1,85 

0,38 

0,20 
0,18 

3,23 

0,19 
3,04 

0,33 

0,11 
0,22 

0,82 

19,75 

1989 

7,00 

4,90 
1,67 
0,43 

8,21 

6,31 
1,90 

0,36 

0,19 
0,17 

3,21 

0,20 
3,01 

0,36 

0,14 
0,22 

0,90 

20,04 

1990 

7,22 

5,11 
1,65 
0,46 

8,40 

6,43 
1,97 

0,35 

0,19 
0,16 

3,37 

0,20 
3,17 

0,37 

0,14 
0,23 

0,87 

20,58 

1991 

7,68 

5,41 
1,79 
0,48 

8,55 

6,50 
2,05 

0,35 

0,20 
0,15 

3,86 

0,21 
3,65 

0,43 

0,15 
0,28 

0,87 

21,74 

1992 

7,91 

5,57 
1,83 
0,51 

8,93 

6,68 
2,25 

0,40 

0,20 
0,20 

4,06 

0,21 
3,85 

0,43 

0,16 
0,27 

0,85 

22¿8 

While in most developed countries expenditure on public 
goods and economic services remained stable or declined as 
a proportion of GDP, both expenditure groups showed 
marked increases in Spain between 1975 and 1982. The sum 
of defence and general public services grew 1 point of GDP, 
a modest increase compared with the 4,6 percentage points 
of GDP increase in economic services. Subsidies and trans
fers to public and private enterprises account for the largest 
part of this increase, with public investment growing moder
ately. Finally, interest expenditure grew by 0,5 percentage 
points from a relatively low share of 'A % of GDP. 

From the data in Table 4, the behaviour of the major 
expenditure functions over the 1980-91 period can be sum
marized as follows: 

(i) the rate of growth of general government expenditure 
experienced a modest slowdown to 1,6 percentage 
points of GDP per year (1,8 on average between 1975 
and 1982); 

(ii) welfare-state expenditure pursued growth along the lines 
of the previous period; 

(iii) the upward trend of expenditure in economic services 
initiated in the second half of the 1970s came to a halt; 

(iv) growth of expenditure on general public services (bu
reaucratic base of government) accelerated, in part as a 
consequence of the decentralization of spending powers 
to the 'comunidades autónomas' (regional govern
ments);1 

(v) the interest burden of public debt experienced a steep 
rise to an unprecedented 3,4% of GDP over a very short 
time lapse (0,7% per annum). 

On the eve of enactment of the Constitution of 1978 — which created 
the comunidades autónomas —, the territorial (regional plus locai) public 
sector's share in general government expenditure was quite small. Since 
1978 it has been continuously increasing, slowly at fust, but quite rapidly 
after 1981. Between 1981 and 1985, the share of territorial governments 
in total public spending increased 10 percentage points to 21,4%. In 
1992, when this share had increased to 26,2%, the lower levels of 
government accounted for the most part of expenditure in housing, 
education, fixed investment and other social services, and increasing 
responsibilities were being taken in the provision of health care. 
However, tax powers have not been transferred accordingly (see Section 
7 and Annex A4). 
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The integration of Spain into the Community in 1986 
demanded a change in the stance of fiscal policy from the 
authorities. However, discretionary efforts to improve public 
sector finances concentrated almost solely on the revenue 
side. Contention of expenditure, which was successful only 
throughout 1986-87, can be attributed mainly to the action of 
the automatic stabilizers, and only secondarily to the effect 
of the 1985 reform of the pension system. From 1988 to the 
early 1990s, public expenditure growth has regained strength, 
with the share of spending in GDP increasing 5,5 points 
during the four-year period ending in 1992. The leading 
forces behind the expansion have been transfers to house
holds (2,5% of GDP, most of which has gone to pensions 
and unemployment benefits), interest on public debt (1% of 
GDP) and gross fixed investment (1% of GDP). 

3.2. Determinants of the main spending categories 

The rise in pension expenditure — the single most important 
spending component — has been a product of demographic 
factors, increases in coverage and outright fraud. Over the 
1975-85 period, the number of pensioners increased by 
almost 30% (550 000 new pensions) and the average pension 
rose by 31% in real terms. Two causes help to explain fraud 
in the pension system in this period. First, laxity in the grant 
of invalidity pensions (50 to 100% of previous earnings) led 
to an increase of 128% in the number of beneficiaries, i.e. 
30% of total pensions. This astonishing fact explains a 
reduction in the share of old-age pensions in total pensions 
from 56 to 46%. Second, the basis for calculation of the 
pension benefit was the earnings of the two best years over 
the last seven working years. A law passed in 1985 changed 
the qualifying conditions toward less generosity, having 
extended both the minimum contribution period (to 15 years) 
and the period of reference for the calculation of benefits 
(last eight years). After a short period of contention, pension 
spending growth has regained strength since 1988. Although 
invalidity pensions were reduced in 1992 to 23% of total 
pensions, the total number of pensioners increased by 
1 100 000 beneficiaries between 1985 and 1992 (a 34% 
increase, to a total number of 6,4 million in 1992), due to both 
demography and to the introduction of 'non-contributory 
pensions' (December 1990) for the elderly and the handi
capped not having contributed to social security in the past. 
The average pension has also increased in real terms by some 
3% per annum as a result of indexation, relatively high 
average benefits received by first-time beneficiaries, and the 
policy objective of approximating the level of the minimum 
pension to that of the minimum wage. 

aries and, quite secondarily, because of an increase in the 
real compensation per beneficiary. In 1980 a new law was 
enacted ('Ley básica del empleo') that established a link 
between benefits and the contribution period. The contrac
tionary effect of this legal provision was cushioned by the 
grant of 'complementary benefits' (75% of the minimum 
wage) to a large number of unemployed workers, and the 
creation in 1984 of a benefit system for temporary agricul
tural workers in Andalucía and Extremadura ('empleo comu
nitario'). All in all, the rate of growth of the share of 
unemployment benefits in GDP decelerated significantly 
over the 1980-85 period, and fell thereafter until 1989, when 
the downward trend in the unemployment rate was reversed. 
Since then, the share of unemployment spending has in
creased 1 percentage point of GDP. In 1992 the benefit 
system underwent cuts with estimated expenditure saving 
effects of 0,5 points of GDP and additional cuts are envisaged 
in 1994 (see Section 6). 

Health expenditure experienced a very modest increase 
between 1975 and 1985. This outcome may be largely 
attributed to institutional actions. Prior to 1986, State trans
fers to the social security health services were given without 
earmarking. Efforts to provide resources for the expansion of 
pension benefits resulted in a restraint of health expenditure, 
whose share in GDP barely increased between 1980 and 
1985. Since the mid-1980s, health spending has been one of 
the fastest-growing outlays in the developed world, as a 
result of increased coverage (from 86,4 to 99,8% of the 
population between 1983 and 1991), and increased per capita 
spending, which has been attributed to inefficiencies and 
fraud.1 Controls on medical prescriptions were introduced in 
1992 and 1993. However, waiting lists remain much of a 
problem, together with a system of financing that does not 
induce a rational use of resources by hospitals, whose debts 
are regularly paid by the State once they are large enough. 

The behaviour of the share of education expenditure in GDP 
reflects both an extension of coverage — particularly in the 
non-compulsory education levels — and a sharp increase in 
the number of teachers in public schools. The latter grew by 
74% resulting in a payroll of 271 000 teachers in 1985. 
Significant increases in the number of pupils in post-
compulsory education explain a 30% increase in the enrol
ment rate for 15-year-olds. Increases in the number of 
pre-primary pupils (22%) and university students (48%) also 
contributed to the observed rise in the share of education 
expenditure in GDP between 1975 and 1985. Over the 
1985-92 period, the share of education remained stable at 
around 4%. Although compulsory levels (up to 16-year-olds) 
are guaranteed for all the population, public spending per 

Over the 1975-85 period, the share of unemployment benefits 
grew, mostly due to the increase in the number of benefici- See OECD (1993). 
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pupil is still well below the standard in other developed 
countries — by one third.1 

The upward trend experienced by the share of expenditure 
on housing over the 1975-85 period can be attributed to the 
consequences of the new legislation on housing policies 
passed in 1978 and the ensuing 'housing plans' of 1981-83 
and 1984-87. Under these programmes — intended to reduce 
the housing deficit while ensuring equal access through 
personal allowances and housing subsidies as well as to boost 
economic activity in the construction sector — some 750 000 
new houses were built. The results of this new housing policy 
have not been particularly brilliant as regards the number of 
finished houses per year. Indeed, however, public finance 
has played a more prominent role since 1978. After 1988 the 
direct promotion of access to housing took the form of annual 
agreements with financial institutions in order to establish 
loan guarantees and interest subsidy conditions. It is worth 
noting that the volume of fiscal expenditure related to 
housing (mainly through personal income tax) is almost four 
times the amount directly spent by the government.2 

As noted above, trends in public expenditure in economic 
services over the years 1975-85 represent a noticeable 
departure from what was observed for other developed 
countries over the same period of time. Following the first 
oil-price shock, gross public investment was used as an 
escape valve for budget tensions, thus initiating a decline 
that was to be reversed only after 1981. Following substantial 
investment increases in 1982 and 1985, capital resources 
channelled to most sectors of public involvement experienced 
rises (with the outstanding exception of health), and particu
larly so in transport and communications. Investment in the 
infrastructure of transport and communications has been 
shown to have strong positive effects upon private sector 
productivity and, hence, upon the competitiveness of the 
economy3 (see Annex A2), a foremost policy objective for a 
country envisaging the creation of the single market in 1993. 
Since 1985, the share of public investment in GDP has been 
substantially in excess of the EC average. However, the role 
of government in the provision of economic services has 
not been limited to investment. The concession of capital 

See Centre pour la recherche et l'innovation dans l'enseignement (1992). 
Interest expenses are deductible in personal income tax (there is a ceiling 
of PTA 800 000/1 600 000 for one-member/two-member households). 
Furthermore, purchase of the main home by a taxpayer carries a tax 
credit of 15% of the cost of the house (or 15% of the amount of the loan 
which is paid back every year). 
Obviously, this empirical claim does not imply per se that expanding 
public investment is the optimal thing to do. However, maximization of 
total output of the economy calls for increased public investment when 
the marginal productivity of public capital is well above that of private 
capital. This is likely the case in Spain — as the estimates in Annex A2 
and the references therein suggest —, although this conclusion cannot be 
extended to other European countries. 

transfers and subsidies to both public enterprises and ailing 
sectors (specially mining and industry) under restructuring 
programmes kept on growing until the mid-1980s, and fell 
afterwards, in part as a result of EC competition policies. 

Expenditure in public services increased quite modestly over 
the 1980s, with spending on defence making room for the 
expansion of general public services. Reforms in the army, 
featured by reductions in personnel and renovation of ma
terial, have taken place in a context of increased international 
presence of the Spanish military (NATO, OEU, UNO). 
Budget consolidation has caused important reductions in 
appropriations for defence spending. As to spending in 
general public services — general administration, justice, 
foreign affairs and safety — its expansion can be explained 
as a result of three forces: the decentralization process of the 
public sector (creation of regional governments; see Annex 
A4), the renewal of justice administration, and the increased 
presence of Spain in international bodies (European Com
munity). 

Finally, as previously noted, the share of interest payments 
in GDP has increased quite dramatically as a result of both 
high and permanent deficits and the increasing use of market 
debt to finance these imbalances. Following the introduction 
of Treasury notes in 1983, the effective interest rate on public 
debt rose strongly. In 1986, interest payments reached 4% of 
GDP, up 3 percentage points from the 1982 figure. The boom 
in economic activity allowed some reduction in interest 
expenditure over 1987-90. From 1991 onwards, high nominal 
interest rates, reduced nominal increases in GDP, and grow
ing levels of primary deficits and public debt have pushed up 
interest expenses to a Graph close to 5% of GDP. 

4. Detailed analysis of government revenues 

The tax system operated by the government in 1975 exhibited 
two salient features. In the first place, the total tax ratio was 
well below the EC average. Total tax revenues amounted to 
21,6% of GDP, 13,1 percentage points less than the EC 
average and one half of the total tax ratio in the highest tax 
country (Netherlands). Only Greece, Portugal and Italy had 
comparable tax ratios. On the other hand, the structural 
characteristics of the tax system were such that they made it 
unsuitable to contribute to the modernization of the economy 
that was to come: almost one half of tax revenues came from 
social security contributions, nearly 30% was provided by 
indirect taxes and less than 20% came from personal and 
corporate taxes. Prominent among indirect taxes was a 
'cascading-type' tax on business turnover ( l i t ) , which 
plagued domestic transactions with non-neutralities and 
distorted the pattern of external trade. Personal income taxes 
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were levied by means of a 'Mediterranean style' cedular 
system: cedular taxes worked as minimum levies that taxed 
separately different sources of income. Presumptive tax-base 
determination was widely used. High-income taxpayers were 
liable to a so-called 'general income tax', a progressive tax 
on gross income against which cedular taxes could be 

credited. In addition to its technical shortcomings — absence 
of personalization, rigidity of the tax bases, and lack of 
equity, neutrality and flexibility — the tax system that was 
in place in the mid-1970s was seen as an important obstacle 
in the process of convergence towards integration in the Com
munity. 

Table 7 
Breakdown of taxes according to the degree of mobility of the tax base — Spain, 1980-91 

(as a percentage of GDP) 

Taxes on corporate profits 
Taxes on goods and services 

VAT 
Excise duties 
Other taxes 

Taxes bearing on the use of labour 
Social security contributions: 

employees 
Social security contributions: 

employers 
Social security contributions: 

self employed or unemployed 
Other taxes 

Taxes on income of individuals 
Taxes on property 
Miscellaneous 
Total tax revenue 

1980 

1,23 
4,99 

2,54 
2,45 

11,72 

2,61 

9,11 

4,92 
1,10 
0,18 

24,13 

1981 

1,18 
5,59 

2,97 
2,62 

12,13 

2,51 

9,62 

5,15 
1,10 
0,35 

25,50 

1982 

1,20 
5,69 

2,45 
3,24 

11,98 

2,66 

9,93 

5,37 
1,04 
0,50 

25,77 

1983 

1,37 
6,68 

3,25 
3,43 

12,54 

2,49 

9,30 

0,75 

5,89 
1,05 
0,35 

27,89 

1984 

1,47 
7,46 

3,41 
4,05 

12,03 

2,08 

9,09 

0,86 

6,65 
1,11 
0,53 

29,25 

1985 

1,50 
8,26 

3,75 
4,52 

11,89 

2,11 

8,94 

0,84 

5,66 
1,01 
0,45 

28,78 

1986 

1,70 
10,17 
4,52 
4,35 
1,30 

11,74 

2,09 

8,78 

0,87 

5,31 
1,00 
0,71 

30,63 

1987 

2,19 
9,95 
5,22 
4,03 
0,71 

11,78 

1,97 

8,42 

0,86 
0,53 
6,96 
1,58 
0,07 

32,54 

1988 

2,14 
10,10 
5,38 
4,02 
0,70 

11,65 

1,87 

8,45 

0,84 
0,49 
7,06 
1,72 
0,09 

32,75 

1989 

2,98 
9,98 
5,64 
3,69 
0,64 

11,99 

1,95 

8,61 

0,83 
0,60 
7,90 
1,75 
0,02 

34,63 

1990 

3,04 
9,77 
5,41 
3,61 
0,74 

12,19 

1,98 

8,76 

0,83 
0,62 
7,48 
1,90 
0,04 

34,41 

1991 

2,67 
9,80 
5,43 
3,63 
0,74 

12,35 

1,97 

8,81 

0,84 
0,72 
8,11 
1,75 
0,04 

34,73 

Source: OECD (1992), Revenue statistics ofOECD member Countries 1965-1991, Paris. 

Tax reform became a top priority in the political agenda with 
the return of democracy. In November 1977 a number of 
exceptional measures were adopted to increase revenues 
(surtaxes), while signalling the government's purpose of 
overhauling the tax system and changing attitudes towards 
compliance (tax amnesty, abolition of confidentiality in bank 
operations, introduction of a net wealth tax, and approval of 
heavy penalties against tax fraud). One year later Parliament 
passed the new 'European style' personal income tax and 
corporate tax laws, enacted in January 1979, together with 
the abolition of cedular taxes, which were partly transferred 
to local governments. Changes in the indirect tax legislation 
were relatively less marked. 

All in all, the 1977-78 tax reform improved the buoyancy of 
the tax system as a whole. The share of income and wealth 

taxes in GDP rose to 8,5% in 1985, doubling the 1975 figure. 
The overall tax ratio grew by 1 point of GDP per annum on 
average, twice as fast as the average increase in the Com
munity over the 1975-85 period. As regards taxes other than 
income taxes, social security contributions kept pace with 
growth in total taxes until 1980, stabilizing their share in 
GDP thereafter (see Table 7). Indirect taxes fell both as a 
proportion of total taxes and in their share in GDP between 
1977 and 1979, strongly recovering afterwards. Taken as a 
whole, changes in tax structure and tax trends brought 
general government tax revenues closer to EC standards. In 
1985, Spain's total tax ratio was 20% lower than the EC 
average, one half of the gap that existed 10 years earlier. 

On the eve of EC membership, the personal income tax was 
levied on family incomes at marginal rates rising to 66%, 
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with average tax revenues limited to 46% of the tax base. 
The income tax base was defined quite extensively, with 
sickness and unemployment payments, and fringe benefits as 
the most noticeable exceptions. Provisions for automatic 
inflation adjustment did not exist. The corporate income tax 
was levied at a rate of 35%. There was no inflation relief for 
inventories and LIFO (last in, first out) was not accepted. 
Accelerated depreciation was allowed for certain assets, and 
there were tax credits for many investments and employment 
creation. Investment tax credits equalled 15% of the cost of 
investment. Tax expenditure for job creation amounted to 
PTA 0,5 million per job. The revenue cost of both tax credits 
reached one third of the 1985 tax bill. Social security 
contributions were assessed on wages between prescribed 
limits at a general rate of 36,4% (30,4% on employers and 
6% on employees). Contribution rates on employers were 
among the highest in Europe. Since 1980, social security 
reform has cut contribution rates and reduced dispersion 
among contribution regimes. Tax rates of the cascading-type 
tax on gross sales ranged from 0,5% (wholesale commerce) 
to 6% (electricity), with a common rate of 4%. Local 
surcharges were levied at rates between 0,2% (wholesale 
trade) and a standard surtax of 1%. 

The most noteworthy tax event of 1986 was the introduction 
of the largely harmonized consumption-type European VAT, 
with a standard rate of 12%. Necessities and luxuries 
were taxed at 6 and 33%, respectively. Excise taxes also 
experienced important changes with EC membership. In
direct tax reform increased the buoyancy of tax revenues, 
which increased by 2 percentage points in 1986. 

An outstanding feature of the Spanish tax system over the 
last few years — besides its large degree of approximation 
to the EC-average tax structure (see statistical annex) — has 
been an increasing degree of complexity, a result of both the 
huge number of legal provisions and the high frequency of 
legal changes. In what follows, the most important revenue 
measures since the early 1980s are reviewed. 

The withholding tax rate on income from savings continu
ously increased between 1984 (16%) and 1989 (25%). This 
increase has been supplemented with other measures aimed 
at curbing tax evasion and avoidance (by means of extending 
tax bases and increasing the information requirements). It is 
since the enactment of the Law of fiscal regime of special 
financial assets ('Ley de régimen fiscal de determinados 
activos financieros' of 29 May 1985) that most capital gains 
on fixed-income assets became subject both to income taxes 
as ordinary income and to withholding taxes, a provision 
which improved the information obtained by the tax adminis
tration. These capital gains were taxed at the marginal tax 
rate (instead of the average tax rate) and could not benefit 
from inflation adjustments. At first, Treasury notes (pagarés 

del tesoro) were not subject to withholding taxes, and their 
nature as 'anonymous' assets made them very attractive as a 
placement for unreported income. This Law also created 
another anonymous asset (AFRO), with a high withholding 
tax rate that was, in fact liberatory1 (45% initially, which was 
increased to 55% two years after). The financial markets 
rapidly produced innovations seeking new ways of avoiding 
the harsher treatment of ordinary yields relative to that of 
capital gains, and the tax administration followed suit by 
defining the yields of the newly created assets as ordinary 
income instead of considering them capital gains (this was 
the case of certificates of deposit, the booking on account of 
Treasury notes and the premiums on capital insurance). 

Law 18/1991 of 6 June, which overhauled personal income 
tax, introduced several changes in the treatment of capital 
income. It suppressed the favourable treatment of anonymous 
assets, thus extending the obligation of reporting all financial 
transactions to the tax authorities. As a form of compensation, 
the owners of anonymous assets were offered the possibility 
of transforming them into special public debt — issued at a 
low yield and with very strict conditions for having it — 
with no sanctions. The new Law also modified the regulation 
of capital gains, leaving exempt those generated over a 
period of more than 15 years (10 years in the case of shares 
quoted on the official stock exchange). The reform enlarged 
the definition of taxable capital income by phasing out 
the deduction of interest expenses while introducing an 
exemption for capital income (PTA 25 000). It also an
nounced the creation of popular saving plans, but the lack of 
regulation has so far prevented them from being a savings 
alternative. The reform did not change the quite small 
dividend tax credit (10% of received dividends), which 
means that double taxation remains a problem. We can 
conclude that taxation of capital income in Spain is one of 
the most severe in Europe on account of several factors: 
withholding taxes, marginal tax rates on individual income, 
double taxation of dividends, obligations of information, and 
extreme complexity. 

The tax on corporate profits raises revenues which amount 
to 2,67% of GDP, a Graph quite close to the EC average 
(3%). This tax continuously increased its share in GDP until 
1990, and fell afterwards due to the economic recession. The 
general rate of this tax is 35%, which falls on distributed and 
retained profits, although there exist reduced rates (charities, 
mutual investment funds, etc.). This rate is in the low range 
of tax rates in the Community. The existence of a large 
number of deductions and allowances determines that the 

The issuer of AFRO withheld taxes when the asset was sold, thus 
reducing its financial yield. This made this asset more expensive than 
other market instruments, but in compensation no information on the 
identity of the buyers was required. 
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effective tax rate is much lower. The increasing share of 
corporate income tax in GDP cannot be explained only in 
terms of the evolution of corporate profits, as it also reflects 
changes in the administration of the tax and in its regulations. 
Thus, the introduction of VAT favoured control over com
panies and their sales, leading to an increase in the number 
of corporate profit tax returns. The introduction in 1983 of 
an advance payment of 29%, at the same time that the tax 
rate was increased from 33 to 35%, resulted in an increase of 
tax revenues. In 1985 the anticipated payment changed to 
30%, in 1989 to 55%, and in 1990 to 60%. Until 1988, tax 
allowances increased, but, from that year on, cuts were 
introduced in the allowances for investment and job creation 
which were, slightly compensated for with new incentives 
for the placement of investments in the regions which were 
going to hold the events of 1992 (the World Fair in Seville, 
the Olympic Games in Barcelona and the fifth centennial of 
the Columbus discovery of America in Madrid). Relief for 
double taxation of dividends remains very limited, and there 
is no correction for the effects of inflation on taxable profits. 

VAT was introduced in Spain in 1986. With a share in GDP 
of 5,43%, lower than the EC average (7,30%), its share had 
been increasing until 1989, a trend explained by the increase 
in consumption. Tax rates (initially they were: reduced rate, 
6%; general rate, 12%; and increased rate, 33%) changed 
during the period 1980-93. Some of the changes had small 
entity, such as the one introduced in 1987 establishing a zero 
rate for the services provided by certain professionals and 
artists, that was some time after suppressed, and changes in 
the tax rate from the increased to the general or to the reduced 
rate. Other more important changes, tending to a gradually 
harmonized VAT, have been the increase in the general rate 
to 13% in January 1992 and to 15% in July 1992, together 
with the reduction of the increased rate to 28%. A reform in 
January 1993 suppressed the increased rate and created a 
super-reduced rate of 3% for necessities (mainly food and 
officially protected homes). To counteract the revenue loss 
from the elimination of the increased rate, a new tax on 
vehicle registration was introduced. 

Excise duties represent 3,63% of GDP, lower than the EC 
average (4,90%). In 1980 major reform of the existing excise 
duties was undertaken: suppressing some, creating a tax on 
tobacco, merging and changing the name of some others, and 
raising some rates. As a result, revenues increased. The next 
major change took place in 1985, preceding EC accession. 
The taxes existing from that moment on were on: alcoholic 
beverages, beer, petrol products, and tobacco. The last 
important reform took place in 1993, a year in which EC 
agreements on harmonization were applied: the existing rates 
were raised, and three new taxes were introduced (medium 
alcohol products, wine and automobile registration). At 
present the largest share of revenue comes from oil products. 

Taxes bearing on the use of labour are high (in terms of GDP 
ratio) when compared with the EC average, and especially 
social security contributions by employers, with a share in 
GDP of 8,81%, which compares with an EC average of 
6,40%. By contrast, the contribution of employees (1,97%) 
is lower than the EC average (4,40%). Both ratios have been 
falling since 1980. From 1982 it has been a policy objective 
to reduce taxation on employment. However, this objective 
was made difficult to pursue given the level of government 
deficit, the increase in social security spending and the 
evolution of the number of contributors as unemployment 
increased. The aggregate contribution rate was maintained 
until 1988, and the base was enlarged. In 1989 there was a 
major change introduced in the Budget Law of that year. As 
the health system was universalized, the financing of health 
was segregated from that of income transfers (mainly pen
sions). Before this year, government transfers were given as 
a lump sum to the social security system. From then on, State 
transfers became earmarked. Another policy intention over 
the last year has been that of harmonizing the different social 
security regimes (general, mining, agriculture, etc.). In 1993 
there was a sizeable increase in the maximum taxable 
base, together with an increase in the contribution rates of 
employers (0,4 percentage points) and of workers (0,1 
percentage points). 

Individual income tax has reached a GDP share of 8,11%, a 
figure which is 2,79 percentage points below that of the EC 
average, despite its large growth since 1980 (65,05%). The 
top marginal tax rate (56%) is one of the highest in the 
Community. The average tax rate is also quite high (35,37%). 
Tax regulations are complex, and especially those related to 
income from capital and capital gains. Most of the revenue 
increases over the last decade have been associated with the 
inflationary fiscal drag. There have been some changes 
during this period, the most important of them being the 
1991 reform, which followed a decision by the Constitutional 
Court that forced the government to reform the tax treatment 
of married couples. In 1992 fringe benefits were made 
taxable, the deductibility of interest expenses was curtailed, 
and the treatment of long-term capital gains was changed 
towards more generosity. Tax rates remain almost un
changed. Although there has been a continuous increase in 
the number of taxpayers reporting income, the tax suffers 
from a large evasion, which concentrates in non-labour in
comes. 

The share in GDP of taxes on property (1,75%) is close to 
the EC average (1,80%). This share has increased since 1987, 
a year in which rates were increased coinciding with a reform 
of the taxes on inheritances and gifts. This tax has been 
transferred to the regional governments, together with the net 
wealth tax. 
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5. Budgetary process 

5.1. Organization 

The Spanish public sector consists of the central government, 
the regional governments, the local governments (munici
palities), the social security system and the public enterprise 
sector. 

Despite an increasing regional decentralization in recent 
years, the central government retains a leading role in public 
activity, both quantitative and qualitative. It is composed of 
the State and the autonomous administrative bodies. There 
are a large number of these, although there has been a 
sizeable reduction following the 1985 Budget Law. 

The regional governments (for details, see Annex A4) were 
created by the 1978 Constitution with the right to produce 
public goods and services affecting their territories exclus
ively. The legal form of access to autonomy has defined two 
types of regional government: the first type includes those 
regions which already had an autonomous regional govern
ment in the 1930s (just before the Spanish Civil War) or 
those which had shown a strong will for self-government 
subject to the fulfillment of certain requirements (Basque 
Country, Navarre, Catalonia, Galicia, Andalucía, Valencia 
and the Canary Islands); the second type includes the 
remaining 10 regional governments. Regional governments 
may issue debt subject to some legal restrictions. Long-term 
debt faces a double limit: the total amount must go to 
investment expenditure, and the total debt service (redemp
tion plus interest) cannot exceed 25% of total current 
revenues. Furthermore, issuing public debt requires specific 
permission granted by the central government; but as there is 
no sanction for non-compliance with these limits, some 
regional governments have ignored them on several oc
casions. 

The local governments consist of provinces and municipali
ties. Municipalities can issue debt under very strict conditions 
(maturities of less than a year and a limit of 35% of their 
total current revenues). 

Social security benefits are of two types: contributory 
(financed mainly through social security contributions) and 
non-contributory (financed through transfers from the State 
budget). The contributory level is made up by a general 
system ('régimen general') and other special systems. The 
general system integrates the management bodies of the 
system, a salary warranty fund (Fogasa), which manages 
benefits and claims in the case of bankruptcies, and the 
National Institute for Employment (INEM), which manages 

unemployment benefits. The special systems consist of 
managing bodies responsible for benefits going to workers 
that are not integrated in the general system (mainly workers 
in railways, mining, public servants, domestic service, and 
the self-employed). These special systems have lost their 
relevance over time and have tended to disappear as their 
members become integrated in the general system. The 
non-contributory system was created to universalize the 
benefits to every citizen, irrespective of whether or not they 
have paid social security contributions or taxes previously. 

Despite their small weight in GDP compared with the EC 
average, the Spanish public enterprises are relatively many 
and operate in different sectors: industry, commerce, finance 
and insurance. Among them are compames which are totally 
publicy owned, while others are privately owned but under 
public control. Outstanding among the publicly owned 
enterprises are the autonomous entities that, despite belong
ing to the institutional organization (they are directly depen
dent on ministries), perform entrepreneurial activities. Some 
of these entities are not limited in their operations by 
budgetary restrictions, a feature that facilitates an important 
means of getting around public spending controls. 

Public enterprises are grouped in three holding compames 
that represent 90% of public firms: the National Industry 
Institute (INI), the National Hydrocarbon Institute (INH), 
and the General Directorate of Patrimony (DGP). To these 
can be added the public financial entities: the Central Bank 
and Argentaria. From a historical point of view, there has not 
been a well-defined strategy in the creation of public 
enterprises. Some are natural monopolies. Others were 
created in the 1940s and 1950s by the Franco regime to 
overcome the international isolation of the Spanish economy. 
Finally, many others are the result of State purchases of 
bankrupt companies in order to avoid unemployment in
creases and social unrest. 

5.2. Budgetary rules and procedures 

In the so-called 'general State budget' are included the total 
amounts of public revenues and expenses, except those of 
the regional governments, the local governments, and most 
public companies owned by them. 

The budgetary process starts with draft proposals from the 
lower-level administrative units to the Ministry of Finance. 
To elaborate the budget document (from February to Sep
tember), the administrative units fill in documents referring 
to the objectives they pursue and the corresponding necessary 
resources. These documents are coordinated by the budget 
office of each Ministry. The General Directorate for Budgets 

152 



Fiscal policy in Spain, 1980-92 

of the Ministry of Finance coordinates all this information 
and elaborates a draft of the Budget Law to be discussed by 
the government. From this discussion follows a final Budget 
Law proposal that is sent for discussion to Parliament. 
The discussion is followed up at two levels: budgetary 
commission and plenary session. If the budget is not ap
proved before 31 December, the previous year's Budget Law 
remains the valid norm until a new law is passed. 

The Spanish budget is written, monitored and executed 
following an administrative approach. Although there have 
been attempts to introduce modern techniques, progress has 
been modest so far. In 1984 planning programming budgeting 
was introduced. In 1985 objectives and indicators for a 
follow-up were defined, and in 1986 a new system for 
accounting and reporting was approved. The effect of these 
changes upon budget practices has been almost nil. 

Although the Budget Law sets top limits to expenditure, it is 
possible to surpass legal appropriations quite easily by means 
of extraordinary and supplementary appropriations, credit 
transfers, credit extensions, credits generated by new rev
enues, the carrying-forward of unused appropriations, etc. 
The government can obtain most of these credits without 
parliamentary approval (which is needed only in the case of 
extraordinary and suplementary credits). As an indication of 
laxity, it is interesting to note that the modifications intro
duced in the 1983-92 period reached 25% of initial budget 
appropriations (see Annex A5). In 1990, monetary financing 
was restricted and a limit on new credit compromises was 
introduced. None of these limits has been effective, due to 
both their defective regulation and to the laxity of the 
accounting procedures. 

Besides parliamentary control, other controls are applied to 
spending: the General Auditing Office (IGAE) and the 
Auditing Court (Tribunal de Cuentas). Both are legal con
trols. The main function of the General Auditing Office, 
which is dependent on the Finance Ministry, is to make sure 
that any expense has its corresponding budget appropriation. 
Though IGAE has more functions, for example efficiency 
control, they are not effective. The Auditing Court controls 
the general economic management of the public sector on an 
a posteriori basis. There are no strict limits on total spending, 
public debt or borrowing requirements. 

The regional governments and the local administration 
have their own regulations for budgeting. They manage an 
important and increasing amount of resources. In 1993 the 
budget of all the regional governments exceeded 
PTA 6,9 billion and the budget of the local governments was 
more than PTA 4,5 billion, figures which compare with 
PTA 23,6 billion, which was the amount spent by the central 
government (including the social security system). 

6. Recent developments 

Budgetary measures for the 1992 fiscal year included a 
revenue-neutral tax package: a reduction in the marginal tax 
rates of personal income tax of 3 percentage points on 
average, the provision of tax incentives to savings channelled 
through mutual investment funds (and to long-term capital 
gains in general), an increase of 1 percentage point in the 
general rate of VAT (compensated for with a reduction in 
the top rate from 33 to 28%), increases in excise duties 
(gasoline and tobacco), and a rise in social security contri
butions for unemployment contingencies (see statistical 
annex). The official budgetary target of the authorities was 
to reduce the deficit to 3,5% of GDP, on the assumption that 
expenditure would increase moderately, with real GDP 
growing at 3,3% and the unemployment rate stabilizing at 
around 15%. 

Shortly after the time when the government presented the 
'Convergence programme 1992-96' (March 1992), it became 
evident that budget projections were overly optimistic. As 
the recession proceeded, revenues from withholding taxes 
fell markedly and unemployment payments kept on rising. 
To make things worse, health expenditure was also growing 
well above expectations. In April, a reform of the unemploy
ment-subsidy system was passed by Parliament. Changes 
increased the minimum contribution period for qualification 
from six months to one year, while reducing the duration of 
the subsidy period by one third and the amount of the 
monthly check by one eighth. This reform, with an estimated 
expenditure-saving effect of 0,5 points of GDP per year, was 
supplemented by cuts in investment projects and a freeze in 
public employment. 

As deficit figures did not show significant improvements by 
mid-year, the government adopted a new package of 
measures in July: the reform of income tax was reversed 
(marginal tax rates were raised by 2 percentage points on 
average and withholding taxes also experienced a sizeable 
increase), the general rate of VAT increased from 13 to 15%, 
excise duties also went up, and some expenditure suffered 
cuts (publicly financed sickness benefits, government pur
chases, productivity complements in government wages, and 
public investment). The impact of this package upon the 
deficit has been estimated as a reduction of 0,4 points of 
GDP in 1992 and 1,4 points of GDP per year in the medium 
term (see statistical annex). Despite the contractionary orien
tation of the 1992 budgetary measures (see Graph 3, Section 
2), the general government deficit rose to 4,6 points of GDP, 
1 percentage point in excess of budget projections, which 
grossly underestimated the depth of the recession (real 
GDP growth fell to 0,8% and the unemployment rate 
reached 18,4%). 
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GRAPH 5: Debt sustainability, 198594 
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Source: European Commission (1993), Tables on public finance, June; general State budget, 1994. 

Although the underlying macroeconomic projections for 
1993 were much more realistic (GDP growth, 1%; 
unemployment rate, 18,9%), the early months of the year 
witnessed a rapid deterioration of the economy. The 
combination of an adverse external environment, a 
continuing loss of competitiveness (despite the devaluations 
of September and November 1992), and the lack of 
consistent domestic macroeconomic policies since 1988 led 
the unemployment rate to skyrocketing levels (22,4% is 
expected at the end of 1993), without a significant 
reduction in inflation. With general elections in sight (June 
1993), no major fiscal measures were adopted, and only a 
moderate increase in excise duties (gasoline) was introduced 
in August. In a political context defined by the loss of an 
absolute majority in the Parliament, expenditure overruns 
have gone almost unchecked, while revenues are expected 
to fall in nominal terms. The official forecast for the 
general government deficit in 1993 topped a record high 
of 7,2% of GDP. 

The 1994 budget proposal seeks a reduction of the deficit to 
6,4% of GDP through expenditure controls (freeze in public 
wages and public employment, new indexation procedure for 

pensions, and further cuts in unemployment benefits1 and 
health spending). Tax increases are relatively minor (new 
rise in excise duties, taxation of small capital gains obtained 
through mutual investment funds, and absence of corrective 
measures to compensate the inflationary fiscal drag associ
ated with personal income tax). Revenues from privatization 
are estimated as 0,3% of GDP. 

The outlook for budget discipline in 1994 is grim. As the 
recovery of economic activity is not expected until 1995, the 
loss of reputation of budget institutions experienced since 
the early 1980s is now compounded with political uncer
tainties as regards the possibility of stable government 
agreements with political minorities and trade unions. But 
even if the budget objective were met in 1994, the size of the 
'primary gap'2 is a worrisome indication of sustainability 
problems (see Graph 5). 

In 1994, beneficiaries will pay social security contributions and income 
taxes on unemployment benefits; the minimum benefit will be reduced 
by 25%; qualification to benefits will be lost by those not accepting 
employment offers; and unemployment benefits will be postponed for 
those receiving unemployment indemnities. 
Defined as the difference between the actual primary balance and that 
size of the primary balance that would stabilize the public debt/GDP ratio. 
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GRAPH 6: Decentralization of the public sector 

Composition of deficit, debt, final spending and tax revenue 
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7. Margins for budget consolidation 

7.1. Outlook for fiscal discipline 

Efforts to reduce the public sector deficit in recent years 
have been hampered by developments in four main areas: 
behaviour of regional and local governments, budgetary 
control, deficit funding, and tax evasion. In the early 1980s, 
Spain started a process of budgetary decentralization. As a 
result, in 1992 the regional and local governments' final 
expenditure (public consumption plus gross investment) 
exceeded that of the State (see Graph 6). However, tax 
revenues at the regional and local level of government have 
not grown in the same fashion. The undesirable outcome of 
the mismatch between expenditure responsibilities and tax 
resources — compounded by the existence of perverse 
political incentives to finance territorial expenditure out of 
State transfers — has been the emergence of sizeable 
borrowing requirements and increasing indebtedness. At 
present, the system under which the regional and local 
governments receive almost one third of their funds from 
State transfers is being revised, as politicians from the most 
dynamic regions demand a share of income tax revenues 
collected in their territory. 

Turning to budgetary control, the longstanding budgetary 
practices described in the previous section have notably 
reduced the effectiveness of the ex-ante political control of 
budget objectives and ex-post assessment of realizations, 
thus providing for the existence of large expenditure overruns 
(32% of the initial budget on average in the 1983-92 period). 
In 1990 the Budget Law included a provision strictly limiting 
non-financial appropriations to the amount approved by 
Parliament. This rule was intended to limit previous laxity 
in the concession of additional credits. Still, budgetary 
procedures allow a large margin of discretion: unused 
appropriations can be carried forward, transfers among 
categories are allowed, and financial operations are not 
subject to strict quantitative limits. In 1992 the legal limit on 
appropriations was made even stricter.1 However, the reform 
has become ineffective in constraining overruns, as the 
government has announced that 1993 budget developments 
render impossible compliance with the norm. 

Spain had virtually no public debt until the late 1970s, and 
up to 1982 the public sector deficit was largely monetized. 

1 Article 10 of the 1992 Budget Law requires that extraordinary and 
supplementary credits for new spending cannot exceed 3% of the 
initial budget. 
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Seigniorage from currency in the hands of the public, 
combined with implicit taxation from bank reserves and 
investment requirements, provided interest savings to the 
government of 1,7% of GDP in the 198090 period.1 With 
the introduction of Treasury notes (pagarés del tesoro) in 
1981 and Treasury bills ('letras del tesoro') in 1987, short
term securities emerged as the main instruments of more 
orthodox financing of public deficits. However, the extensive 
use of compulsory coefficients and the reduction of the rate 
of return on Treasury notes — used also as an 'anonymous' 
placement of unreported income in 198691 — kept the 
effective interest on public debt relatively low, while seig
niorage and implicit taxation have remained high (2,3 of GDP 
in 1990). Furthermore, inflationary expectations implied a 
weak demand for medium and longterm debt, so that the 

average maturity of outstanding balances of debt fell from 
2,6 years in 1986 to 1,4 years in 1990. In 1991, expectations 
that inflation and interest rates would fall stimulated the 
demand for medium and longterm bonds, and the govern
ment has been willing to accept the returns sought by markets 
so as to increase the maturity of outstanding debt. Against 
this background, the ongoing convergence toward Maastricht 
standards — the phasingout of compulsory coefficients and 
the endyear zero limit for Treasury net borrowing from the 
Bank of Spain — have brought risks of interestcost increases 
and instability of the public debt management policy, which 
is becoming increasingly oriented toward financial intermedi
aries.2 Since 1991 the effective interest rate on public debt 
hash exceeded the nominal growth rate of GDP. 

1 See Repullo (1991). 

These include mutual investment funds (most of which invest their funds 
in government securities), national banks and, recently, international 
banks, which in the summer of 1993 provided loans for an amount of 
1,3 points of GDP. 

Table 8 

Contribution to budget consolidation of revenue categories in Spain 

++· +· 

Taxes on portfolio income of indi Enforcement 

viduals 

Taxes on corporate profits Tax allowances 

Taxes on goods and services Tax rate 

VAT Enforcement 
Excise duties Tax rates 
Other taxes 

Taxes on use of labour Base 
enlargement 

Social security contributions: 
employees 

Social security contributions: Enforcement 
employers Base 

enlargement 

Social security contributions: Enforcement 

selfemployed Base 
enlargement 

Other taxes 

Taxes on income of individuals Base 
enlargement 

Taxes on property Property values 

Miscellaneous taxes 

Nontax revenues Privatization 

_ 1 

Taxfree 

'saving plans' 

Tax rates 

Revenue consolidation index Unweighted index: 
(following Haan et al. 1992) + 0,7 

1
 A plus (minus) sign indicates higher (lower) revenues resulting from relevant automatic and/or discretionary policy changes. The single 

relative degree of flexibility. 
h
 The share of the various revenue categories as percent of GDP (1991) is shown in parentheses. 

c
 By difference between total current revenues and total tax revenues. 

ι 

Tax competition 

Tax competition 

Tax wedge 
(employment 
effects) 

Total" 

(2,67) 

+ +(5,43) 

+ +(3,63) 

+ (1,97) 

0 (8,81) 

+ +(0,84) 

+ (8,11) 

+ (1,75) 

+ (3,9)c 

Weighted index: 

+ 

and double plus (minus) : 

0,7 

signs are used to indicate the 
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Over the last decade, relatively extensive tax evasion has 
stood in the way of reducing the public deficit. Official 
sources evaluate lost revenues at 26% of potential revenues 
of VAT and 36% in the corporate income tax tranche, while 
unreported tax bases are estimated at 43 percent of potential 
bases for personal income tax purposes, and at about 30% 
for social security contributions. A tentative estimate of the 
revenue effects of tax evasion can be put in the range of 4 to 
6,5 points of GDP.1 The creation of a new revenue service 
in 1991 (Agencia Tributaria) was expected to increase 

For a survey of studies on tax evasion, see González-Páramo (1993). 

effectiveness against fraud. Results have not been spectacular 
so far, while increased mobility of tax bases associated with 
convergence in the single European market may render it 
more difficult in the future to reduce the deficit through 
increased compliance. A key to reducing tax evasion lies in 
a more efficient management of tax information, which is 
quite abundant, together with lower tax rates and more 
realistic penalties. 

Tables 8 and 9 provide a tentative assessment of the size of 
the margins for consolidation. We follow the methodology 
in Haan et al. (1992) — see Box below — using the 
information contained in this section. 

Table 9 

Contribution to budget consolidation of functional expenditure categories in Spain 

Totalb 

General public services Current 
spending 
(wages) 
Productivity 
(efficiency) 

++ (3,7) 

Public order and safety 
Education 

Health 

Social security and welfare 

Current 
spending 
Efficiency 

Demographic 
change 
Prescriptions 

Fraud (pen
sions, subsidies) 
Unemployment 
(cuts, cycle) 

Quality 
improvement 
Demographic 
change 

Placement and 
vocational guid
ance 
Demographic 
change 

H- (5,1) 

+ (13,7) 

Housing and community amenities 
Recreational and cultural affairs 
Economic services 
Other functions 

Expenditure consolidation index 
(following Haan et al., 1992) 

State aid 
Interest rate/ 
GDP growth dif
ferential (cycle) 

++ (1,7) 
- (4,0) 

Unweighted index: 
+ 0,5 

Weighted index: 
+ 0,6 

NB: General public services - General spending (Table 4) — defence — public order and safety. Social security and welfare - Pension + unemployment. Recreational and cultural affairs -
Other social and welfare (Table 4). Other functions - Interest payments Government debt. 

1 A plus (minus) sign indicates lower (higher) expenditure resulting from relevant automatic and/or discretionary policy changes. The single and double plus (minus) signs arc used to indicate 
the relative degree of flexibility. 

b The share of the various expenditure categories as percent of GDP (1991) is shown in parentheses. 
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7.2. Scope to increase revenues 

Although tax rates are in line or above European standards1 

(i.e. personal taxes), overall tax levels in Spain are below the 
EC average as a result of widespread evasion. In conse
quence, the scope for increasing rates in some taxes seems to 
be very limited. It is only by reducing fraud that total tax 
collections can increase significantly. 

The taxation of savings in Spain is one of the most severe in 
Europe. The freedom of capital movements within Europe is 
causing competitive pressures that cause revenue losses at 
present, and are expected to do so in the future. The tax 
authorities have reacted to these pressures by introducing 
incentive measures in the personal income tax law (i.e. no 
withholding taxes on shares on investment funds, beneficial 
treatment of long-term capital gains). Evasion of savings 
income has hardly been combated in the recent past. Tax 
competition remains thus the most important constraint for 
tax flexibility in this area in the near future. 

Box: Contribution to budget consolidation of revenue and 
expenditure categories 

Methodological notes 

(1) A plus (minus) sign indicates higher (lower) revenues 
and a lower (higher) expenditure resulting from exogenous 
policy changes, in an amount less than 1% of GDP over 
2 to 3 years, relative to a baseline given by the 1992 
Graphs. 

(2) A double sign is used to indicate a degree of contribution in 
excess of 1% of GDP over the same period. 

(3) The choice of pluses and minuses reflects consensus esti
mates of the authors, based on the information provided in 
the text and national studies. 

(4) Italics are used for 'political' compromises announced by 
the government. Although political factors influence most 
other revenue and expenditure measures, their impact is 
tightly constrained by exogenous factors (i.e. harmonization, 
competition, demography, cycle, etc.). 

Corporate income tax also faces the problem of tax compe
tition, as is the case of the double taxation of dividends. 
Although the tax rate is not too high compared with the EC 
average, the absence of correction of the effects of inflation 
upon taxable bases leads to tax distortions and revenue 
increases. Even though tax allowances have been reduced, 
there is still some room for lowering them even further. But 
the current situation, featured by high unemployment levels 
and diminishing profits, has reversed the trend with the 
introduction of additional allowances to favour investment, 
job creation, exporting companies and newly created small 
firms. Beginning in 1994, these firms will not pay taxes in 
the first three years of activity. The economic context is also 
affecting the evolution of tax revenues. An economic upturn 
in the future would make it possible to increase taxable bases 
and would provide margins for the elimination of most 
fiscal incentives. 

Value-added tax will have to face changes towards harmoniz
ation. This will permit the raising of rates and revenues, 
which at present are below the EC average, although the 

Overall marginal tax rates on capital income (income tax, wealth tax plus 
other taxes on income from capital) are higher than those prevailing in 
neighbouring countries (Portugal, France). In a context of high capital 
mobility, however, it is doubtful that geographical proximity determines 
lhe size and the direction of capital movements. 

recent reforms have narrowed the gap somewhat. This tax is 
heavily affected by evasion. With a more efficient tax 
administration, tax revenue could increase by a substantial 
amount, also allowing for better control of corporate tax. 
Nevertheless, the opening-up of fiscal frontiers within the 
Community has introduced a new form of fraud. This adds 
new difficulties to the task of repressing evasion in the 
short term. 

At present, excise taxes also have revenues which are less 
than the average of the EC countries. This difference allows 
for some possibilities to increase revenues as convergence in 
rates proceeds. In 1993 there was an increase in most tax 
rates that will probably produce an increase in revenues. 
Furthermore, new taxes have been introduced, although one 
of them (on automobile registration) was established as 
compensation for the loss of revenue from the automobile 
sector when the incremented VAT rate was suppressed. 

Social security contributions are very high compared with 
the EC average, and the entrepreneur's contribution is 
also quite high (71,3% of total revenues). Although the 
government has reduced rates in the past, these are still too 
high, so it is likely that they will have to be reduced in the 
future. Taxable bases are still far from real wages, due to 
ceilings and to evasion. This leaves some room for raising 
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tax collections, particularly among employers and the self-
employed. 

Although Spain has one of the highest marginal rates on 
personal incomes, its revenue is less than the EC average. 
This is due to the fact that there is a large amount of evasion. 
Labour income carries a disproportionate burden of this tax, 
because there is a high level of fraud among professionals, 
small entrepreneurs and farmers. The recent reform can 
increase taxable income (i.e. non-monetary income), but this 
will be compensated with other revenue-reducing measures 
(i.e. long-term capital gains exemption). There remains a 
large number of tax allowances that could be eliminated in 
order to raise revenues without increasing tax rates (i.e. 
allowance for employment creation by individual entrepre
neurs, investment tax credits, and tax credit for home 
purchases, etc.). 

Taxes on property have a small revenue weight in Spain. 
Most of them are in the hands of the territorial governments: 
regional governments (net wealth, inheritances and gifts) and 
local governments (real estate). The valuation of property in 
the real estate tax is used as a taxable base for the rest of 
taxes on property. Thus, a revision in taxable values would 
increase the revenue from all other property taxes. 

In 1984, Spain started a privatization process. Initially, the 
rationale for privatization was the desire to sell companies 
with losses, attributed in most cases to inefficiencies stem
ming from their public character. This process sought to 
attract foreign technology and investment. The system of 
privatization most frequently used consisted of direct sales 
of the companies, although, more recently, privatization has 
taken the form of stock sales in the market. This process is 
likely to continue in the future, as Repsol (petrol) and 
Argentaria (banking) — both of them highly profitable — 
are preparing public tenders for 1994. It should be noted, 
however, that the potential of privatization as a means of 
increasing revenues and of reducing the government debt 
ratio is quite limited. In 1993, the total market value of 
government assets in the most profitable public enterprises 
(Repsol, Argentaria, Enee, Endesa, Telefònica and Tabaca
lera) was PTA 2,7 billion, which amounts to 4,5% of GDP, 
i.e. two thirds of the expected general government deficit 
in 1993. 

7.3. Scope to reduce expenditure 

As a 'catching-up' country, Spain has witnessed huge 
spending increases over the last two decades. Still, total 
public spending as a proportion of GDP represents a smaller 
fraction than in the EC average. Possibilities for severe cuts 

should not be assessed with optimism, as most options are in 
fact marginal and/or could take some time and require strong 
political determination to undertake the necessary reforms. 

The share of general public services in total spending is 
somewhat below the EC average. The 'peace dividend' will 
not help in any form to reduce defence outlays, since budget 
restraint in the second half of the 1980s severely diminished 
their share in spending, possibly below minimum operational 
standards. As to general public services, potential efficiency 
gains are relatively large, since the basic institutional struc
ture of the bureaucratic organization has remained unchanged 
since the 1950s. The introduction of managerial techniques 
in services provision (i.e. the creation of agencies) is under 
discussion at present. Simplistic policies based on wage cuts 
are not likely to work, as public wages have been 'frozen' 
for two years. On the other hand, as very many inefficiencies 
in public services are related to the decentralization process,1 

more coordination between the central and the territorial 
governments should facilitate sizeable cost savings (i.e. 
avoiding duplications). 

As in almost all industrial countries, most possibilities for 
reducing spending are to be found in the welfare-state area. 
Demographic factors will make it difficult to reduce pensions 
and health spending in the short term. Nevertheless, re
pression of fraud in both categories (i.e. invalidity pensions 
and prescriptions), together with the introduction of mana
gerial techniques in the health system, could yield non-
negligible margins. Spending on education is still low, and 
the objective of improving quality standards leaves little 
room for expenditure reductions. As in the health system, the 
provision of public services without public production could 
help to relieve pressures on outlays (private universities have 
been allowed to offer degrees starting in 1993). Finally, 
despite substantial cuts in 1992 and 1994 (Budget Law), 
unemployment spending can be further reduced. The extra
ordinarily large growth of benefits of recent years is expected 
to be reversed as unemployment starts to fall (not before 
1995). On the other hand, fraud is widespread, so increased 
efforts on the part of the administration should pay off. 

Recent sharp increases of public outlays in economic services 
have responded to public investment (infrastructures) and to 
interest expenses. While the latter can be reduced only 
through sustained economic growth and fiscal discipline, it 
does not seem advisable to cut investment spending, in the 
light of its beneficial supply-side effects (see Annex Al). 
Finally, State aid to enterprises remains high relative to other 
EC countries. Thus, current subsidies and capital transfers 
offer some additional room for manoeuvre in the short term. 

For instance, see OECD (1993). 
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Table 10 

M a j o r revenue- increas ing m e a s u r e s , 1980-93 

1980 

1981 

1982 

1983 

1984 

1985 

Taxes 
on portfolio 
income on 
individuals 

(IRPF) 

Withholding 
tax 

Withholding 
tax; base 

Taxes on 
corporate 

profits 

Reduced 
exemptions 

Rates 

Withholding 
tax 
Rate 
Tax allow
ances 

Witholding 
tax rate; 

VAT 
(until 1986 
a multistage 

cumulative tax) 

Broadening of 
base 
Tax rates 

Rates 

Rates 

Excise 
duties 

Rates 
(tobacco) 

Tax rate on oil 
products 

Rates 

Social 
security 

contribution 
employees 

Base (broad
ening) 

Base (broad
ening) 

Social 
security 

contribution 
employers 

Base (broad
ening) 

Base (broad
ening) 

Taxes on 
income of 
individuals 

Withholding 
rates on labour 
income 

Withholding 
rates on labour 
income 

Withholding 
rates on labour 
income 
Rate 

Withholding 
rates on pro
fessional 
income 

Base (broad
ening) 

Taxes on 
property 

Decreased 
rates 
Reduced base 

Non-tax 
revenues 

Fees, charges 

Fees, charges 
Privatization 

1986 

1992 

1993 

(broadening); 
Evasion, 
avoidance 

Withholding 
tax 

VAT 

1987 

1988 

1989 

1990 

1991 

Withholding 
tax 
Withholding 
tax base 

Base 
Evasion, 
avoidance 

Tax allow
ances 

Withholding 
tax; 
tax allowances 

Witholding 
tax, tax allow
ances 

Rate on tob-
acco; 
Hydrocarbon; 
alcohol 
drinks; 
beer 

Base 
ening) 

Base 
ening) 

(broad-

(broad-

Base 

Base 

Withholding 
rates 

Inheritance 
and gift tax 

Petrol prices 

Base (broad
ening) 

Rates 

Rates 

Rates 

Rates 

Rates; 
Wine, vehicle 
registration; 
medium alco
hol products 

Base (broad
ening) 

Rate; unem
ployment rate 
Base (broad
ening) 

Unemploy
ment rate 
Base (broad
ening) 

Rate 
Base (broad
ening) 

Tax allow- Rate 
anees 

Withholding 
rates on 
labour; 
Statutory rates 

Fees, charges 
Privatization 

Privatization 

Fees, charges 
Privatization 

Privatization 

Privatization 

Fees 
Privatization 
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Table 11 

M a j o r expend i ture cuts in S p a i n 1980 -93 

1980 

1981 

1982 

1983 

1984 

General public 
services 

Wages 

Wages 

Defence 

Wages 
reduction 
military 
personnel 

Public order 
and safety 

Education Health Social security Housing and Recreational and Economic Other 
and welfare community cultural affairs services functions 

amenities 

1985 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

1993 

Wages 

Wages 

Operating 
expenditure 

Investment 

Current 
expenditure 

Current 
expenditure 

Investment 

Reconversion 
of public 
enterprises 

Pension 
system 
changes 

GDP growth 

Public debt 
(pagares) 

Subsidies 

Unemploy
ment system 
changes 

Prescription 
system change 
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Statistical annex 

Table Al 
Spain versus European Community: Comparison of general government operations, 1980-91 

(as a percentage of GDP) 

Current revenue 
Direct taxes 
Indirect taxes 
Social security contributions 

Current expenditure 
Public consumption 
Transfers to households 
Interest payments 

Net capital expenditure 
Gross investment 
Net borrowing (deficit - ) 
Primary deficit (-) 
Gross public debt 

Source: European Commission (1993), Tables 

1980 

29,9 
6,9 
6,6 

13,0 
29,3 
12,5 
12,5 
0,7 
3,1 
1,8 

-2 ,6 
-1 ,9 
17,6 

on public finance, June. 

Spain 

1985 

34,7 
8,4 
9,5 

13,0 
36,1 
13,9 
14,7 
3,1 
5,6 
3,7 

-6 ,9 
- 3 , 8 
45,2 

1991 

40,0 
11,9 
10,8 
13,1 
39,0 
15,7 
15,3 
4,0 
6,0 
5,2 

-5 ,0 
-1 ,0 
45,5 

1980 

42,2 
11,6 
13,0 
14,2 
41,6 
18,4 
16,4 
3,1 
4,1 
3,1 

-3 ,8 
-0 ,7 
42,9 

European Community 

1985 

44,6 
12,5 
13,4 
14,9 
45,3 
18,8 
17,9 
4,9 
3,9 
2,9 

-4 ,9 
0,0 

58,6 

1991 

44,5 
12,5 
13,4 
14,9 
45,3 
18,1 
17,3 
5,0 
3,8 
2,9 

-4 ,7 
0,3 

61,2 

Table A2 
Structure of tax revenues in Spain versus EC average, 1970-92 

(as a percentage of GDP) 

Indirect taxes 

Direct taxes 

Social security contributions 

Other current revenues 

Total 

1970 

7,7 

3,4 

6,3 

5,3 

22,6 

NB: Figures in brackets are standard deviations. 
Sources: European Commission (1991), Structure of budgetary receipts 

Spain 

1985 

9,5 

8,5 

12,9 

4,3 

35,2 

and EMU: Main issues, 

1992 

10,4 

12,3 

13,8 

5,6 

42,1 

OG 11, September, European 

1970 

13,2 
(3,8) 
9,5 

(5,4) 
10,3 
(4,5) 
3,1 

(1,1) 
36,2 
(6,7) 

European Community 

Commission, April 1993. 

1985 

12,9 
(3,0) 
12,3 
(6,4) 
14,6 
(5,7) 
4,0 

(2,5) 

43,8 
(8,7) 

1992 

14,8 
(2,8) 
13,7 
(5,7) 
13,1 
(5,3) 
5,9 

(1,9) 
46,4 
(7,1) 
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Table A3 
Other economic indicators — Spain, 1980-93 

(Annual percentage change) 

1980 1981 1982 1983 1991 1992 1993 

Population 
Employment 
GDP (at current prices) 

GDP (per head, ECU, EUR 1 2 - 1 0 0 ) 
GDP (per head, Spain, EUR 12 - 100) 

Real unit labour costs (1980-100) 

Gross fixed capital formation (at constant prices) 

0,7 
- 3 , 0 
15,6 

58,2 
71,6 

100 

0,7 

0,9 
- 2 , 6 
11,7 

57,1 
70,9 

100,5 

- 3 , 3 

0,5 
- 0 , 9 
15,2 

57,4 
71,0 

98,3 

0,5 

0,5 
- 0 , 5 
13,6 

51,3 
70,9 

98,0 

- 2 , 5 

0,4 
- 2 , 4 
12,9 

53,9 
70,4 

93,1 

- 5 , 8 

0,4 

-u 
11,1 
54,5 
70,2 

90,6 

4,1 

0,3 
1,4 

14,6 

55,2 
70,4 

87,7 

9,9 

0,3 
5,1 

11,8 

56,7 
723 

88,0 

14,0 

0,2 
2,8 

11,1 

60,0 
73,1 

87,2 

13,9 

0,2 
3,4 

12,1 

65,4 
7 4 3 

85,6 

13,7 

0,2 
3,2 

11,4 

68,6 
7 5 3 

86,2 

6,9 

0,2 
0,5 
93 

71,0 
77,8 

855 

1,6 

0,2 
- 1 , 9 

7,1 

70,9 
78,0 

85,4 

- 3 , 0 

0,2 
- 4 , 6 

3,8 

67,1 
783 

83,7 

- 5 , 4 

NB: 1992 and 1993, estimates. 
Source: European Commission (1993), Tables on public finance, June. 

Table A4 
Other government budget indicators — Spain, 1980-93 

(as a percentage of GDP) 

Indirect taxes 

Direct taxes 

Social security contributions 

Other current receipts 

Current transfers 
to enterprises 
to households 
to the rest of the world (net) 

Actual interest payments 

Government consumption 
compensation of employees 
purchases of goods and services 

Gross saving 

Net capital transfers 
Gross fixed capital formation 

NB: 1992 and 1993, estimates. 
Source: European Commission (1993), Tables i 

1980 

6,6 

6,9 

13,0 

3,5 

16,1 
2,0 

12,5 
0,1 
0,7 

12,5 
9,7 
2,4 

0,6 

1,3 
1,8 

1981 

7,2 

7,1 
13,2 

3,8 

17,4 
1,9 

14,0 
0,1 
0,8 

13,1 
10,2 
2,4 

0,1 

1,7 
2,3 

'n public finance, June. 

1982 

7,7 

6,7 

13,2 

3,9 

17,9 
2 4 

13,9 
0,1 
1,0 

13,2 
10,1 
2,6 

- 0 , 5 

2,0 
3,0 

1983 

8,5 
7,8 

13,6 

3,8 

18,6 
2,6 

14,4 
0,1 
1,3 

13,7 
10,5 
2,7 
0,0 

2,0 
2,8 

1984 

8,9 

8,2 

12,9 

3,4 

18,6 
2,8 

14,3 
0,1 
2,0 

13,6 
10,4 
2,6 

- 0 , 7 

1,7 
3,0 

1985 

9,5 
8,4 

13,0 
3,8 

19,1 
2,6 

14,7 
0,1 
3,1 

13,9 
10,5 
2,7 

- 1 , 4 
1,9 
3,7 

1986 

10,8 
8,2 

12,8 

4,1 
17,8 
2,1 

13,9 
0,2 

4,0 
14,7 
10,3 
3,3 

- 0 4 

1,8 
3,6 

1987 

10,8 

10,3 

12,8 
3,8 

174 
2,2 

13,8 
0,0 

3,5 

15,1 
10,4 
3,7 

1,7 
1,3 
3,4 

1988 

10,9 
10,4 

12,5 
3,8 

17,8 
2,8 

13,8 
- 0 , 2 

3,4 

14,8 
10,5 
3,3 

1,8 
1,2 
3,8 

1989 

10,9 
12,1 

12,8 

3,7 

17,9 
2 4 

13,9 
0,0 
3,5 

15,2 
10,7 
3,5 
2,9 

1,3 
4,4 

1990 

10,7 

12,0 

13,0 

3,8 
18,4 
2 4 

14,4 
0,1 
3,5 

154 
11,1 
3,4 

2,1 
0,8 

5,2 

1991 

10,8 

11,9 

13,1 
4,2 

19,3 
2 4 

154 
- 0 , 1 

4,0 
15,7 
11,3 
3,3 
1,0 
0.8 

5,2 

1992 

11,6 

12,0 

13,6 

4,6 

20,3 
2,4 

16,3 
0,1 

4,1 
16,2 
11,7 
3.4 

1,1 
0,7 

4,9 

1993 

11,8 

124 
14,1 
5,2 

214 
2,6 

17,4 
0,0 

44 

164 
11,8 
3 4 
0,9 

0.6 
4.9 
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Table A5 

Impact of fiscal measures on the budget deficit, 1992 and 1993 
(as a percentage of GDP) 

1992 1993 Medium term 

1992 budget 
Income tax 
VAT and excise duties 
Social security contributions 

April 1992 measures 
Unemployment benefits 

July 1992 measures 
Income tax 
VAT and excise duties 
Sickness benefits 

1993 budget 
Income tax 
Social security contributions 

August 1993 measures 
Excise duties (gasoline) 

Total effects 

-0 ,6 
+ 0,4 
+ 0,2 

+ 0,3 

+ 0,1 
+ 0,2 
+ 0,1 

+ 0,7 

-0 ,6 
+ 0,4 
+ 0,2 

+ 0,5 

+ 0,4 
+ 0,4 
+ 0,2 

+ 0,1 
+ 0,2 

+ 0,1 

+ 1,9 

-0 ,7 
+ 0,5 
+ 0,3 

+ 0,4 

+ 0,6 
+ 0,6 
+ 0,2 

+ 0,2 
+ 0,3 

+ 0,1 

+ 2,5 

Sources: Bank of Spain; OECD; and own calculations. 
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Annex Al 

'Tax and spend' or 'spend and tax'? 
Causality between revenues and 
expenditure and the size of the 
public budget in Spain, 195591 

José Manuel GonzálezPáramo 

In Spain, as elsewhere in Europe, growing deficits and the 
means of achieving budget discipline have attracted a great 
deal of attention. A central issue in the debate is whether 
higher taxes lead to expenditure changes ('tax and spend' 
hypothesis), or whether expenditure growth leads budget 
dynamics, with taxes following suit ('spend and tax' hypoth
esis). Since theoretical reasoning does not suffice to resolve 
this ambiguity,1 empirical evidence on causality can be 
helpfully used when assessing the likely success of alterna
tive strategies toward budget discipline.2 

To examine empirically this issue, we consider causality 
between general government revenues and expenditure in 
Spain in the 195591 period (annual data), including GDP 
and the price level (GDP deflator) as control variables. Table 
Al.l shows unit root tests for expenditure (g), revenues (r), 
real GDP (y) and prices (p). Under various definitions 
(nominal values, real values, and GDP ratios), expenditure 
and revenues are shown to be integrated of order one, 1(1); 
real GDP and prices, however, appear to be 1(2) variables. 
Computing standard Grangercausality tests (Granger, 1969) 
would require prewhitening of the timeseries, i.e. first 
differencing of g and r and second differencing of y and p, in 
order to achieve stationariness. However, from cointegration 
concepts and errorcorrection modelling we know that 
Grangercausality tests are misspecified when there is a 
longterm equilibrium (cointegrating) relationship among 
the relevant nonstationary variables (see Granger, 1988). 
Therefore, we should first test for cointegration among g, r, 
y and/7. If cointegration is absent, standard Grangercausality 
tests can be applied; however, when cointegration is detected, 
the cointegrating relationship should appear as a (lagged) 
regressor in the causality tests, since cointegration implies the 
existence of an error correction model (ECM) of adjustment 

A variety of theoretical arguments give support to any possible direction 
of causality. For instance, Buchanan and Wagner (1977) argue that 
deficit financing facilitates higher spending due to the existence of 'fiscal 
illusion'. On the other hand, Brennan and Buchanan (1980) suggest that 
in a leviathantype government higher taxes today lead to more spending 
tomorrow. However, Barro (1979) and Peacock and Wiseman (1979) 
contend that increases in expenditure in the present tend to be followed 
by tax increases in the future. For details on this literature, see Anderson 
et al. (1986). 
For a survey of recent empirical literature, see Joulfaian and Mookerjee 
Π991) and Miller and Russek (1990). 

toward the longterm relationship among the variables (Engle 
and Granger, 1987). 

The standard procedure of testing for cointegration involves 
first estimating the longterm equation by ordinary least 
squares (OLS) and then computing the augmented Dickey
Fuller (ADF) statistic. Recently, Banerjee et al. (1993b) have 
shown that this test has little power due to the fact that it 
imposes (possibly invalid) common factor restrictions. As an 
alternative route, they suggest proceeding to nonlinear 
(NLS) estimation of the parameters of the ECM. In our case, 
this involves estimating: 

Ag, = cto + ciiAr, + a2A
2y, + θ3Δ2ρ, + 

ß(gti  ΥιΓ,i  γ2Δy,l  Δρ,_,) + o ^ g , . , + ν, 

(1) 

where ν, is stationary. The cointegration test is a tratio test 
(ÍECM) for the significance of β (Banerjee et al., 1993a provide 
critical values). At the same time, this procedure yields an 
estimate of the longterm relationship among the variables of 
interest (term in brackets). 

Table Al.2 gives the results for both the general model 
(equation (1) and the simplified version that results from the 
application of Akaike information criterion (AIQ. The 
variable ώ / η » is an impulse dummy variable introduced to 
capture the effects of the 1959-60 stabilization plan (it takes 
values of 1 in 1959-60 and 0 in the remaining years of the 
sample).3 The results — which satisfactorily passed a battery 
of standard validation tests: autocorrelation, normality, exog-
eneity, heteroscedasticity, and structural change — strongly 
support the existence of a cointegrating relationship among 
g, r, y and (perhaps)/?.4 It is worth noting that the coefficient 
1 is always greater than l.5 This implies that budget dynamics 
exhibit a built-in bias toward deficit. In the long-term more 
taxes are associated with higher deficits. 

Causality testing when cointegration is present involves 
estimating the following vector autoregression (VAR) in 
first differences: 

(2) 

+ 

Ag, 

Ar, 

A3(L)A4(L) 

B3(L)B4(L) 

AI(L; 

B,(L] 

A2y, 

Δ2ρ, 

|A2(L) 

! B2(L) 

a 
+ 

b 

Ag, 

Ar, 

u,-i 

Although the inclusion of this dummy variable does not affect the 
qualitative results, it improves parameter estimates. 
The Johansen (1988) multivariate technique confirmed that there exists 
only one cointegrating vector. 
The Johansen procedure allows rejection of the null hypothesis that γ, - 1 . 
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where A¡(L) and B¡(L) are lag operators and w*,_; is the 
cointegrating residual estimated from the term in brackets of 
expression (1); g (r) is said to be caused by r (g) if b (a) are 
significantly different from zero. 

Sims et al. (1990) have shown that, under the null hypothesis 
of cointegration, Grangercausality tests on the VAR of 
the variables in levels have standard chisquare limiting 
distributions. This result implies that a causality test which is 
equivalent to the former can be built upon estimation of the 
following system: 

Agt A't(L)A'2(L) g, 

Ar, B'j(L) B'2(L) r, 

A'3(L)A'4(L) Ay, a u / 

+ + + 
B'3(L)B'4(L) Ap, b 

(3) 

B' 

Table Al.3 contains the results from both testing procedures. 
The test statistics overwhelmingly reject the null hypothesis 
that r does not cause g, thus yielding strong support to the 
'tax and spend' hypothesis. From a policy perspective, this 
implies that budget dynamics in Spain are dominated by 
revenue impulses. Reductions in public spending are effec
tive in reducing the deficit, but increases in revenues (recall 
that γι >1) lead to more spending and a larger deficit in the 
future. As an additional confirmation of the robustness of 
this conclusion, we proceeded to a dynamic simulation of 
impulse responses in the VAR given in equation (3) using r 
and g in ratios.1 The results were entirely in line with the 
implications of both the ECM estimates and the causality 
analysis: spending reductions (negative innovations in the 
spending equation) lead to permanent deficit reductions; 
however, revenue increases (positive innovations in the 
revenue equation) just provide a transitory remedy to the 
budget imbalance. In the longterm, larger budgets are 
associated with larger deficits. 

g (r) is said to cause r (g) if the elements in B¡' (A2') are zero. 

1 The ordering of the variables in the VAR is (r,g): current innovations in 
r affect both equations, while innovations in g appear only in the equation 
for g. Reversing this ordering yielded identical responses. 

Table Al . l 

Unit root tests (augmented DickeyFuller statistics)
1
·
 2 

Az, = ßo + β,ί + αζ,_ι + k, Σ, /' = 1γ,Δζ,_,· + ε, 

Variables 
M 

y 
Ρ 

g" 
rn 
gr 
rr 
gy 
ry 

β ο ΐ Ό , β , * 0 

-1,19 
-2,54 
-2,09 
-1,54 
-0,83 
-0,84 
-1,91 
-1,34 

X 

β ο * 0 , β , - 0 

-1,46 
-0,45 

0,24 
-0,07 
-0,89 
-1,73 

0,97 
1,53 

ß o  ß i  0 

2,28 

1,21 

3,04 

3,29 

5,50 

5,35 

2,96 

5,02 

β ο * 0 , β ,  0 

2 ,91* 

1,62 

 3,43** 

3,85*** 

6,39*** 

6,52*** 

 4,43*** 

7,86*** 

Δχ 

ß o  ß i  0 

1,55 

1,01 

1,13 

1,33 

 2,20** 

2,47** 

3,17*** 

4,60*** 

Δ2χ 

ß o  β ,  Ο 

6,21*** 

4,96*** 

1
 gn, gr and gy (rn, rr and ry) denote expenditure (revenues) in nominal, real and GDP ratio terms. The null hypothesis is a  0; k  1 for χ and k  0 for Δχ and Δ

2
χ. 

2
 *, · * and *"* indicate rejection of the null hypothesis at significance levels of 10, 5 and 1%, respectively. Critical values are those of MacKinnon (1991). 
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Table A1.2 

Nonlinear least squares estimates of the error correction model (ECM) 

(Equation (1)) 

Variables 

Constant 

Ar> 

A2y, 

A2P, 

ECM (β) 

ni 

Ay,, 

Apti 

Ag,i 

dum¡g¿n 

W 

σν 

DW 

AIC 

*ECM 

NB: · , · · and · · · indicate rejection 

DW is the DurbinWatson statistic. 

Nominal 

(1) 

0,03 
(0,42) 

0,73*·* 
(5,32) 

0,68** 
( 2,28) 

0,31 
(1,33) 

 0,51*** 
(4,37) 

1,01 
(132,69) 

1,09 
(2,34) 

0,31 
(0,60) 

0,22 

(1,65) 

0,10*** 
(3,11) 

0,88 

0,02 

1,71 

7,34 

4,37** 

of the null hypothesis ai 

(2) 

0,01 
(0,19) 

0,82*** 
(8,45) 

0,81*** 
(3,56) 

 0,55*** 
(5,15) 

1,02 
(149,65) 

2,24 
(3,93) 

 0,19* 
(1,83) 

0,11*** 
(3,60) 

0,87 

0,02 

1,83 

7,39 

5,15*** 

Real 

(3) 

0,09 
(0,54) 

0,71*** 
(5,26) 

0,68** 

( 2,28) 

0,03 
(0,14) 

 0,48*** 
(4,49) 

1,03 
(54,35) 

2,53 
(3,77) 

0 ,73 
(2,44) 

0,23* 
(1,81) 

0,10*** 

(3,11) 

0,73 

0,02 

1,71 

7,24 

 4,49** 

(4) 

0,21 

(1,34) 

0,74*** 
(5,46) 

 0,69** 
(2,28) 

 0,50*** 
(4,71) 

1,04 
(61,51) 

2,41 
(3,73) 

0,68 
(2,35) 

 0,08*** 
(2,77) 

0,69 

0,02 

2,01 

7,33 

4,71*** 

i significance levels of 10, S and 1%, respectively; k denotes the number of lags. 

Ratia 

(5) 

0,03* 
(1,81) 

0,52*** 
(2,86) 

0,31*** 
(3,69) 

0,01 
(0,26) 

 0,37*** 
(3,25) 

1,13 
(15,07) 

1,37 
(2,62) 

0,29 
(2,00) 

0,13 
(0,76) 

 0,03*** 
(2,78) 

0,70 

0,01 

1,74 

9,71 

3,25 

1 

(6) 

0,02 

(1,74) 

0,56*** 
(3,35) 

 0,30*·· 
(3,80) 

 0,39*** 
(3,74) 

1,15 
(18,71) 

1,15 
(3,32) 

0,26 
(2,14) 

 0,02*** 
(3,13) 

0,69 

0,01 

1,93 

9,80 

 3,74** 
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Table A l J 

Granger causality with cointegrated variables 

Null hypothesis Variables VAR in differences 
(Equation 2) 

VAR in levels 
(Equation 3) 

Nominal 
Real 
Ratios 

Nominal 
Real 
Ratios 

*-) 

1,00 
0,18 
1,69 

10,60*** 
4,29** 

24,17*** 

k-2 

0,03 
0,80 
0,18 

7,06*** 
2,34 

13,47*** 

* - l 

0,76 
0,39 
1,64 

8,75*** 
9,47*** 
6,61*** 

k-2 

1,52 
1,88 
0,01 

15,12*** 
15,37*· 
17,55*** 

g does not cause r 

t does not cause g 

NB: ** and *** indicate rejection of the null hypothesis at significance levels of 5 and 1%, respectively; k denotes the number of lags. 
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Annex A2 

Infrastructures, productivity, and 
crowdingout: The case of Spain 

José Manuel GonzálezPáramo 

The relationship between public infrastructure and pro
ductivity has been addressed in a series of recent papers 
(Aschauer, 1989a; Munnell, 1990a and 1990b; Ford and 
Poret, 1991; Bemdt and Hansson, 1992; HoltzEakin, 
1992). Although results differ according to the methodology 
and data employed and the definition used for the 
publiccapital variable, most of the evidence gathered 
suggests a positive relationship between public capital and 
private productivity. 

The findings of Bajo and Sosvilla (1993) for the Spanish 
case point in the same direction, although no distinction is 
made between public capital as a whole and infrastructure. 
This is the focus of a recent paper by Argimón, González
Páramo et al. (1993), who concentrate upon the effect on 
private productivity of transportation and communications 
infrastructures. They estimate by NLS a logarithmlinear 
production function of the form: 

A(y,  kp,) = cto + α,Δ(1,  kp,) + a2A(kg,  kp,) 

+ ß[y,_i  kp,.,)  Yi(l,_i  kpt.j) 

 Y2(kgti  kp,_,)] + a3A(y,_,  kp,_,) + u, (1) 

where smallcase letters denote variables in logarithms, t 
denotes time, y is private GDP, / is employment in the 
private sector, kp is privatecapital stock, kg is the stock of 
public infrastructures capital (transport and communi
cations), and u is a random shock. We use the 
error correction model (ECM) to estimate the longterm 
relationship among variables since they are nonstationary 
1(1) processes (on the advantages of this procedure, see 
Engle and Granger, 1987). Data on infrastructures are those 
of Argimón and Martin (1993). 

Equation (1) imposes constant returns to scale, an assumption 
which was previously tested for. Table A2.1 gives the 
longterm coefficients, which suggest that a strong positive 
relationship exists between infrastructure and private pro
ductivity in Spain. In addition, when public capital other than 
infrastructure capital was included as an additional regressor, 
its coefficient turned up very close to zero (not shown in the 
table). The most remarkable result in Table A2.1 is that, 
under the definitions of the variables used, the productivity 

of public capital is much higher than that of the private 
sector. In fact, it lies in the upper bound of the estimates for 
the existing international evidence. If robust, this result 
would be consistent with strongly decreasing returns and/or 
quite low levels of infrastructure.1 

In order to draw meaningful policy conclusions from this 
evidence, some attention should be given to the possibility 
of the crowdingout of private investment by public infra
structure. Suppose that an additional unit of public investment 
displaced one (or more) units of private investment. In such 
a case, the message from the above equation could severely 
overestimate the productivityenhancing effect of public 
infrastructures. 

With the purpose of controlling for this possibility, we 
devised the following system (see Aschauer, 1989b): 

Ip, = a, + a2ipt_i + ĉ Ficp, + a4ig, + asCg, + e, 

Fkpt = ßi + ß2kpt + ß3kgt + e 2 

(2) 

where F/φ, is the productivity of private capital, ip and ig are 
private and public investment, cg is public consumption, and 
kp and kg are (the logarithms of) private and public productive 
capital. A negative sign of a3 would imply that public 
investment crowds out private investment. 

The estimates in Table A2.2, which use data for the 196590 
period, provide confirmation for the positive effect of public 
capital on productivity. As to the crowdingout issue, the 
coefficient a¡ shows instability and is not significantly 
different from zero. These results did not change when using 
instrumental variables estimation to control for the possibility 
of kp being the third endogenous variable in the system. 

The positive effect of public infrastructure investment on 
private sector productivity suggests a foremost policy con
clusion: the process of budget consolidation should not imply 
a reduction of public spending on infrastructure, as has 
occurred in other periods of fiscal tightening in the past. 
Given the need for improving competitiveness in the internal 
market context, consistent budget consolidation efforts 
should concentrate on current expenditure. 

None the less, an upward bias might exist due to the omission of 
variables which are highly correlated with infrastructure (e.g. human 
capital), or to the fact that the true depreciation rate of private capital is 
closer than assumed (10%) to that of infrastructure (5%). In this case, 
public capital might be proxy ing the effect of private capital. 
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Table A2.1 
Long-term cointegrating relationships: private productivity-public infrastructure (non-linear least squares) 

Public infrastructure variable used 

Central government 
(national accounts) 

(D 

Central government 
(public accounts) 

(2) 

Same as (2) plus 
capital transfers 

(3) 

\-kn 

kg kp 

ß 

DW 
SE 

0,20 
(7,52) 
0,71 

(8,60) 
-0,77 

(-6,00) 
2,22 
0,08 

0,31 
(20,26) 

0,59 
(8,34) 

-0,79 
(-5,56) 

2,30 
0,08 

0,27 
(12,05) 

0,67 
(7,30) 

-0,68 
(-5,68) 

2,09 
0,08 

NB: DW is the Durbin-Watson statistic and SE is the standard error of the regression, In all cases, we can reject the null hypothesis of no cointegration at the 5% significance level (see Banerjee 
et al., 1993). 

Table A2.2 
Crowding-out effect of public investment (ordinary least squares) 

Public investment variable used 

1 
2 
1 
2 
1 
2 
1 
2 

Total investment 

General 
government 

(public 
accounts) 

(1) 

0,28 
(3,42) 

-0,25 
(-1.42) 
-0,13 

(- 1.84) 
0,68 

(8,31) 
-0,46 

(- 17,63) 
0,32 

(13,14) 
0,92 
0,96 
0,010 
0,013 
1,80 
1.19 

-4,63 
-3,32 

0,38 

General 
government 

(national 
accounts) 

(2) 

0,17 
(2,85) 
0,06 

(0,92) 
-0,05 

(-0,72) 
0,72 

(8,05) 
-0,40 

(- 14,63) 
0,29 

(9,84) 
0,91 
0,95 
0,010 
0,015 
1,98 
0,96 

-4,81 
-3,00 

0,014 

Infrastructure investment 

State 
(national 
accounts) 

(3) 

0,18 
(3,28) 
0,075 

(1,22) 
-0,06 

(- 0,80) 
0,69 

(8,28) 
-0,44 

(-4,02) 
0,41 

(2,75) 
0,91 
0,81 
0,010 
0,030 
2,00 
0,33 

-4,83 
-1,47 
- 0,026 

State 
(national 
accounts) 

0,20 
(3,28) 

- 0,013 
(-0,09) 
-0,10 

(- 1,37) 
0,70 

(6,40) 
-0,47 

(-3,71) 
0,38 

(2,61) 
0,91 
0,81 
0,010 
0,031 
1,84 
0,31 

-4,65 
-1,16 
-0,26 

kpl 

kp, 

kg, 

R2 

SE 

DW 

ADF 

NB: R2 is the determination coefficient; ADF is the augmented Dickey-Fuller statistic; and h is the Durimi statistic for serial autocorrelation. 
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Annex A3 

Detailed description of revenue and expenditure measures, 1980-93 
Alfonso Utrilla de la Hoz and Aurelia Valiño Castro 

Detailed description of revenue measures, 1980-93 

Taxes on 
portfolio 
income of 
individuals 

1980 

1981 

Taxes on 
corporate 

profits 

Revenue in
creases because 
a redefinition of 
lax exemptions. 

Revaluation of 
business assets 
for tax purposes. 

VAT 
(until 1986 a 

'cascade' 
turnover tax) 

The general sales 
tax was a cascade 
tax or a cumulat
ive multistage 
tax. This tax ab
sorbed a part of 
the capital trans
actions tax (real-
estate trans
action. Rates 
were increased. 

Tax rate in
creased with ef
fect from the fol
lowing year. 

Excise duties 

Reorganization 
of excise taxes 
(Law 39/1979 of 
30 November). 
The sugar tax 
and the chicory 
tax were re
moved. A tax on 
tobacco products 
was introduced. 
Other excise du
ties were put to
gether under the 
same law and 
others changed 
their names. The 
tax rates were 
raised with effect 
in the following 
year. 

Petrol tax in
creased. 

Social security 
contributions: 

employees 

The general tax 
rate decreased 
from 5,15 to 
5,05%. The por
tion earmarked 
for unemploy
ment rose (0,35 
to 0,52%). 

Social security 
contributions: 

employers 

The general tax 
rate decreased 
from 29,15 to 
28,55%, but the 
portion earmar
ked for unem
ployment rose 
from 2^5 to 
3,48%. 

Taxes on 
income from 
individuals 

The withholding 
rates on labour in
come rose. 

In 1979 the 'base rate' and 'comp
lementary bast 
replaced by a 

·' were renoved and 
single base, with 

higher and lower limit. 

The general tax 
rate decreased to 
4,96%. The un
employment tax 
rate rose. 

The general tax 
rate decreased to 
28,14%. The un
employment tax 
rate rose. 

a 

The withholding 
rates on labour in
come rose. 

Taxes on 
property 

Reform of the 
capital transaction 
tax (R.O. 3050/ 
1980, 30 De
cember). Redefi
nition of the tax 
base. More 
exemptions were 
introduced and 
some tax rates 
were decreased. 

The personal net 
wealth tax rev
enue decreased. 
The net wealth tax 
was transferred to 
regional govern
ments, starting 
with Catalonia. 

Non-tax 
revenues 

1982 Higher tax al
lowances for in
vestment and 
new employ
ment. 

The bases and the highest limit were 
raised. 

The general tax The general tax Tax credit and tax 
rate decreased to rate decreased to brackets were in-
4,82%. The un- 27,28%. The un- dexed to compen-
employment tax employment tax sate for inflation, 
rate rose to rate rose to 
0,68%. A special 4,52%. 
fund was created 
with a rate of 
0,21%. 

Fees assignment 
to Catalonia. 

The lowest bases were reduced to six 
classes. 
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Annex A3 (Continued) 

1983 

1984 

1985 

1986 

Taxeson 
portfolio 
income of 

individuals 

The withholding 
tax rose from 16 
to 18%. 

Law on fiscal re
gime of specific 
financial assets 
(May 1985). 
Stricter rules on 
control (more 
withholding tax, 
more infor
mation). Broad
ening of bases 
(non-monetary 
incomes, redefi
nition of some 
capital gains as 
regular income 
and phasing-out 
of loss compen
sation). Criminal 
law reform, de
fining 'tax 
crime' (April 
1985). 

Withholding 
rates increased. 

Taxes on 
corporate 

profits 

Advance tax was 
introduced (20% 
tax liability). 
The general tax 
rate rose from 33 
to 35%. Revalu
ation of business 
assets. 

The advance tax 
rose to 30%. 
Higher tax al
lowances. Some 
companies sub
ject to reduced 
tax rates were 
subject to the 
general tax rate. 

Higher tax al
lowances. 

VAT 
(until 1986 a 

'cascade' 
turnover tax) 

The tax rate in
creased. 

Increase on tax 
rates, in order to 
gradually adapt 
to VAT. All this 
increases tax 
revenue. 

VAT was intro
duced (it re
placed the cas
cade tax, luxury 
tax and some ex
cise duties). 

Excise duties 

Some tax 
increased. 

rates 

Reorganization. 
The tax on 
tobacco 
creased. 
rules for 
petrol tax. 

black 
in-

New 
the 

Social security Social security 
contributions: contributions: 

employees employers 

The general tax The general tax 
rate decreased to rate decreased to 
4,8%. The unem- 25,8%. The un-
ployment tax employment tax 
rate rose to 1%. rate rose to 4,8%. 

The lowest and highest base rose. 

The unemploy- The general tax 
ment tax rate rate decreased to 
rosetol,l%.The 243%. The un-
general tax rate employment tax 
was maintained rate rose by 
and those of the 0,1 percentage 
special systems points. Contri-
rose in average butions by the 
terms. self-employed 

rose. 

The general tax 
rate decreased to 
24%. 

Simplification. The special systems 
started converging with the general 
system (Régimen General). 

Taxes on 
income from 
individuals 

Family tax credits 
rose. The with
holding rates on 
labour rose. The 
marginal tax rate 
and the average 
tax rate rose too, 
with effect in the 
following year. 

The limit. 

Broadening base. 
Reform of the 
'transparency 
system' of tax in
tegration of rev
enues from small 
companies in indi
vidual income tax 
(redefinition of 
companies and no 
loss compen
sation). Less item
ized deductions 
for wage-earners 
but the tax credit 
for labour income 
rose. Stricter rules 
for financial and 
real capital. A 'tax 
credit function' 
devised to reduce 
the accumulation 
effect to married 
couples' income. 
Labour withhold
ing taxes de
creased. The rates 
ofthe tax schedule 
were lowered. 

Withholding taxes 
increased for both 
wage-earners and 
small firms (ad
vance payments). 

Taxes on 
property 

Assignment to 
Andalucía, Ara
gon, Canary Is-
lands, Extrema
dura Galicia and 
Valencia, with ef
fect n the follow-
ing year. 

Non-tax 
revenues 

Fees rose. Privat
ization of Na
tional Industry 
Institute (INT) 
enterprises: Tar-
azona (textiles), 
Soler Almirall 
(wheels). 

Fees rose. Privat
ization of INI en
terprises: Igfisa 
(food); Marsåns, 
Entursa (tour
ism), SKF 
(wheels) and Po
tasas de Navarra 
(chemicals); and 
parts of others— 
Ingenosa (phar
macy), Secoinsa 
(electronics.) 
Privatization of 
National Patri
mony firm : Gos-
sypium (tex
tiles). 

Assignment of 
gambling duties 
to Aragon, Astu
rias, Murcia and 
Rioja. Some fees 
were raised, 
while others 
were re-
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Annex A3 (Continued) 
Taxes on Taxes on 
portfolio corporate 
income of profits 

individuals 

1987 

VAT 
(until 1986 a 

'cascade' 
turnover tax) 

Excise duties Social security Social security 
contributions: contributions: 

employees employers 

-

The base was increased by 5%. 

Taxes on 
income from 
individuals 

Taxes on 
property 

Non-tax 
revenues 

moved. Privatiz
ation of INI en
terprises :Frigsa, 
La Luz, Gypisa, 
Olcesa (food); 
Remetal, Issa 
(aluminium); In-
sisa, Cia. Mo-
tores MDB 
(business equip
ment); Pamesa 
(paper); Seat 
(automobile); 
Fovisa (iron and 
steel). 

Some fees were 
removed. Priva
tization of INI 
enterprises: Et-
vasa, Litofan 
(aluminium); 
Dessa (ship
building); Purol-
ator Ibérica 
(automobile el
ements). 

1988 

1989 

The withholding Lower 
tax rose. A 'tax anees, 
identification 
number' (NIF) 
was officially in
troduced. 

allow- . The lowest and highest base limits The withholding The new tax on in- Some tees rose 
rose. tax on labour and heritances and and others were 

the rates of the tax gifts began to removed. Priva-
schedule were re- apply (Law tizaubn of INI 
duced. 29/1987of 18 De- enterprises: 

cember). The as- Lesa, Carcesa, 
signment of this Fridarago, Coisa 
tax to single (food). Stocks of 
province regions, Endessa and Te-
apart from Mad- lefonica were 
rid, began in force, sold. 

Withholding tax 
rose. New rules 
to broaden the 
base by includ
ing certain stock 
acquisition 
rights as regular 
income were in
troduced. 

The advance tax 
rate changed 
from 30 to 55%. 
Lower allow
ances. The tax 
rate for non
residents rose. 
Tax incentives 
because of the 
World Fair and 
the Olympic 
Games. 

The lax rate on The rate contri-
petrol products button decreased 
rose. by 0,3%. 

Because of a Con
stitutional Court 
ruling (45/1989), 
the personal in
come tax included 
special rules in 
1988, 1989, 1990 
and 1991. Filing 
separate tax re
turns for married 
couples was al
lowed (as a conse
quence tax rev
enues decreased). 

Because of a Con
stitutional Court 
ruling (45/1989), 
the personal net 
wealth tax in
cluded special 
rules in 1988, 
1989, 1990 and 
1991. Filing 
separate tax re
turns was allowed. 

Law on fees and 
charges. Privat
ization of INI 
enterprises: As-
tican (shipbuild
ing); MTM, 
Ateinsa (busi
ness equipment); 
Enfersa (ferti
lizers); Oesa 
(food); Pesa 
(electronics); 
Enasa (trucks). 
Privatization of 
National Patri
mony com
panies: Inte-
horcc and Hytasa 
(textiles); 
Repsol. 
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Taxeson 
portfolio 
income of 
individuals 

Taxes on 
corporate 

profits 

VAT 
(until 1986 a 

Excise duties 

turnover tax) 

Social security 
contributions: 

employees 

Social security 
contributions: 

employers 

Taxes on 
income from 
individuals 

Taxes on 
property 

Non-tax 
revenues 

1990 The 'advance 
tax'rose to 60%. 
Stricter regu
lation of tax al
lowances. 

Simplification in base classes (intro
duction of a single top limit). The 
Budget Law for 1989 reformed the 
financial structure of social security 
(earmarking of social security con
tributions to contributory benefits, 
with the non-contributory benefits 
financed by the State budget). 

Better matching 
of contributions 
with benefits in 
small and me
dium-sized en
terprises. 

The rates of the tax 
schedule were re
duced by 5% and 
the tax deductions 
were increased in 
the same fashion 
(inflation adjust
ment). Interest ex
penses deductions 
for house pur
chases were lim
ited to the main 
home. 

More progress in the approach be
tween the highest contribution bases 
and real salaries. 

Values up. The tax Privatization of 
rate rose. Tax rate National Patri-
and base indexa
tion. 

mony com
panies: Imepiel 
(shoes); Dirsa 
(distribution); 
Exbank (bank
ing); Salinas de 
Torrevieja(salt). 

1991 Law 1871991 (6 
June) on per
sonal income 
tax. New rules on 
capital gains. 
More infor
mation and con
trol. 

Increased tax al
lowances 

The general tax 
rate rose to 13% 
and the highest 
tax rate de
creased to 28%. 

1992 Some tax allow- In July the gen-
ances had small eral tax rate rose 
increases. to 15%. 

The tobacco tax 
increased from 
42 to 45,5% and 
the petrol tax 
also rose. 

The unemploy- Enacted the new Enacted the new Fees indexation, 
ment tax rate individual income personal net 
rose to 7^%. tax (Law 18/1991 wealth tax (Law 

of6June).Thetax 19/1991 of 6 
rates were reduced June), 
by more than 2 
percentage points 
on average; in July 
tax rates were in
creased back to 
their original 
levels, and the 
withholding tax 
on labour in
creased 2 percent
age points. 

The lowest limit of contributory base 
increased by 5,7% and the highest 
limit increased by 5%. 
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Taxes on Taxes on 
portfolio corporate 
income of profits 

individuals 

1993 

VAT 
(until 1986 a 

'cascade' 
turnover tax) 

New VAT Law. 
The highest tax 
rate was re
moved and a 
super-reduced 
tax rate (3%) was 
created on 
necessities 
(mainly food and 
officially pro
tected homes). 

Excise duties 

The beer tax rate, 
the alcoholic 
drinks tax rate, 
and tobacco tax 
rate rose. New 
taxes were cre
ated: regis
tration of auto
mobiles (to com
pensate for the 
loss of tax rev
enue because of 
the reduction of 
the top VAT tax 
rate), medium al
cohol products 
and wine. 

Social security 
contributions: 

employees 

The tax rate in
creased 0,1 
points. 

Simplification 

Social security 
contributions: 

employers 

The general tax 
rate rose 0,4 
points. 

-

and increase of the 
highest limit bases. 

Taxes on 
income from 
individuals 

Taxes on 
property 

Non-tax 
revenues 

Selling stocks of 
Argentaria 
(banking). 

Detailed description of expenditure measures, 1980-93 

Defence General public 
services 

Pension Unemployment Other social 
and welfare 

Education Health Housing and 
community 
amenities 

Economic Interest payments 
Government debt 

1980 Organic Law Workers'Act 
8/80 on re
gional govern
ment finance 
(LOFCA) 

1981 Law 20/81: Constitutional RD 2620/81: 
Creation of ac- charts of re- Pensions for 
tive reserve gional auton- the elderly and 
(renewal of omy (1981- disabled in 
army person- 1983) work acci-
nel) dents 

1982 

1983 

Transport Sub
sidies 
(RENFE, sev
eral years) 

Housing plan 
(1981-83) 

Law 44/82: 
Special en
dowments for 
current and in
vestment mili
tary ex
penditure 

Law 13/82: 
Social inte
gration of 
handicapped 

Law 10/83: 
Organization 
of central ad
ministration 

Law 11/83: 
Reform of the 
university 
system (which 
is public) 
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General public 

services 
Unemployment Other social 

and welfare 
Education 

Organic Law 
8/85 on the 
right to educa
tion 

Health 

Law 10/86 on 
the 
system 

health 

Housing and 
community 
amenities 

Housing plan 
(1984-87) 

Economic Interest payments 
services Government debt 

Law 27/84: 
Reconversion 
and reindus-
t realization; 
general plan 
for roads and 
motorways 
(1984-91) 

Ports general 
plan (1985-90) 

CAP and par
ticipation in 
the Com
munity budget 

1984 

1985 

1986 

Law 37/84: Law 31/84: 
Pensions for Protection of 
Civil War sur- the unem-
vivors and ployed 
their descend
ants 

Law 7/85: Or- Law 26/85: 
ganization of Rationaliza-
local govern- tion of the pen-
ments sion system 

Law 13/86: 
Development 
and coordi
nation of 
scientific and 
technical 
research 

1987 Law 6/87: 
Budgetary en
dowments for 
current and in
vestment mili
tary expendi
ture (1986-94) 

RD 1682/87: 
Extension of 
protection in 
social in
surance 
(health assist
ance) 

Railway gen
eral plan 
(1988-2000) 

1988 Law 38/88: 
Demarcation 
and indiciai 
system Law 
(1989-94). 
R&D national 
plan 

Housing plan 
1988-92 

1989 Law 17/89: 
Professional 
military per
sonnel 

RDL3/89: 
Additional so
cial measures 

1990 Law 26/90 
onnon-contri-
butory social 
insurance ben
efits. Law 
37/90 on wage 
compensation 
of government 
employees. 
Agreement on 
automatic in
dexing of pen
sions 

Organic Law 
1/90 on regu
lation of the 
general edu
cational 
system 

Access to large Law 4/90: 
cities plan. Prohibition to 
Regulation of use the Central 
coalmining in- Bank to 
dustry plan finance the 

budget deficit 

179 



Part I — Possibilities for reducing budget deficits in the Community 

Annex A3 (Continued) 

1991 

1992 

1993 

Defence 

Law 13/91: 
Military 
service 

Directive on 
national de
fence 1/92 
(1993-97) 

General public 
services 

Budget Law 
(freeze of pub
lic wages) 

Pension 

RDL5/92: Ur
gent budgetary 
measures 
(changes on 
the financing 
of sickness 
benefits) 

Unemployment 

Law 22/92: 
Urgent 
measures on 
employment 
and unem
ployment pro
tection (cuts in 
subsidies) 

Other social 
and welfare 

Education Health Housing and 
community 
amenities 

RD 1932/91: 
Housing plan 
(1992-95) 

Economic Interest payments 
services Government debt 

National en
ergy plan 
(1991-2000) 
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Decentralization ofthe public sector, 1979-91 

Alfonso Utrilla de la Hoz 

The Spanish Constitution of 1978 started a process of 
political and administrative autonomy of the regions. Decen
tralization has brought radical changes since then. The 
volume of non-financial public expenditure which is under 
regional discretion grew from 9,3% of total spending in 1977 
to 36,6% in 1992 (22,6% to regional governments and 
14% to local governments). Other indicators reaffirm the 
importance of decentralization. Territorial governments gov
ern 35,6% of public consumption and 68% of public invest
ment, while they contribute 31,1% to the total deficit and pay 
18,6% of effective interest payments. In the future, the share 
of local and regional governments is expected to increase in 
proportion to their newly assumed competences. 

The revenue structure of local governments ('municipios' 
and 'provincias') is designed by Law 39/1988. This Law 
establishes five local taxes ('impuesto sobre bienes in
muebles', 'impuesto sobre actividades económicas', 'im
puesto sobre vehículos de tracción mecánica' and, on an 
optional basis, 'impuesto sobre construcciones, instalaciones 
y obras' and 'impuesto sobre el incremento del valor de los 
terrenos de naturaleza urbana'), fees and public prices, a 
share in State revenues (assigned on the basis of several 
variables, such as population, tax effort and number of school 
units), grants and credit operations. The financial system for 
the provincias is based on a participation in State revenues 
and other grants, except for the so-called 'provincias forales' 
(Alava, Guipúzcoa and Vizcaya), which have their own 
jurisdiction on taxes. Finally the governments of the islands 
('consejos y cabildos') have some peculiarities due to the 
Canary Islands' fiscal power. 

Table A4.1 outlines the sources of revenues of local govern
ments in 1992. Municipal governments obtain funds from 
taxes and public prices (46,3%) and, to a lesser extent, from 
transfers (35,2%). Within local government, the so-called 
'provincias comunes' get their funds mainly from transfers 
(71%), while the resources of the provincias forales come 
from taxes and charges for public goods and services (82,9%) 
and, finally, island governments have a more equilibrated 
mix (taxes represent 50% of their funds). 

Table A4.1 
Revenue sources of local governments — Spain, 1992 

(% of toml) 

Taxes and public charges 
for public goods and ser
vices 

Transfers 

Patrimonial revenues 

Indebtedness 

Total revenues 

Source: Ministerio de Economía 

Municipal 
governments 

46,3 

35,2 

7,4 

11,1 
100 

y Hacienda. 

Provincias 
comunes 

13,2 

71,0 

3,8 

12,0 

100 

Provincias 
forales 

82,9 

7,4 

2,6 

7,1 

100 

Island 
governments 

50,0 

32,1 

2,6 

15,3 

100 

The development of regional governments has rapidly moved 
Spain closer to a federal country model. This new level of 
government represents the most important change in the 
structure of the public sector in Spain since 1979. Decentrali
zation has taken place in two different scenarios, one for 
the regions which have been transferred responsibilities in 
education and, in some cases, health, and the other for the 
regions which have been transferred fewer responsibilities. 
On the other hand, 'forales' regions (Basque Country and 
Navarre) have a different financing system due to historical 
tradition. These two regions have a confederal model: they 
collect revenues based on their own fiscal system and transfer 
a certain amount of money called 'Cupo' to the central 
government, which is calculated in terms of relative popu
lation and income. 

The remaining regions have a common system, which is 
revised every five years. After a transitory period of con
ditional transfers, regional governments have had more 
autonomy in their expenditure policies since 1987. 

At present, the financing system of regional governments is 
made up of four blocks of resources. The first block is based 
on 'basic financing'. Its objective is to provide the necessary 
resources to finance their spending responsibilities. This 
financing system depends on 'granted taxes' to each region,1 

a share in the State revenues, fees and earmarked financing 
for the regions that have responsibility for health. The most 
important concept is the share in the central government 

1 'Impuesto sobre el patrimonio neto', 'impuesto sobre sucesiones y 
donaciones', 'impuesto sobre transmisiones patrimoniales y actos juríd
icos documentados' and 'tasas sobre el juego'. 
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revenues, which is distributed among relations in proportion 

to several variables, such as population, insularity, extension, 

number of administrative units, relative dispersion of popu

lation, wealth and tax effort. 

The second block is dedicated to correcting regional imbal

ances. It is made up by the Interterritorial Compensation 

Fund (FCI) and resources from the European Regional 

Development Fund. The Compensation Fund gets its re

sources as a percentage of central government fixed invest

ment. Funds are distributed among the lessdeveloped regions 

(the 10 Spanish regions that are qualified to receive Structural 

Fund financing under Objective 1), according to variables 

such as population, dispersion of population, extension, 

migratory balance, unemployment rate, income per head 

and insularity. 

The third block, called 'complementary financing', is formed 

by different revenues and grants from the central government. 

Finally, the fourth block is the 'internal financing' or own 

resources, which are own taxes,1 surcharges on other taxes 
and credit. 

Table A4.2 shows the revenue sources of regional govern
ments in 1991. The data in the last column give a clear 
picture of the situation. The most important categories are 
transfers (86,3%) and credit (12,8%). On the contrary, own 
taxes (0,8%) and granted taxes (11,2%) have a relatively 
small weight in the financing of regional governments. 

To sum up, the financing system presents differences by 
levels of government. Taxes have more weight in local 
governments than in regional governments. This situation 
has caused an interesting political debate on 'fiscal co respon
sibility', that is, on the need for regional governments to put 
their spending powers in relation toh their own revenues. 
Recently, it has been agreed that regional governments 
will have a share in personal income taxes collected in 
their territory. 

'Impuestos sobre tierras de bajo rendimiento', 'impuestos sobre el juego', 
'impuestos sobre el deterioro del medio ambiente', 'impuestos sobre 
determinados gastos suntuarios' and 'impuestos sobre el consumo de 
energías no renovables'. 

Table A4.2 

Revenue sources of regional governments ■ 

Total 

I Transfers 

11 Unconditional 

111 Participation in State revenues 

112 Transitory compensation 

113 Granted taxes 

114 Rates 

115 Forfeit taxes 

116 Other 

12 Conditional 

121 Health 

122 Interterritorial compensation Fund 

123 State grants 

124 EC, grants 

125 Other 

II Own resources 

III Taxes 

112 Surcharges 

113 Credit 

— Spain, 1991 

The lowest 
level 

100 

80,13 

53,03 

15,94 

4,75 

22,50 

2,37 

0 

7,48 

27,10 

0 

3,87 

5,46 

6,44 

11,08 

19,87 

0,25 

0,12 

19,50 

' The highest 
level 

100 

86,52 

36,65 

23,81 

1,67 

10,25 

0,77 

0 

0,15 

49,87 

27,76 

2,20 

5,00 

1,62 

13,36 

13,48 

1,03 

0,08 

12,37 

Common 
regions 

100 

85,27 

39,84 

22,27 

2,28 

12,64 

1,08 

0 

1,58 

45,43 

22,34 

2,53 

5,09 

2,56 

12,90 

14,73 

0,88 

0,09 

13,76 

Forales 

regions 

100 

94,43 

79,28 

0 

1,94 

0 

0 

76,71 

0,63 

15,15 

12,20 

0 

0,23 

1,75 

0,98 

5,57 

0 

0 

5,57 

(% of total) 

Total 

100 

86,29 

44,24 

19,79 

2,24 

11,23 

0,96 

8,56 

1,47 

42,05 

21,21 

2,24 

4,55 

2,47 

11,57 

13,71 

0,78 

0,08 

12,85 

Source: Ministerio de Economía y Hacienda. 
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Annex A5 

Details on budget procedures and 
expenditure control1 

Aurelia Valiño Castro 

The Spanish Constitution solemnly declares that justice 
and efficiency should be the guiding principles for public 
spending. In recent years the government has sought to revise 
some budgetary practices. Attempts to do so started with the 
Budget Law of 1977 and the Constitution of 1978. The 
General Budget Law included a mandate to introduce a 
planning programming budget on the basis of well-defined 
budget targets. Immediate effects on actual practices were 
negligible. The General Budget Law passed in 1988 re
instated this mandate, but the only specific achievement so 
far is a functional spending classification cast in terms of 
programmes. For the most part, efficiency reviews are rare. 
Budgetary procedures are administrative and year-to-year 
changes are decided on an incremental basis. 

Following the Budget Law of 1984, the total budget was 
presented with a classification by programme but without an 
adequate definition of objectives and lacking any systematic 
follow-up of them. An interesting advance was produced in 
1986, with the creation of a system of accounting and 
budgetary information (SICOP), with the purpose of de
veloping an analytical accounting system that was needed to 
implement the programming budget system. Advances in 
this area have been small due to the technical complexity of 
the system and the lack of skills on the part of the budget 
administration. 

In 1989 the budget authority established the specificities of 
the system and procedures to follow-up the programmes, 

2 A detailed analysis of the Spanish budgetary system can be found in 
Edo, V., Pablos, L. and Valiño, A. (1993), 'The budget as an instrument 
for control of budget spending', Document series of the BBV foundation. 

with application to a reduced number of them. In the 
following years the number of programmes included has 
increased, but the system remains far from general. The 
details of these procedures and system have not been made 
public, and they only have an internal monitoring function. 
It is difficult to assess this limited experience, as information 
on target achievements is scarce. These targets are in 
some cases too loosely defined and the indicators for their 
follow-up are in fact just intermediate targets. 

At present, given the very limited role of Parliament in 
monitoring public spending, the most outstanding problem 
in budgeting is the absence of effective limits to government 
discretion, which results in large overruns. Changes to the 
overall budget appropriations are possible through extraordi
nary and supplementary credits, credit transfers, credit exten
sions, credits generated by new revenue, etc. Parliamentary 
approval is not needed except for supplementary and extra
ordinary credits. As shown in Table A5.1, during the 1983-92 
period, overruns averaged 25% of initial appropriations in 
the State budget. As may be checked from the figure in the 
table, the most important source of expenditure increases 
relates to financial operations (in most cases they increased 
by more than 200% of initial appropriations). On the other 
hand, modifications in capital credits exceed those produced 
in current credits. The increases in capital credits are due to 
transfers (except in 1984 and 1991). As to current credits, 
the most important differences are produced in goods and 
services expenditure and interest spending. 

In 1990, a partial limitation to changes in budget appropri
ations was introduced: final spending could not exceed initial 
appropriation, with the only exception of supplementary and 
extraordinary credits, which were limited to a maximum of 
2,5% of initial budget appropriations. The Budget Law of 
1992 revised this special limit to 3%. Despite an increase in 
'accounting innovations' (treatment of current transfers as 
acquisition of probably fictitious assets, payments without 
legal appropriations which are financed later on by State 
loans, etc.), none of these limits have been respected in 
1993. According to provisional estimates, in 1993 overruns 
amounted to 18,88% of initial appropriations. 
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Table A5.1 

In-year deviations during budget execution 
(% of initial budget appropriations) 

1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 

1. Wages and salaries 
2. Purchases of goods and 

services 
3. Interest expenditure 
4. Current transfers 

Total current operations 

6. Fixed capital formation 
7. Capital transfers 

Total capital operations 

Total non-financial operations 

8. Financial assets 
9. Financial liabilities 

Total financial operations 

Total 

-1,69 

15,86 
4,99 
9,51 

5,33 

13,12 
9,65 

11,03 

6,76 

22,79 
5,05 

7,76 

6,80 

-4,46 

21,61 
27,94 
16,06 

10,88 

12,53 
10,67 

11,39 

11,04 

1 718,33 
71,82 

250,09 

23,64 

3,48 

33,59 
24,79 
7,23 

9,91 

16,74 
29,69 

24,59 

13,01 

117,33 
160,66 

155,35 

18,01 

4,11 

44,02 
24,68 
1,98 

7,55 

24,10 
33,84 

30,24 

11,24 

124,78 
380,82 

327,43 

22,41 

4,20 

40,98 
24,09 
6,16 

9,38 

23,85 
47,21 

37,33 

13,69 

395,35 
4 006,77 

3 245,08 

117,13 

4,84 

25,39 
.24,78 

7,99 

10,20 

19,03 
32,41 

26,44 

12,96 

304,53 
296,87 

298,78 

23,02 

4,12 

20,07 
20,81 
9,60 

10,28 

0,68 
25,92 

13,42 

10,86 

8,39 
686,75 

309,11 

31,85 

3,58 

17,18 
6,65 
3,92 

4,74 

12,10 
22 

16,98 

6,95 

4,66 
245,61 

186,40 

24,99 

4,56 

23,97 
19,66 
7,46 

9,20 

44,22 
12,02 

28,01 

1247 

4,10 
134,01 

112,15 

22,09 

3,95 

25,83 
3,45 
8,85 

7,42 

15,39 
18,60 

17,06 

8,75 

153,14 
127,41 

130,45 

22,61 

4,17 

34,99 
1,69 

20,21 

14,14 

23,81 
31,07 

27,32 

15,72 

6,79 
49,17 

41,42 

18,88 

Source: Intervención General de la Administration del Estado. 
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Fiscal policy in France 

1. Introduction 

Ever since the end of the 1960s, and particularly since the 
first oil-price shock, the French economy has been plagued 
with — almost steadily — rising unemployment. Although 
this problem has always ranked high on the political agenda, 
the priorities of the successive governments have evolved 
over time, and macroeconomic strategies have pursued 
different objectives, from mildly expansionary fiscal policies 
with accommodating monetary policy in the mid-1970s and 
early 1980s, along with sustained exchange-rate depreciation, 
to tight monetary and exchange-rate policies with almost 
passive fiscal policy ever since 1983. Only in 1993 has fiscal 
policy taken a deliberate expansionary turn with incoming 
news of a recession deeper and more protracted than expected 
and the sharp increase in unemployment. 

For a decade or so — from 1974 to 1984 — inflation ran 
high, well over 10% after the two oil-price shocks. While it 
precluded any attempt at exchange-rate stabilization within 
Europe, it also facilitated the containment of public debt: 
thanks to a policy of fiscal surpluses in the 1960s, and 
moderate deficits in the 1970s, thanks also to fairly strict 
financial regulation and capital controls, and thanks to 
erosion through inflation, the ratio of gross public debt to 
GDP has been on a downward trend up till 1981, when it 
reached its trough at 36,4%. Following a string of fiscal 
deficits, in a context of much lower inflation, high interest 
rates, and sluggish growth of the economy, this ratio rose 
steadily from 1981 until 1987; the resumption of economic 
growth and slightly lower interest rates allowed for a short 
period of quasi stability around 47% over the late 1980s. The 
slowdown of economic activity — later to become a genuine 
recession — in a context of rising interest rates rekindled the 
upward trend in the ratio, which should exceed 58%, 
according to official forecasts, by the end of the 1993, while 
the general government budget deficit will probably be 
around 6% of GDP. Thus, in less than two years since the 
Maastricht treaty was signed, France has turned from being 
one of the 'happy few' 'virtuous' members — along with 
Luxembourg — to joining the rank and file of European 
countries having to consolidate fiscal policy in order to meet 
the public finance criteria laid down in the European 
Union Treaty. 

2. General outline of economic policy 
in the 1980s and early 1990s 

At the begining of the 1980s, France was, within the EC, 
both in the group of high inflation countries and in the group 
of high unemployment countries. In 1993, it is still in the 
latter group but enjoys one of the lowest inflation rates 
in Europe. 

In the aftermath of the second oil-price shock, France had an 
accelerating rate of inflation. Due to early membership in the 
European Monetary System (EMS), its real exchange rate 
vis-à-vis other EC currencies was appreciating. Unemploy
ment was rapidly rising. The combination of a marked 
slowdown in labour productivity growth and sustained in
creases in real wages since the first oil-price shock had 
produced a rising share of wages in value-added and a 
deterioration of firms' profitability, leading both to sluggish 
industrial investment and to increasing indebtedness of firms, 
fuelled by very low — and at times negative — real 
interest rates. 

2.1. Macroeconomic performance 

Table 1 summarizes a number of macroeconomic indicators 
for the French economy over the 1980s and early 1990s. 

Since the first oil-price shock, real GDP growth has been 
slower than in the 1960s. The aggregate performance was, 
however, slightly better than EC average in the early 1980s, 
mostly due to the vigorously expansionary macroeconomic 
policy pursued in 1981-82 (see below). But economic 
recovery was slow and sluggish and only gained strength 
after the 'oil counter-shock' and dollar depreciation of the 
mid-1980s. For two years at the end of the decade, real GDP 
growth was strong and almost back to its 1960s' levels. The 
slowdown since 1990 has been quite marked and the 1993 
recession particularly deep, in fact probably the worst since 
the end of the Second World War. 

In terms of per capita real growth, the performance is even 
less impressive as total population growth was still sustained 
in the 1980s and early 1990s. Investment performance was 
especially dismal between the first oil-price shock and 1985; 
only after that date did total investment volume pick up 
strongly to return to negative growth after 1990 (Graph 1). It 
is also worth mentioning that industrial production has been 
almost stagnant over most of the past decade and only 
exceeded its 1980 level after 1988 (Graph 2). 

Except for the two years of strong economic growth at the 
end of the 1980s, total employment growth was almost nil 
and the unemployment rate went up relentlessly, except for a 
short remission in 1988-91. The number of officially regis
tered unemployed, however, almost never decreased 
(Graph 3) and participation rates remained low and slightly 
declining for men of working age. The employment rate of 
the young (15-25 years old) and of elderly people (over 60) 
kept declining as unemployment rose and public policies 
aimed at mitigating its effects by reducing the labour force at 
both ends of the age spectrum. 
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Table 1 
Main economic indicators 1980-93 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1991 1992 1993' 

1,4 1,2 2,3 0,8 1,5 1,8 2,4 2,2 4,3 3,8 
6,4 7,4 8,1 8,4 9,8 10,2 10,4 10,5 10,0 9,4 

11,6 11,4 12,0 9,6 7,3 5,8 5,3 3,0 3,1 3,5 

12.0 15,3 14,6 12,5 11,7 10,0 7,7 8,3 7,9 9,4 
13.1 15,9 15,7 13,6 12,5 10,9 8,4 9,4 9,0 8,8 

2,2 
8,9 

3,1 

10,3 
9,9 

1,1 1,3 - 0,7 
9,4 10,2 11,0 

3,1 2,8 2,8 

9,6 10,4 
9,0 8,6 

Real GDP growth 
Unemployment rate 
Increase of 
GDP deflator 
Interest rates 

3 months 
long 

Nominal unit labour 
costs (1980 = 100) 100,0 93,6 89,2 86,3 83,9 85,4 87,9 87,4 83,8 81,6 85,0 81,7 83,7 

Wage share 76,8 77,1 77,3 76,6 75,6 74,6 72,1 71,3 70,2 69,1 69,6 69,6 68,8 68,6 
Current account 

(%ofGDP) -0,6 -0,8 -2,1 -0,8 0,0 0,1 0,5 -0,2 -0,3 -0,4 -0,8 -0,5 0,1 0,2 
Participation rates 

male 69,7 68,9 68,5 67,7 66,9 66,7 65,1 65,5 64,8 65,12 64,3 63,8 63,6 
female 41,8 42,1 43,1 43,3 43,4 43,5 44,4 44,3 44,3 45,92 45,9 46,0 46,4 

1 EC forecast. 
2 New series based on 1990 census. 
Sources: EC, OECD and official national publications. 

After a prolonged period of rapidly increasing real wages 
and share of wages in total value-added (Graph 4 and 
Table 1), wage disindexation achieved a marked slowdown 
in the growth of real wages and, thanks to labour productivity 
growth, a sustained reduction in the share of wages in GDP 
thus improving domestic firms' profitability. However, real 
wage growth accelerated with the recovery in the second half 
of the 1980s. Thanks to currency depreciation, in the early 
1980s, and to relative wage moderation afterwards, relative 
nominal unit labour costs evolved in a rather favourable way 
and competitiveness was markedly improved. 

Over the first years of the past decade, inflation was high and 
still accelerating (Graph 5 and Table 1). However, starting 
with the summer 1982 wage-price freeze, it slowly came 
down until 1986 as a result of strict monetary and exchange-
rate policies ('franc fort'). It has remained historically low 
since then and is now less than in Germany at just over 2% 
per annum. 

Monetary policy has been mostly restrictive and the commit
ment to the EMS fixed exchange-rate mechanism constrained 
monetary authorities to keep real interest rates high and 
above German ones, although some convergence could be 
observed in the second half of the 1980s and early 1990s 

(Graph 7) until speculative attacks on the exchange rate in 
1992-93 led to a further widening of the gap, progressively 
reduced since the July 1993 crisis. 

Due to the sustained appreciation of the US dollar and the 
repeated devaluations of the French franc within the EMS 
(Graph 7), the real effective exchange rate depreciated from 
1980 until 1983. From the March 1983 devaluation until that 
of April 1986, the real effective exchange rate of the franc 
vis-à-vis EMS currencies appreciated substantially as a result 
of the 'franc fort' policy and relatively slow disinflation. 
Afterwards, during the so-called 'competitive disinflation' 
phase, the real effective exchange rate depreciated slowly 
and this led to a marked improvement in competitiveness. 

The external trade performance has been strongly influenced 
by cyclical developments and the evolution of competi
tiveness (Graph 8). Only in recent years has France reached 
a surplus of external trade vis-à-vis the rest of world and 
a substantial improvement in its current account balance 
(Table 1), traditionally very close to equilibrium but usually 
on the negative side. 

188 



Fiscal policy in France 

GRAPH 1 : Real GDP consumption and investment (1972 = 100) 
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GRAPH 2: Industrial production (1972 = 100) 
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GRAPH 3 : Number of registered unemployed persons 
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GRAPH 4 : Average real hourly wage in manufacturing (1972 = 100) 
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Fiscal policy in France 

GRAPH 5 : CPI inflation (m/m —12, ' 
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2.2. Monetary and exchange-rate policy 

Macroeconomic policies over the 1980s and early 1990s 
have been dominated by the implications of full membership 
in the EMS and, after an initial attempt at stimulating 
economic growth and employment (1981-82), by desinfla-
tionary policies. Monetary and exchange-rate policies were 
thus the dominant force in macroeconomic policy orien
tations and largely set the stage in which fiscal policy 
was conducted. 

Under the Barre government (1976-81), monetary policy 
objectives had been set in terms of monetary aggregates and 
the orientations had been progressively tightened in order to 
fight inflation. But the instruments had mostly remained 
what they had been before, namely administrative control of 
domestic credit, and interest subsidization was a dominant 
form of interventionism with subsidized credits representing 
about half of total domestic credit to the private sector. In 
1980, monetary policy tightened, as inflation was accelerat
ing and dollar interest rates were rising. Ex post French real 
interest rates were still relatively low. 

The first year or so of the new Socialist government, during 
the 1981-82 period, was characterized by a sharp acceleration 

of money creation in a context where major banks had been 
— or were to be — nationalized; monetary policy was 
conducted by administratively controlling credit expansion 
and capital controls were progressively reinforced in order to 
limit capital flight. Although the State had a virtually 
complete control over property of the domestic banking 
system by the end of 1982, interest rates went up very sharply 
and ex post real rates became strongly positive. They have 
remained so until now, with a tendency to increase as 
inflation was subsiding. This exerted a major influence on 
fiscal policy as interest payments on outstanding public debt 
constantly increased their share of general government 
current expenditures. But many categories of domestic credit 
— housing, agriculture, exports, local governments, etc. — 
were then subsidized and thus partly shielded from the rise 
in real rates; however, this procedure had a high cost for the 
central government budget: in 1982, it amounted to FF 42 
billion, i.e. more than the interest payments on public debt. 

Disinflation and restoring the external balance soon became 
the priority objectives of the government and, as the trade 
deficit worsened, capital outflows continued and the ex
change rate came under heavy attack. Between 1981 and the 
spring of 1983, the French franc was devalued three times 
vis-à-vis the Deutschmark: on October 4 1981, - 3% on the 
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GRAPH 6 : Real interest rates — France and Germany 
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Fiscal policy in France 

GRAPH 7 : Nominal exchange rate of the deutschmark (in French francs) (quarterly averages) 
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franc and +5,5% on the Deutschmark; on June 12 1982, 
-10% on the franc; on March 21 1983, - 2,5% on the franc 
and +5,5% on the Deutschmark. Then there has been 
no further parity change for three years (April 6, 1986: 
devaluation of the franc - 6%) and, since French inflation 
was still higher than that in Germany, the real effective 
exchange rate of the franc vis-à-vis the other EMS currencies 
appreciated markedly, helping domestic disinflation but 
deteriorating French competitiveness. 

Between 1984 and 1987, the financial market environment 
and operating procedures of monetary policy were progress
ively reformed. The deregulation and modernization of 
French financial markets along with the introduction by the 
Treasury of a number of financial innovations meant to 
facilitate the placement and management of public debt were 
conducted in 1984-85 together with the adoption of a new 
banking law in line with EC directives. Credit subsidization 
was progressively reduced. Administrative control of dom
estic credit was completely dismantled in 1987 and monetary 
policy started operating with standard open-market pro
cedures. But some capital controls still remained in place; 
they were completely dismantled in January 1990 in com
pliance of the agreement in the European Single Act and 
Phase One of the Maastricht Treaty then being drafted. 

After January 1987, when the Deutschmark and the Dutch 
guilder were slightly revalued within the EMS (+ 3%), there 
was no further change of the French franc-ecu parity. 
Disinflation progressively gained ground and the domestic 
inflation rate became less than the German one — which was 
increasing after German unification — in the summer of 
1991. The growth of monetary aggregates was almost 
constant from 1987 till the end of 1990, with very little effect 
of the October 1987 stock market crash, except on M3. But 
nominal short-term interest rates started rising again in the 
summer of 1988, more or less in line with German rates, and 
ex post short real rates rose sharply in 1989. By the end of 
1991, nominal short-term interest rates in France were 
practically equal to those in Germany but real rates were 
higher by almost one point. 

The rate of growth of monetary aggregates sharply deceler
ated in 1990-91 and actually became negative (Ml and M2) 
in 1991-92. By the end of 1992, inflation was down around 
2% per annum, as measured by the consumer price index, so 
that the French franc real effective exchange rate vis-à-vis 
other EC members was depreciating — the so-called 'com
petitive disinflation'. Competitiveness was improving and 
the external trade account turned from a deficit to a surplus, 
as did the current account. 
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GRAPH 8 : External trade volumes 

(a) Imports (1972 = 100) 
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Repeated speculative attacks on the exchange rate — in 
September 1992, just before the French referendum on the 
Maastricht Treaty, again in January-February 1993, and again 
in July 1993 — constrained French monetary authorities to 
keep short-term interest rates high and above the German 
rates. This was not enough to avoid the crisis which led the 
widening of fluctuations margins within the EMS and a 
small effective nominal depreciation of the French franc. 
Afterwards, short-term nominal interest rates have been 
progressively lowered in line with the decrease in German 
ones but real interest rates remain high. 

2.3. Incomes policy 

An essential ingredient in the disinflationary policy that was 
first enacted in the summer of 1982 was incomes policy, the 
aim being to change the rules of indexation of wages on price 
inflation and of old-age pensions on wages. After the 
price-wage freeze of the summer 1982, the State, being the 
major employer of union workers and its wage policy 
influencing directly that of local governments and public 
enterprises and, indirectly, that of the private sector, imposed 
a change in the rules governing wage negotiations: instead of 
systematically indexing public-sector wages on past inflation, 
indexation was offered on the official inflation forecast with 
no automatic clause for adjustment if actual inflation turned 
out higher than officially forecasted. This move effectively 
broke the very rapid rise in real wages which had charac

terized the French economy over the previous decades 
(Graph 4). It was also highly instrumental in limiting the 
growth of public expenditures (see below). 

In 1982, old-age pensions, traditionally indexed on contem
porary average wage increases, began to be indexed on 
consumer price inflation which meant maintaining the pur
chasing power of pensions but not the relativities between 
working and retired populations. This new practice has been 
used constantly since then, and has been made official in the 
reform of the public pension system adopted in August 1993 
(see below). 

2.4. Fiscal policy: general government 

The general orientations of fiscal policy in the 1980s and 
early 1990s have been strongly influenced by the persistance 
of high real interest rates with, the burden of servicing public 
debt exerting a strong pressure on expenditures (Table 2). 
The initial stock of general government gross debt was 
relatively moderate but, with mostly low average real econ
omic growth, decreasing inflation and high interest rates, it 
has risen over most of the period essentially as a result of a 
sharp deterioration of central government budget balance 
starting in the early 1980s and again over the last two years.1 

2 See OECD (various years) and Daniel, Gubian and Harasty (1993). 

Table 2 
General government budget, 1980-93 

Current receipts 

Total expenditure 
of which: 

actual interests 

Net borrowing 

Gross public debt 

(percentage of GDP) 
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993' 

46.5 47,3 48,2 48,8 49,8 49,9 49,4 49,8 49,2 48,6 49,0 49,1 48,4 48,5 

46.6 49,2 50,9 52,0 52,5 52,7 52,2 51,7 50,8 49,9 50,5 51,2 52,3 54,4 

1,5 2,0 2,0 2,6 2,7 2,9 2,9 2,8 2,7 2,7 2,9 3,1 3,4 3,8 

0,0 1,9 2,8 3,2 2,8 2,9 2,7 1,9 1,7 1,3 1,5 2,1 3,9 5,9 

37,3 36,4 40,1 41,4 43,8 45,5 45,7 47,2 46,8 47,5 46,9 48,3 52,4 58,2 

1 EC forecast 
Source: EC, Tables on public finance. 
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Upon taking office in the spring of 1981, the new Socialist 
government launched an ambitious reflationary policy with 
a deliberately redistributive flavour. Fiscal policy turned 
strongly expansionary: in nominal terms, central government 
spending was increased by 21,2% in 1981 and again by 
17,6% in 1982 and, in spite of a rapid growth of revenues 
(14,3% and 16,6% respectively) due to higher income taxes 
on the top brackets and the creation of a new levy on private 
asset holdings (Impôt sur les grandes fortunes (IGF)), the 
budget deficit increased from 1,1% of GDP in 1980 to 2,8% 
in 1982. In addition, a number of pensions and allowances 
were increased and entitlements enlarged, the legal retirement 
age was lowered from 65 to 60 and the minimum wage 
was raised by much more than the usual inflation-linked 
adjustment. Finally, private banks and a number of large 
industrial firms were nationalized, thus further increasing the 
burden of expenditures and public debt. 

The effects of such an expansionary policy were quite 
positive on economic growth — which turned out higher 
than in the rest of Europe during the 1981-83 recession, 1,2 
against 0,1 for EUR12 in 1981 and 2,3 against 0,7 for EUR12 
in 1982 — and the rise in unemployment was probably tamed. 
But the budget deficit increased dramatically; inflation was 
not subsiding and the external deficit soon became difficult 
to finance. It also became clear that the EMS commitment to 
a fixed exchange rate could not be sustained and the franc 
came under heavy speculative attacks. 

The turn to a more strict economic policy began in the 
summer of 1982 with a two-month wage-price freeze. 
Though not visible in the budget adopted by Parliament in 
the autumn of 1982 for 1983 — which foresaw a 11,8% rise 
in central government nominal expenditures and only 8,7% 
rise in revenues — the 'tournant de la rigueur' materialized 
in the execution of the budget after the spring 1983 third 
devaluation of the French franc in the EMS: a compulsory 
public borrowing on income taxpayers was instituted, to be 
reimbursed three years later; an additional 1% levy on all 
taxable incomes was created to finance social funds, and 
VAT standard rate was raised to 18,6%. In 1984, central 
government expenditures and revenues rose by approxi
mately the same percentage, almost exactly in line with GDP 
growth, but general government expenditures and revenues 
were still rising at over 10% a year, with nominal GDP 
growth slightly under 9% (and real growth only 1,5, as 
against 2,4 for EUR12). And a number of cuts in benefits — 
unemployment and pensions (indexing on prices instead of 
wages) — and restrictions in elegibility allowed for some 
saving on social expenditures. 

But by the end of 1984, general government net borrowing 
still represented 2,8% of GDP — down from 3,2% in 1983 — 
and total gross public debt was already reaching 44% of 

GDP. With interest rates still high, inflation abating and real 
economic growth sluggish, actual interest payments had 
increased from 1,5% of GDP in 1980 to 2,7% in 1984. And 
over the same period, the share of general government total 
current receipts in GDP rose from 46,5% to 49,8%. 

The central government budget adopted for 1985 was the 
first one to endorse explicitly the promise made in 1983 by 
the President to lower the share of general government 
revenues in GDP. Thus, personal income tax rates were cut 
by 5% across the board, the exceptional 1% levy to finance 
social insurance funds was abolished; firms also benefited 
from a reduction of their local tax bill (taxe professionnelle), 
fully compensated by a transfer from the central government 
to local government budgets. On the revenue increasing side, 
there was only a raise of the tax on oil products (TIPP), while 
its indexation scheme — based on the annual percentage 
change in the upper limit of the third individual income 
tax bracket — was left unchanged. Central government 
expenditures — excluding interest payments on outstanding 
public debt — were cut by about FF 20 billion, thanks to a 
very strict personnel policy (see below) and substantial cuts 
in State subsidies to firms. Yet, general government receipts 
grew slightly more than GDP, the share reaching 49,9%. 
After a small surplus in 1984 (0,5% of GDP), social insurance 
funds were just balanced and general government net bor
rowing again increased slightly as a share of GDP, to 2,9%. 
The primary deficit was exactly zero, but due to the sustained 
rise in interest payments, total expenditures also grew faster 
than GDP and general government gross debt reached 45,5% 
of GDP. 

The central government budget for 1986 had similar orien
tations, with the declared objective of containing central 
government budget deficit under 3% of GDP. On the 
expenditure side, reductions still dominated, especially 
thanks to substantial cuts in current transfers to social 
insurance funds (old-age pensions, in particular) and to the 
PTT, as well as in capital transfers to nationalized enterprises. 
In addition, the increase in public employees' wages and in 
social allowances was strictly indexed according to fore
casted inflation. For the first time in years, general govern
ment total current expenditures — as well as total expendi
tures, including capital transfers and fixed capital formation, 
both maintained as a share of GDP — decreased as a share 
of GDP, to 48,8%. Central government taxes were also cut: 
the tax rate on firms' undistributed profits was reduced by 
5 points, to 45% — but special investment incentives 
instituted in 1983 were abolished — and the reductions in 
taxe professionnelle confirmed; individual taxpayers ben
efited from a further 3% cut in income tax rates, as well as 
from an advanced reimbursement of the 1983 compulsory 
public borrowing; and the normal increase in the tax on oil 
products — legally indexed on the inflation adjustment of 
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the income tax schedule — was postponed until after the 
general election. The outcome was a slight decrease in the 
share of general government receipts in GDP, to 49,4%, 
making good the President's promise. Thanks to the belated 
recovery in real economic activity — 2,4% real growth in 
1986 — and in spite of actual interest payments still at 2,9% 
of GDP, general government outstanding gross debt was 
almost stabilized as a percentage of GDP. 

The new right-wing government that came into office after 
spring 1986 general elections was keen to reduce even more 
the share of government receipts in GDP and the deficit and 
public debt. One major move consisted of privatizing a 
number of State-owned companies and using the proceeds of 
the sale — FF 50 billion, according to the forecast inscribed 
in the 1987 initial budget — to reduce central government 
debt. On the revenue side, the reduction in personal income 
taxes was pursued and the tax on private asset holdings (IGF) 
abolished; the tax on firms' distributed profits was also 
lowered. However, owing to to the slowdown in real 
economic growth — 2,2% — and disinflation, as well as a 
substantial increase in social contributions levied on wages 
and, exceptionally, on taxable income, the share of general 
government total current receipts in GDP ended higher in 
1987, at 49,8%. Central government expenditures went 
down, but mostly as a result of previously enacted measures 
and of the decline in interest paid; the outcome was a slight 
reduction in the share of GDP going to general government 
receipts, down to 48,4%, as well as of net borrowing, down 
to 1,9% of GDP, hence less than actual interest payments 
(2,8%). However, gross debt was still increasing as a fraction 
of GDP, up to 47,2% at the end of 1987. 

The strong recovery that took place in 1988 — real economic 
growth at 4,3% — together with the proceeds of privatiza
tions and a quasi-stabilization of interest payments, allowed 
for the first significant reduction in the ratio of general 
government gross debt to GDP, down to 46,8%. On the 
expenditure side, there was no major change and the shrink
ing of total current expenditures as a percentage of GDP 
— down more than one point to 47,2% — was the result of 
previously enacted measures. On the revenue side, reductions 
prevailed: personal income tax rates were further reduced; 
the profit tax rate was cut down to 42%; and, in a first move 
to harmonize VAT with common practices in the EC, the 
higher VAT rate on luxury goods and automobiles was cut 
— from 33,3% to 28%, starting in September 1987 — while 
VAT was imposed on telecommunication services. Thus, in 
1988, the share of general government receipts in GDP 
resumed its decrease, down to 49,2%. With actual interest 
payments virtually stable as a percentage of GDP and in spite 
of the reappearance of a deficit for the social insurance funds, 
the general government net borrowing was slightly down and 
the ratio of gross debt to GDP as well (46,8%). 

The actual growth rate for 1988 turned out much higher than 
anticipated when the 1988 central government budget had 
been voted and the new Socialist government that took office 
after the presidential and general elections of the spring 1988 
could draft a budget for 1989 in which, for the first time, the 
deficit was down in nominal terms and less than interest 
payments on central government outstanding debt. On the 
revenue side, the tendency to reduction was mostly con
firmed, thanks to a lowering of the VAT reduced rate, from 
7 to 5,5%, the taxation of certain goods and services at 
reduced instead of normal (18,6%) VAT rate, as well as a 
reduction of the tax rate on undistributed profits, from 42 to 
39%; but there was no further cut in personal income tax 
rates and the tax on private asset holdings was reinstated 
under a new name (Impôt de solidarité sur la fortune (ISF)). 
And the regressive character of some social contributions 
was made less by abolishing the ceiling on the wage base, 
while progressively reducing the rate (see below). All in all, 
the share of general government receipts in GDP shrunk back 
to its 1983 level, at 48,6%. On the expenditure side, there 
was a marked reversal of previous trends, with the resumption 
of growth of central government expenditures: the number 
of civil servants went up slightly again; military capital 
expenditures were increased; and a new minimum income 
scheme (Revenu minimum d'insertion (RMI)) was instituted. 
As a result of real growth, the share of general government 
total expenditures in GDP was down almost one point, to 
49,9%. Central government budget deficit was less than 
FF 100 billion in money terms and net borrowing reached its 
lowest point in the decade, representing only 1,3% of GDP, 
in spite of a further deterioration of the social funds deficit. 

Once again, real economic growth in 1989, and hence 
government receipts, had been underestimated and turned 
out higher than anticipated when the 1989 budget was 
adopted. However, central government outlays also turned 
higher than expected, due to the renegotiation of public 
employees' wages in the autumn of 1988 and to the adoption 
of a vast expenditure-increasing programme in favour of the 
higher education. The central government budget for 1990 
contained no major innovations. On the revenue side, the 
reduction in the VAT higher rate — from 28 to 25%, starting 
in September 1989 — and in some reduced rates — down to 
2,1% on medicines eligible for reimbursement by the public 
health fund — was pursued, along with that of some 
employers' social contribution rates (see below). The tax rate 
on undistributed profits was further reduced to 37% and 
although personal income tax rates were left unchanged, 
various measures (exemptions for realized capital gains on 
short-term financial assets under a ceiling of transaction) 
were enacted to reduce the taxation of income from capital. 
Because real growth turned out less than expected (at 2,2%), 
the share of general government total receipts in GDP ended 
up rising slightly, up to 49%. On the expenditure side, the 
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number of central government employees was increased 
substantially, mostly in public education; but the major 
increases came from wages and pensions, as well as actual 
interest payments — back at their 1985 level as a percentage 
of GDP (2,9%). Hence, general government total expendi
tures went up again as a share of GDP, to 50,5%, and net 
borrowing started rising again, while the ratio of general 
government gross debt to GDP decreased slightly. 

Real economic growth slowed down further in 1991, and the 
spontaneous — i.e. resulting from developments in economic 
activity, as opposed to discretionary changes in tax rates or 
expenditure programmes — evolution of receipts turned 
much less advantageous compared to the previous two years. 
The objectives prevailing in the 1991 budget for the central 
government were mostly unchanged in terms of deficit and 
tax reductions, but this time, it meant that expenditures had 
to grow less than nominal GDP. The higher VAT rate was 
once again lowered in September 1990 to 22%, compensated 
by an increase of taxes on gambling; the TIPP indexation 
was again reduced, to half of the inflation rate as forecasted 
by the Treasury; and the tax rate on undistributed profits cut 
to 34%, while the tax on firms' realized capital gains on 
financial assets was increased, from 19 to 23%. In the end, 
the share of general government receipts in GDP was 
practically stable, due to higher local taxes and to the creation 
of a new income tax (Contribution sociale généralisée 
(CGS)) at the rate of 1,1% of income from all sources, not 
deductible from the income tax base and meant to finance 
social insurance funds. On the expenditure side, the policy of 
increasing public employment in education was pursued, but 
no other major measure was enacted. Actual interest pay
ments spontaneously rose again, to 3,1% of GDP, and the 
share of general government total expenditures in GDP was 
up again to 51,2%, with net borrowing reaching 2,1% 
— hence a primary surplus — and the ratio of gross debt to 
GDP up to 48,3%. This moderate deterioration could only be 
achieved by cutting a number of voted credits during the 
fiscal year, as central government receipts turned out about 
FF 50 billion less than initially anticipated, due to the 
slowdown in economic activity and increased transfers to the 
EC and local governments, while unexpected outlays — Gulf 
war and RMI, in particular — were reaching approximately 
FF 20 billion. 

The central government budget for 1992 had to accommodate 
a negative forecasted evolution of current receipts, for the 
first time since 1987. In order to contain the incipient rise in 
the deficit, there were no further major reductions in taxes 
— except for the tax rate on distributed profits, down to the 
level of that on undistributed profits (34%) — and some 
indirect taxes — excise tax on tobacco and VAT on certain 
goods — were raised. On the expenditure side, the maintained 
priority of education was compensated by a reduction in 

military expenditures; and transfers to social insurance 
funds (pensions) and local governments were cut. With 
unemployment rising again, a new employment plan was 
adopted, with increased expenditure, as well as exemptions of 
social contributions for the employment of young, unskilled 
workers and personal income tax rebates for direct employ
ment by households. Taken together, these measures did not 
prevent the share of general government total expenditures 
in GDP from rising by more than one point, as actual interest 
payments were up again. The spontaneous evolutions of 
expenditures and receipts turned out even less favourable 
than anticipated and, in spite of an across-the-board reduction 
in current expenditures at mid-year, general government net 
borrowing increased as a fraction of GDP, for the first time 
overshooting the Maastricht limit at 3,9%. The ratio of gross 
debt to GDP thus rose by a full 4 points, up to 52,4%. 

The economic assumptions underlying in the central govern
ment budget for 1993 rested on the expectation of continued 
slow growth at about 1% in real terms. The budget was 
essentially relying on automatic stabilizers and there were 
very few new measures. Increased expenditures were essen
tially concentrated on employment policy, along with the 
spontaneous rise in interest payments, up to 3,8% of GDP 
for general government, and representing 12,5% of central 
government expenditures. They were compensated by re
ductions of capital expenditures for the military, so that 
central government total expenditures were forecasted to 
grow less than GDP. On the revenue side, the spontaneous 
evolutions made for a sharp contraction, and the only 
innovations were a slight decrease in the firms' profit tax 
rate, down to 33,3%, as well as the complete abolition of the 
higher VAT rate. 

As the new right-wing government took office after the 
spring 1993 general elections, it became clear that the 
budget rested on over-optimistic economic assumptions: the 
slowdown in real growth was turning into a genuine re
cession. As a consequence, the revised estimate of the central 
government budget deficit that was published in May was 
almost exactly double that of the initially voted budget — 
FF 340 billion, as opposed to FF 165 billion. The new 
government at first took a number of measures to stop the 
degradation of public financial conditions: indirect taxes on 
oil products and tobacco were raised, while the CSG was 
increased by 1,4 points, to finance the growing deficit of 
social insurance funds, and employees' social contribution 
for the unemployment fund was also increased. Later in the 
spring, however, the government took a number of measures 
to increase spending — mainly to the benefit of private firms 
(about FF 60 billion) and to low-income families — in order 
to stimulate economic activity, as the recession appeared 
even deeper than anticipated. Plans to cut expenditures ofthe 
public pension funds, progressively enacted starting on 
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January 1 1994 but fully effective only in the distant future 
(2005), and, immediately, of the public health fund were also 
adopted during the summer. A special public borrowing 
programme was launched in July, and an ambitious privatiza
tion programme was announced, which started in the autumn. 

The execution of the 1993 budget materialized as the general 
government net borrowing reached almost 6% of GDP and 
gross public debt come dangerously close to the Maastricht 
limit, at over 58% of GDP. 

The budget for 1994 aims at containing the central govern
ment apparent deficit under the FF 300 billion limit essen
tially by using a large share of the privatization proceeds to 
finance current expenditures: out of an expected receipt of 
FF 100 billion over 1993-94, FF 68 billion will be used to 
finance current expenditures, of which about FF 50 billion in 
1994. It is based on the assumption of an economic recovery 
starting early in 1994 with average real economic growth for 
the year at 1,2%. 

On the expenditure side, the total is forecasted to increase by 
5,3% in nominal terms compared to the 1993 initial budget 
but only 1,4% compared to the May 1993 corrected budget; 
thus the objective of reducing the share of public expenditures 
in GDP is maintained. In 1993, for the first time since 1983, 
central government current expenditures will have increased 
by more than nominal GDP. In 1994 most social and 
personnel outlays are forecast to increase, either spon
taneously — civil servants' pensions and wages, transfers to 
the agricultural pension fund, RMI, etc. — or because the 
central government subsidizes social funds (unemployment 
insurance). Some transfers are, however, reduced: mostly 
those in favour of the public pension fund, since part of the 
increases in taxes decided in 1993 were earmarked for these 
funds (i.e., taxes on alcohol); in addition, the transfers to 
local governments increase less than in the past. Moreover, 
capital expenditures for the military are reduced, but the 
current military expenditures are increased. 

On the revenue side, central government total receipts are 
expected to reach FF 1 148 billion, that is the same level, in 
real terms, as that of 1983, while real GDP has, in the 
meantime, grown by 23%. Personal income tax rates are cut 
and the number of brackets reduced, in a first move to 
simplify the structure of personal income taxes; the total 
amount of the expected reduction — FF 19 billion — is, 
however, less than the proceeds of the increase in CSG 
decided in May. The rest ofthe contraction in current receipts 
is explained by the spontaneous reduction in tax receipts 
from all major taxes, only partly counteracted by already 
decided excise tax hikes (tobacco and oil products, mainly, 
the latter being again indexed on official inflation forecasts). 

The ratio of general government gross debt to GDP should 
increase again and exceed the Maastricht 60% limit as the 
central government budget for 1994 foresees a primary 
deficit of FF 105 billion, while a primary surplus of about 
FF 60 billion would be necessary to stabilize the ratio of 
central government debt alone to GDP. In addition, the stock 
of debt of social insurance funds, accumulated over the past 
three years — FF 110 billion — is taken over by the 
central government. 

To summarize these developments, it may be emphasized 
that public indebtedness, in a context of relatively low 
economic growth, low inflation and high interest rates, was 
the dominant force acting on the determination of fiscal 
policy. It also encouraged budget authorities to behave rather 
procyclically, except during the current recession. The overall 
objectives of reducing the shares of total public revenues and 
total public expenditures were mostly unsuccessful, as the 
genuine reduction obtained by central government was 
largely offset by increases in social expenditures and levies, 
as well as in those of local governments. 

3. Detailed analysis of government spending 

The general trends observed for general government expendi
ture are obtained by aggregating the various types of 
expenditure of the three main branches of government: 
central government, social insurance funds and local govern
ments. Although theoretically quite distinct, their functions 
overlap in a number of areas of public intervention and their 
financing is not always easily disentangled, due to concurrent 
competences and substantial intergovernmental transfers (see 
next section). 

3.1. Economic and functional breakdowns of 
general government spending 

In the 1960s and 1970s, general government spending had 
continuously risen as a share of GDP. The tendency is still 
observed until the mid-1980s; but in the second half of the 
decade, the share went down slightly, only to resume its rise 
with the economic growth slowdown and recession of the 
early 1990s. 

The economic breakdown of general government expenditure 
(Table 3) shows that their composition has evolved markedly 
over the past 12 years. Current transfers had been the most 
rapidly rising item in the previous decades and this trend 
continued: it already represented about half of total spending 
in 1980, and more than half in 1993. Such a growth is 
exclusively due to the sustained rise in current transfers to 
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households, as the share going to enterprises has tended to 
shrink after 1987, with the improvement of domestic firms' 
profitability and the EC stricter supervision of government 

subsidies to the production sector. Current transfers to 
households are quite clearly sensitive to cyclical develop
ments but their trend remains strongly upwards. 

Table 3 
General government spending, economic classification, 1980-93 

(percentage of GDP) 

Public cons. 
Compensation of 
employees 
Current transfers 

to households 
to enterprises 

Interest payments 
Public capital 
formation 
Total expenditure 

1980 

18,1 

13,8 
23,2 
19,0 
2,7 
1,5 

3,4 
46,6 

1981 

18,8 

14,2 
24,8 
20,1 

3,0 
2,0 

3,2 
49,2 

1982 

19,3 

14,6 
25,9 
21,0 

2,9 
2,0 

3,4 
50,9 

1983 

19,5 

14,7 
26,4 
21,3 
3,0 
2,6 

3,3 
52,0 

1984 

19,6 

14,7 
27,0 
21,5 
3,2 
2,7 

3,0 
52,5 

1985 

19,4 

14,6 
27,1 
21,9 
3,2 
2,9 

3,2 
52,7 

1986 

18,9 

14,4 
27,0 
21,7 
3,3 
2,9 

3,2 
52,2 

1987 

18,8 

14,1 
26,8 
21,4 
3,3 
2,8 

3,0 
51,7 

1988 

18,5 

13,6 
26,1 
21,2 
2,7 
2,7 

3,3 
50,8 

1989 

18,0 

13,3 
25,5 
20,9 
2,4 
2,7 

3,4 
49,9 

1990 

17,9 

13,2 
25,6 
21,0 

2,3 
2,9 

3,6 
50,5 

1991 

18,3 

13,4 
26,3 
21,7 
2,3 
3,1 

3,6 
51,2 

1992 

18,6 

13,6 
26,9 
22,1 

2,4 
3,4 

3,6 
52,3 

1993' 

19,1 

14,0 
28,0 
22,9 

2 ^ 
3,8 

3,7 
54,4 

1 EC July forecast. 
Source: EC, Tables on Public Finance. 

As emphasized earlier, the share of actual interest payments 
on public debt has doubled over the past decade, with small 
fluctuations in the second half, and has resumed its growth 
since the beginning of the 1990s. However, in contrast with 
the orientations observed in most other EC countries, the 
share of fixed capital formation in GDP has been maintained, 
and even increased in the late 1980s and early 1990s, in 
particular due to ambitious programmes for investment in 
education (see below). 

The most striking evolution is the containment of public 
consumption: its share in total general government expendi
ture has been decreasing, mostly as a result of a strict policy 

for public-sector wages, as apparent in the very flat profile 
of the share of compensation of employees in GDP, and 
in spite of a continuous increase in total public-sector 
employment (Table 4), which is about one million higher in 
1993 than in 1980 and represents 23,3% of total domestic 
employment, as opposed to 20% in 1980. Within general 
government, however, this increase has been unevenly dis
tributed: 11% growth for central government employment, 
of which almost 10 points had been acquired before 1987; 
14,5% growth in employment in social insurance institutions; 
50% increase in local government employment, due to a 
rapid increase in the aftermath of the decentralization laws 
of 1982-83 (see below). 

Table 4 
Employment in 

(1) General 
government 

central 
social 
local 

(2) Total 
employment 

(l)/(2)(%) 

the public sector, 1980-92 

1980 1981 1982 

4 372,7 4 459,7 4575,7 
2 540,1 2 564,7 2 622,9 

969,5 963,1 1002,0 
863,1 1911,9 950,8 

21847,1 21716,2 21751,6 
20,0 20,5 21,0 

1983 

4 681,9 
2 657,1 
1 022,8 
1002,8 

21 667,6 
21,6 

1984 

4752,7 
2 666,0 
1040,6 
1046,1 

21 467,0 
22,1 

1985' 

4 955,9 
2 756,8 
1 056,0 
1143,1 

21 608,1 
22,9 

1986 

5 057,4 
2 792,3 
1063,7 
1 201,4 

21 693,5 
23,3 

1987 

5 082,9 
2 805,0 
1 065,4 
1 212,5 

21 763,3 
23,4 

1988 

5 110,1 
2 823,3 
1068,2 
1 218,6 

21 957,1 
23,3 

1989 

5 118,4 
2 828,4 
1064,7 
1225,3 

22 246,3 
23,0 

1990 

5128,1 
2 828,0 
1069,0 
1231,1 

22 476,9 
22,8 

1991 

5188,3 
2844,7 
1089,0 
1254,6 

(1000) 

1992 

5 223,6 
2819,6 
1111,2 
1292,8 

22 483^ 22 376,2 
23,1 23,3 

1 New series. 
Sources: INSEE, French annual national accounts. 
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The functional breakdown of general government expendi
tures (Table 5) shows the relative inertia of the structure of 
public consumption: only in 1991 is the share going to 
education — the largest item — back up to its 1986 level, in 
spite of the alleged high priority and of an ambitious 

recruitment programme pursued until now (see below); 
similarly, the share of military public consumption starts 
decreasing significantly in 1991 (see below). Also noticeable 
are the slight contraction of the share of general public 
services and the timid increase in the share of research. 

Table 5 
Functional classification of total government outlays, 1983-89 

(percenmge of GDP) 

1980 1989 

1. General public services 
2. Defence 
3. Public order and safety 
4. Education 
5. Health 
6. Social security and welfare 
7. Housing and amenities 
8. Recreational, culture 
9. Economic affairs 

of which: 
9.1. Transports and 

communications 
10. Other 
Total 

3,8 
3,5 
1,0 
5,7 
8,9 

18,6 
3,6 
1,1 
3,7 

1,5 
2,4 

52,3 

3,8 
3,4 
1,0 
5,7 
9,2 

18,5 
3,4 
1,1 
3,8 

1,5 
3,0 

52,9 

4,0 
3,4 
1,0 
5,6 
9,9 

18,1 
3,5 
1,1 
3,7 

1,5 
2,9 

53,2 

3,9 
3,2 
1,0 
5,6 
7,2 

20,4 
3,4 
1,0 
3,8 

1,4 
2,9 

52,4 

4,0 
3,2 
1,0 
5,4 
9,6 

17,7 
3,5 
1,0 
3,7 

1,5 
2,8 

51,9 

4,3 
3,3 
1,0 
5,3 
7,0 

20,0 
3,3 
1,0 
3,2 

1,4 
2,8 

51,2 

3,8 
3,1 
1,0 
5,3 
6,9 

19,7 
3,3 
1,0 
3,1 

1,4 
3,0 

50,2 

Source: OECD, National Accounts, 1979-1991, Vol. II, 1993. 

Table 6 
Functional classification of consolidated central government spending, 1980-89 

(percentage of GDP) 

1. General public services 
2. Defence 
3. Public order and safety 
4. Education 

of which: 
4.1 Primary and secondary 
4.2 Tertiary 

5. Health 
6. Social security and welfare 
7. Housing and amenities 
8. Recreational, culture 
9. Economic affairs 

10. Agricultural, forestation 
11. Transport and communications 
12. Other 
Total 

1 New series. 
Source: IMF, Government finance statistics.yearbook. 

1980 

2,5 
2,9 

3,4 

5,8 
17,3 
1,2 
0,2 
2,7 
0,4 
1,0 
2,1 

39,5 

1992. 

1981 

2,6 
3,1 

3,5 

6,1 
18,2 
1,3 
0,2 
3,1 
0,5 
1,1 
2,3 

42,0 

1982 

2,8 
3,1 

3,5 

6,3 
19,0 
1,5 
0,3 
3,0 
0,5 
1,0 
2,3 

43,3 

1983 

2,8 
3,2 

3,6 

6,4 
19,3 
1,5 
0,3 
3,2 
0,5 
1,0 
2,5 

44,3 

1984' 

2,5 
2,7 
0,5 
3,5 

2,6 
0,5 
8,6 

17,1 
0,5 

0,3 
0,8 
8,1 

44,6 

1985 

2,7 
2,8 
0,5 
3,5 

2,6 
0,5 
9,3 

16,7 
0,5 

0,3 
0,8 
7,6 

44,7 

1986 

2,3 
2,7 
0,5 
3,1 

2,0 
0,5 
6,8 

19,7 
0,6 
0,3 
3,0 
0,5 
0,9 
3,6 

44,0 

1987 

2,4 
2,6 
0,6 
3,0 

2,0 
0,6 
6,8 

19,5 
0,6 
0,3 
2,9 
0,7 
0,9 
3,3 

43,6 

1988 

2,7 
2,9 
0,6 
2,9 

1,9 
0,5 
6,5 

19,3 
0,5 
0,3 
2,3 
0,4 
0,9 
3,6 

42,9 

1989 

2,3 
2,7 
0,6 
2,9 

1,9 
0,6 
6,5 

18,9 
0,6 
0,3 
2,1 
0,2 
0,8 
4,2 

42,1 
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Table 7 
Functional classification of local government spending, 1980-89 

(percentage of GDP) 

1989 

1. General 
2. Public order 
3. Education 
4. Health 
5. Social securicy 
6. Housing and amenities 
7. Culture 
8. Transp. 
9. Other 
Total 

0,9 
0,2 
1,0 
0,3 
1,4 
1,2 
0,5 

1,1 
1,2 
7,8 

1,0 
0,2 
1,0 
0,3 
1,4 
1,2 
0,6 

1,1 
1,3 
8,1 

1,1 
0,2 

1,1 
0,2 
1,5 
1,2 
0,6 

1,1 
1,4 
8,4 

1,1 
0,2 

1,1 
0,2 
1,5 
1,2 
0,6 

1,1 
1,5 
8,5 

0,9 
0,2 
1,2 
0,2 
1,7 
1,8 
0,7 
0,5 
1,2 
8,4 

0,9 
0,2 
1,2 
0,2 
1,7 
2,0 
0,6 
0,5 
1,3 
8,6 

0,9 
0,2 
1,8 
0,2 
1,6 
1,9 
0,6 
0,5 
1,2 
8,9 

0,9 
0,2 
1,8 
0,2 
1,6 
1,9 
0,6 
0,5 
1,2 
8,9 

1,0 
0,2 
1,8 
0,2 
1,6 
1,9 
0,6 
0,5 
1,3 
9,1 

1,0 
0,2 
1,8 
0,2 
1,6 
2,0 
0,6 
0,5 

1,1 
9,0 

Source: IMF, Government finance statistics, yearbook, 1992. 

The effort in favour of education is more apparent in the 
evolution of its share in fixed capital formation. In other 
areas, shares do not change much, with urban development 
constantly representing about a quarter — mostly undertaken 
by local governments (see below) — and the capital forma
tion in the military shrinking significantly in the most 
recent years. 

3.2. Central government 

Although central government has traditionally dominated the 
French public sector, its receipts and expenditure rep
resenting the major share in the total general government 
receipts and expenditure, an increasing number of functions 
and competences has been passed on to other levels of 
government and to non-governmental entities in the 1980s. 
In particular, the decentralization laws of 1982-83 transferred 
some functions to local governments, now more involved 
than before in spending on education, social interventions, 
either with sole responsibility or in partnership with central 
government. 

Nevertheless, the traditional functions of government have 
remained predominantly in the hands of central government. 
It also remains, by far, the most important public employer 
and its wage policy directly influences the determination of 
compensations and total wage bills in the rest of the 
public sector. As emphasized earlier, the generally restrictive 
orientations of central government's wage policy over the 

1980s greatly contributed to taming the rise in total general 
government expenditure. The evolution of public-sector basic 
compensation rate after 1984 was, in most years, less 
than the CPI increase (Table 8), representing a significant 
cumulated loss of purchasing power, as well as a marked 
reduction in the relative compensation of public sector 
employees. However, with the new Socialist government and 
in a context of economic recovery, the increase in central 
government employment has resumed since 1988, mostly in 
the fields of education and health, and special pay increases 
for various categories of personnel have led to repeated 
increases in the real wage bill of central government over the 
last few years. 

Except for education and defence, the various traditional 
functions of central government have been roughly stable 
in terms of their shares in total expenditure, in public 
consumption and in fixed capital formation (Table 6). Most 
notably, the shares of health expenditure (essentially 
public hospitals), general public services, social inter
ventions, justice and public order in total public consump
tion have registered no significant variations. However, 
while the youth dependency ratio — the ratio of population 
aged between 0 and 14 to the population of working age — 
declined in the 1970s and 1980s, and will continue to 
decline, although at a much reduced pace in 1990s, the 
average number of years spent by young people in the 
education system has risen steadily and an increasing 
fraction of younger cohorts have been entering the higher 
education institutions. In order to face this rising demand, 
both public consumption and public investment for 
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education have benefited, over the last five years, of a high 
priority — especially higher education. Central government 
has been directly responsible for a large fraction of the 

corresponding increases in expenditures, especially for 
personnel, while local governments have financed a 
significant fraction of fixed capital formation for education. 

Table 8 

Compensation of central government employees, 198491 

1985 1986 1987 1988 1989 1990 1991 

Nominal annual change (%) of 
the basic compensation 

Annual CPI change (%) 

Cumulated change of purchas
ing power of basic compen
sation since Dec. 83 

Relative compensation (1979 = 
100) compared to private em
ployees 

Central government wage bill 
(annual change, %) 

automatic 
general increases 
special increases 
number of employees 

6,9 

6,7 

4,5 

4,7 

0,0 

2,1 

2,1 

3,1 

2,0 

3,1 

2,2 

3,6 

3,0 

3,4 

1,5 

3,2 

0,2 

96,5 

0,1  2 , 2 3,1 4,1 5,4 •5,7 

91 

■7,3 

5,5 

5,6 

1,1 
0,4 

0 ,0 

4,5 

1,9 

3,0 
0,4 

0 ,2 

8,6 

2,1 
0,0 
0,3 

0 ,2 

0 ,1 

0,0 

1,3 
0,6 

0 ,2 

3,7 

0,7 

1,3 
0,3 

0 ,2 

4,9 

1,2 

2,5 
1,4 

0,3 

5,0 

0,7 

0,9 
2,4 

0,5 

5,3 

1,5 
0,6 

1,9 
0,7 

Sources: Daniel, 1992, and OECD. 

Military expenditures increased in the mid and late 1980s, 
the last years of the Cold War. Afterwards, with the exception 
of higher expenditure related to specific interventions abroad 
— the Gulf War and peacekeeping UN interventions in 
Bosnia and Somalia — the socalled 'peace dividends' have 
led to a significant contraction of defence expenditure. The 
share of central government expenditure for defence — 
excluding pensions — had shown a secular declining trend, 
except for the periods during wars. After 1988, the decline 
resumed, mostly as a result of a very rapid contraction in the 
number of persons employed in the military — both in the 
draft and in career military personnel.1 However, as for other 
categories of publicsector employment, the total wage bill 
has continued to increase due to special pay raises; in 
addition, military pensions have come to represent a higher 
fraction of military expenditures — about 0,7% of GDP in 
1993. Although fixed capital formation in the defence sector 
has continued to rise, though less than nominal GDP, there 
has been a significant contraction in the expenditures for 
nuclear weapons, their share in GDP declining from 0,53% 
in 1988 to 0,37% in 1993. The total defense budget now 

See Daniel (1993). 

amounts to FF 192 billion, i.e. 2,7% of GDP. Between 1988 
and 1993, the total amount saved as a result of the 'peace 
dividends' may be estimated at about FF 70 billion, of which 
FF 31 billion in 1993 alone. 

Employment and labour market policies have developed 
progressively and have come to absorb a substantial and 
rising fraction of central government expenditures, as well as 
increasing losses — automatic and discretionary — in tax 
and social contribution receipts, due to the mushrooming of 
exemptions linked to the promotion of employment and 
training, to the increasing number of people employed in 
publicsector jobs subsidized by central government and to 
early retirement programmes partly financed by the central 
government budget (Cornilleau, Marioni and Roguet, 1990). 
In the budget for 1994, central government takes over the 
total cumulated deficits of social insurance funds (FF 110 
billion), as well as part of the current deficit of the unemploy
ment insurance funds (FF 10 billion), but a new fund is being 
created, offbudget, for minimum oldage pensions and 
preretirements, which should decrease central government 
expenditures by FF 16,5 billion. 
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3.3. Social budgets 
Secular, structural and business-cycle factors have all con
tributed to the very sustained rise in social expenditures and 
transfers that may be observed over the 1980s and early 

1990s. All branches of the public social insurance system 
have been affected (see Table 9), in spite of a series of 
measures designed to restrict eligibility and generosity of 
the various allowances, most notably old-age pensions, 
unemployment benefits and health care reimbursement. 

Table 9 
Detailed social welfare expenditure, 

1. Health 
a. Sickness 
b. Invalidity 
c. Occupational accidents 

2. Pensions 
a. Old-age 
b. Survivors' 

3. Maternity and family 
a. Maternity 
b. Family 

4. Unemployment 
a. Placement, etc. 
b. Unemployment benefits 

5. Housing and others 
a. Housing 
b. Others 

6. Total 

Source: Eurostat, EC Social protection expenditures t 

1980-91 

1980 

8,52 
6,28 
1,48 
0,76 

10,51 
8,46 
2,05 
3,05 
0,49 
2,56 
1,23 
0,19 
1,04 
0,63 
0,43 
0,20 

23,94 

1981 

8,82 
6,54 
1,53 
0,75 

11,00 
8,87 
2,13 
3,10 
0,53 
2,57 
1,63 
0,23 
1,40 
0,69 
0,48 
0,21 

25,26 

md receipts, 1980-1991. 

1982 

9,11 
6,71 
1,65 
0,75 

11,46 
9,31 
2,15 
3,18 
0,53 
2,65 
1,78 
0,24 
1,54 
0,86 
0,65 
0,21 

26,38 

1983 

9,13 
6,75 
1,66 
0,72 

12,01 
9,82 
2,19 
3,19 
0,49 
2,70 
1,53 
0,19 
1,34 
0,90 
0,67 
0,23 

26,75 

1984 

9,34 
6,99 
1,65 
0,70 

12,22 
10,03 
2,19 
3,14 
0,49 
2,65 
1,62 
0,18 
1,44 
0,93 
0,70 
0,23 

27,19 

1985 

9,25 
6,93 
1,64 
0,68 

12,44 
10,26 
2,18 
3,04 
0,46 
2,58 
1,64 
0,24 
1,40 
0,93 
0,71 
0,22 

27,29 

1986 

9,28 
6,95 
1,68 
0,65 

12,18 
10,04 
2,14 
2,92 
0,42 
2,50 
1,73 
0,29 
1,44 
0,91 
0,73 
0,18 

27,03 

1987 

9,15 
6,82 
1,70 
0,63 

12,01 
9,92 
2,09 
2,85 
0,44 
2,41 
1,77 
0,28 
1,49 
0,91 
0,74 
0,17 

26,69 

1988 

9,10 
6,80 
1,69 
0,61 

11,94 
9,87 
2,07 
2,89 
0,46 
2,43 
1,82 
0,31 
U l 
0,90 
0,74 
0,16 

26,58 

1989 

9,11 
6,88 
1,63 
0,60 

11,76 
9,75 
2,01 
2,72 
0,46 
246 
1,69 
0,20 
1,49 
1,02 
0,74 
0,28 

26,30 

(percentage of GDP) 

1990 

9 3 
7,02 
1,62 
0,59 

11,81 
9,76 
2,05 
2,65 
0,45 
2,20 
1,76 
045 
U l 
1,09 
0,76 
0,33 

26,54 

1991 

931 
7,16 
146 
049 

12^0 
10,22 
2,08 
2,70 
0,47 
243 
1,91 
0,25 
1,66 
1,13 
0,75 
048 

2746 

The single major factor contributing most to the rise in social 
expenditures and transfers is undoubtedly population ageing, 
partly due to the decline in fertility in the 1960s and 
1970s, and even more to the continuous lengthening of life 
expectancy. This trend is partly reflected in the evolution of 
the old-age dependency ratio i.e., the ratio of the number of 
persons aged 65 and more to the working-age population 
whose average annual growth rate was 1,3% over the 1970s, 
- 1 , 1 % over the 1980s and is forecasted to be 2,7% over the 
1990s. The proportion of persons aged 65 or more in the total 
population rose from 12% in 1965 to 14% in 1990, and will 
be rising more over the coming decades to peak in 2040 a 
little under 23%. In a country where the old-age pension 
system is mostly publicly run and unfunded, and where a 
large portion of health expenditures — rapidly rising with 
age over the last few years of life — is covered by 
social insurance, these evolutions considerably increase the 
financial burden on social insurance funds, hence on the 

currently employed, insofar as the rule is that social contri
bution receipts ought to balance outlays on an annual basis. 

• Expenditure of the old-age pension funds represented 
about 5% of GDP in 1960, 10,5% in 1980, and more than 
12% in the early 1990s. Demographic factors have accounted 
for a fraction of this rise. But in addition, the coming to 
maturity of the universal system instituted in 1945 and of the 
various complementary systems made compulsory in 1972 
has progessively eroded the margin between the number of 
contributors and the number of recipients of the various 
funds. The legal retirement age was lowered from 65 to 60 
in the early 1980s and, due to rising unemployment, facilities 
for early retirement have been extended, so that actual 
labour-force participation rates of older people have shrunk 
to very low levels: thus, the participation rate of persons aged 
65 and over has declined from 19% in 1962 to 2,9% in 1988, 
and that of people aged between 55 and 64 from 59,3% to 
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39,2% over the same period. Better coverage of the basic 
social security system (Minimum-vieillesse) and a substantial 
increase in the minimum pension in the early 1980s account 
for an additional fraction of the growth of outlays. Thus, in 
spite of the less-generous indexation procedure introduced in 
1984, confirmed in 1986 and reconfirmed for ten years in the 
law adopted in August 1993, outlays of the old-age pension 
systems grew at an average annual rate of 3,3% in real per 
capita terms over the 1980s, after increasing at a 5,5% annual 
rate over the 1970s. The new legislation — indexation on 
prices instead of wages, pension rights calculated with 
reference to earnings of the best 25 years of career, instead of 
10, and progressive lengthening of the minimum contribution 
period for eligibility to the full pension (from 150 terms 
currently to 160 in 2005) — should however induce a 
progressive slowdown of per capita old-age pension growth, 
but probably not so much in the aggregate (Cornilleau and 
Sterdyniak, 1994). 

The financing of old-age pension systems relies mostly on 
social contributions to the various funds (social security and 
professional complementary funds), but in practice, the 
central government budget also contributes, directly for civil 
servants and the military, and indirectly by transfers to 
number of professional funds with structural deficits, most 
notably agriculture, railways, mines and fisheries (see 
below). 

• Health expenditure covered by the public health insurance 
funds have followed a similar pattern: measured in per capita 
real terms, it rose at an annual average rate of 7% per capita 
over the 1970s and 3,9% over the 1980s. In this area too, the 
system operates mostly as a public insurance system, with 
part of the health care supply also provided by the public 
sector (hospitals), even though the share of private insurances 
has increased slightly and a large fraction of health care 
supply is provided by private doctors (médecine libérale). 
The growth of public-sector outlays for health expenditure 
has been consistently faster than that of GDP and their share 
rose from a little under 5% of GDP in 1960 to about 9% in 
1990, mostly as a result of health care reimbursements, in 
spite of a series of plans to cap their growth by means of 
reducing the treatments eligible to reimbursement and the 
reimbursement rate.1 The latest five-point increase in the 
share of health expenditure not covered by the public 
insurance system — the reimbursement rate now reaching 
65% for most medicines and medical care — was announced 
in August 1993. However, in spite of this and of a first 
attempt at making the medical professions more accountable 

for cost increases, the deficit of this fund is forecasted to 
grow again in 1994. 

The share of total health expenditure represented by public 
health outlays rose from 58% in 1960 to 72% in 1970. It then 
stayed almost flat over the two decades and currently reaches 
74,2%, i.e. much less than in other EU countries, except 
Germany (72,7%), the Netherlands (72,6) and Portugal 
(61,7), whereas the share of total health outlays in GDP is 
the highest in the EU (8,9%, as compared to 8,1% in 
Germany and the Netherlands, 7,4% in Belgium, 7,2% in 
Luxembourg, etc.). 

• Family allowances and related transfers grew fast in real 
terms — 3,6% average annual growth per capita over the 
1970s and 3% over the 1980s — as the system was made 
more generous in order to encourage child-bearing. Because 
of the marked decline in fertility, however, overall family 
expenditures have tended to decline as a share of GDP over 
the 1980s. Policies in favour of families with dependent 
children also rely on a unique personal income-tax reduction 
— the so-called 'quotient familial' — that reduces income-
tax liability by dividing taxable income of a two-adult 
household by 2 plus 0,5 for each dependent child. The 
benefits of this tax-expenditure mechanism were capped in 
the late 1980s for high-income households. 

• Unemployment benefits rose extremely fast in real terms 
over the 1970s — 9,6% average annual rate of growth per 
recipient. In the 1980s, the public insurance system was 
made progressively less generous: the average annual rate of 
growth of real per capita benefits turned negative (- 0,8%), 
and eligibility requirements were tightened. Yet, because of 
the sharp rise in the number of unemployed, total outlays of 
the unemployment insurance system — as well as those of 
the pension systems due to increasing numbers of early 
retirements — went up as a fraction of GDP, from a little 
over 1% in 1980 to 1,66% in 1991 (Table 9). Compared to 
other EU countries, the level is still relatively modest 
though due to low replacement rates and limited periods 
of eligibility. 

Another striking feature of the French system, compared to 
others in the EU, is the small fraction of GDP going to labour 
market policies (0,25% of GDP in 1991). However, when 
other related expenditures — retraining of adults, youth 
employment programmes, direct employment subsidies and 
pre-retirement expenditures — are taken into account, France 
ranks higher, only preceded by Denmark, Belgium and 
Ireland (Cornilleau, 1993). 

See, for example, Fonteneau, Gubian, Sterdyniak and Verpeaux (1988) 
and Majnoni d'Intignano (1991). 

• Stricter eligibility rules, mounting poverty and social 
exclusion led to the creation, in 1990, of a broad-coverage, 
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income-maintenance system — the Revenu Minimum 
d'Insertion (RMI) — operated by local governments (départ
ements), but financed by the central government budget. 
Total outlay for this income-support transfer system has been 
growing fast over the past few years and currently amount to 
FF 18 billion (1993). 

3.4. Local government 

Due to the gradual application of the decentralization laws 
and to central government parallel retrenchment in a number 
of areas of public intervention, local government expendi
tures rose much faster than GDP during the 1980s and early 
1990s to reach currently more than 10% of GDP, i.e. more 
than 50% of central government expenditure. In addition to 
the traditionally heavy involvement of local governments in 
general public services and public capital formation, new 
functions have been devolved in public education, infrastruc
ture and social interventions, domains in which expenditures 
have been generally buoyant. 

For years, French local governments have been the dominant 
actors in public fixed capital formation; their role in this field 
tended to increase in the 1980s, although the high interest 
rates — along with the abolition of interest subsidization by 
central government — encouraged a more prudent policy on 
behalf of most local authorities after 1984. Moreover, their 
current expenditures have been rising rapidly in part as a 
result of the fast growth of employment in the local public 
sector and despite the general policy of wage moderation 
(see above and Table 4). Yet, gross fixed capital formation 
by local governments currently amounts to about 40% of 
their total outlay. 

4. Detailed analysis of government revenues 

As a rule, central government expenditure is financed by 
taxes on — personal and corporate — income and on goods 
and services, i.e., VAT, excise and import duties, as well as 
a number of special transactions taxes; social insurance 
expenditures is financed by social contributions levied on 
wages (payroll taxes); local government expenditure is 
financed by local taxes on property, residences and en
terprises. However, this general rule has suffered an increas
ing number of exceptions with the multiplication of in
tergovernmental transfers and the creation, in the late 1980s, 
of taxes earmarked for the financing of some social expendi
ture. 

Contrary to what happened in many other developed 
countries, France had no major tax reform in the 1980s. But 
the structure of the tax system has nevertheless considerably 
changed over the past decade as a result of specific changes 
undertaken almost every year (see above) in the tax rules. 
Behind the slight reduction in the share of total general 
government tax revenues in GDP during the second half of 
the 1980s, there have been divergent trends in the various 
taxes (Table 10): a marked contraction in the share of taxes 
on personal income, partly reversed after 1991 with the 
introduction of CSG; a decline in VAT revenues, mostly as a 
result of rate reductions after 1988 induced by EC tax 
harmonization, with, more recently, a rise in the share of 
excise-tax receipts; an almost continuous increase in the 
share of social contributions, currently accounting for about 
45% of total tax revenues of general government Excluding 
social contributions, total tax receipts declined slightly as a 
share of GDP from 1987 until 1990. 

4.1. Central government 

Central government essentially levies taxes on personal and 
corporate incomes, VAT, excise and (minor) import duties, 
as well as a number of, relatively negligible, transactions 
taxes (on stock-exchange transactions, on a number of 
insurance and banking operations, etc.). The share of its tax 
receipts in total general government revenues has shrunk 
over the past decade, all the more so as intergovernmental 
transfers, compensation for local tax rebates and taxes for 
the benefit of other public entities have come to represent 
significant amounts. 

• The proceeds of the corporate income (profit) tax account 
for only about 5% of total tax receipts and are highly cyclical 
as their elasticity with respect to profits is more than one. 
The rate progressively reduced from 50 to 33,3%, over the 
second half of the 1980s and early 1990s; for a few years, 
the rate on retained earnings decreased more than that on 
distributed profits. As in many other countries, the revenue 
consequences of the rate reduction have been partly offset by 
abolishing various investment incentives — accelerated 
depreciation and investment tax credits, interest subsidies 
and direct subsidies to firms — deemed to have little effect 
on the volume of industrial investment and to distort firms' 
investment decisions. 

As inflation abated, the rate of tax on corporate realized 
capital gains on financial assets was progressively brought 
almost in line with the rate on corporate income. 
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Table 10 
General government tax receipts, major headings, 1980-91, according to degree of mobility of the tax base 

(percentage of GDP) 

1. Corporate 
2. Goods and services 

2.1. VAT 
2.2. Excise 
2.3. Other 

3. Taxes on the use of labour 
3.1. Employees' 
3.2. Employers' 
3.3. Payroll taxes 

4. Personal income 
5. Property taxes 
6. Miscellaneous 
7. Tax revenues 
Excluding social contributions 

1980 

2,1 
12,7 
8,8 
3,5 
0,4 

17,8 
4,6 

11,9 
0,9 
5,4 
1,5 
2,2 

41,7 
23,9 

1981 

2,2 
12,5 
8,9 
3,3 
0,3 

17,8 
4,5 

11,9 
0,9 
5,6 
1,5 
2,3 

41,9 
24,1 

1982 

2,3 
12,8 
9,1 
3,3 
0,4 

18,3 
4,8 

12,1 
1,0 
5,5 
1,6 
2,3 

42,8 
244 

1983 

2,0 
12,8 
9,0 
3,4 
0,4 

18,9 
5,0 

12,4 
1,0 
5,9 
1,6 
2,4 

43,6 
24,7 

1984 

1,9 
13,0 
8,9 
3,7 
0,4 

19,2 
5,3 

12,4 
1,0 
6,0 
1,9 
2,6 

44,6 
25,4 

1985 

2,0 
13,2 
8,9 
3,9 
0,4 

18,3 
5,2 

12,5 
0,9 
5,7 
2,0 
3,3 

44,5 
25,2 

1986 

2,2 
12,9 
8,6 
3,9 
0,4 

18,9 
54 

12,1 
0,9 
5,7 
2,1 
2,2 

44,0 
25,1 

1987 

2,3 
13,0 
8,7 
3,9 
0,4 

19,1 
5,5 

12,1 
0,9 
5,7 
2,1 
2,3 

44,5 
25,4 

1988 

2,3 
12,9 
8,6 
3,9 
0,4 

19,0 
5,5 

11,9 
0,8 
5,3 
2,2 
2,1 

43,8 
24,9 

1989 

2,4 
12,6 
8,4 
3,8 
0,4 

19,2 
5,7 

11,8 
0,8 
5,1 
2,2 
2,2 

43,7 
24,5 

1990 

2,3 
12,4 
8,2 
3,7 
0,5 

19,3 
5,8 

11,9 
0,8 
5,2 
24 
2,3 

43,8 
24,6 

1991 

2,0 
12,0 
7,9 
3,7 
0,4 

19,4 
5,7 

12,0 
0,8 
6,0 
2,5 
2,3 

44,2 
24,8 

Source: OCDE, Revenue statistics. 

• Receipts of the personal income tax — based on the 
residence principle and paid on incomes of the previous year 
and never at source except on a small category of financial 
asset returns — have traditionally accounted for a much 
smaller share of total tax revenues in France than in most 
other developed countries. This specificity of the French tax 
system — partly due to the quotient familial that reduces tax 
liability for households with dependent children — has been 
reinforced over the past few years. In the early 1980s, the 
first Socialist government increased the marginal rates on 
higher incomes while raising the exemption level. The latter 
was raised again in 1987 so that the tax base was reduced: 
only about half of French households actually pay tax on 
personal income. 

The rate structure is highly progressive with the top marginal 
rate on unearned income currently at 56,8% — wage income 
benefits from an automatic 28% rebate on the tax base — 
and 13 income brackets, the limits of which are indexed on 
past inflation. For 1994, i.e. incomes earned in 1993, the 
number of brackets is brought down to 8, with a small 
reduction in all rates except for the top marginal rate. This 
will reduce personal income tax liabilities between 4 and 
8%, mostly for the benefit of middle-income taxpayers; the 
loss of revenue has been estimated at FF 19 billion. 

Imputed rent on owner-occupied houses is not taxable and 
interest paid on mortgages for the main residence is deduct

ible from the base. Most realized capital gains are also 
excluded from taxable income and only short-term realized 
gains on real property are taxed as income. Long-term capital 
gains on property are exempted, while capital gains on 
financial assets are taxed at 16% — plus the CSG — with an 
exemption on a fixed money amount of annual sales. This 
tax threshold was progressively increased in the late 1980s 
and early 1990s to reach FF 300 000 in 1992 in a move to 
encourage personal saving and to lower taxation on financial 
asset returns as it was felt that EC harmonization dictated 
low rates on highly mobile financial capital. However, this 
tendency has been reversed over the past two years: the tax 
threshold has been lowered to FF 166 000 and will be again 
in 1994 to FF 100 000 with the aim of discouraging 
households' investment in short-term financial assets — 
especially money-market funds. 

Interest income and return on financial assets have long 
benefited from a specific taxation with lower rates and 
exemptions justified in the 1970s on the grounds of inflation-
induced erosion as well as the almost constant desire of 
governments to encourage personal savings and interfere 
with its allocation. Dividends received have always benefited 
from a refund of corporate income tax paid (avoir fiscal); its 
rate is such that, with the corporate income tax rate currently 
at 33,3%, the refund is now 100%. In addition, a tax 
exemption of FF 8 000 per person is granted for the sum of 
interest and dividend incomes. And various incentive 
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schemes, mostly tax-exempt with minimum holding period, 
have been implemented at various stages, the most recent 
being the Plan d'épargne en actions (PEA) which is meant 
to encourage the individual accumulation of a portfolio of 
shares as saving for retirement. Life-insurance investment 
also benefits from a specific tax incentive — deduction from 
income tax base, capped at FF 4 000 per person — and tax 
exemption after a minimum holding period. Tax-exempt 
saving deposits — highly liquid and with administratively-
fixed interest rate, currently close to the short-run money-
market rate — are available, with a ceiling. Other interest 
incomes may be taxed at regular income tax rate or at a flat 
rate equal to that on capital gains. 

In practice, taxation of households' financial assets returns is 
a genuine maze resulting from the multiplication over the 
years of asset-specific incentives interacting with a personal 
income tax structure that is already complex. The effective 
tax rates on such incomes have been diminished over the last 
few years in fear of financial capital flight as capital controls 
were lifted as well as a means of encouraging individual 
saving for retirement and investment in shares of privatized 
firms. A move to a more uniform treatment of these incomes 
has been announced and the current mood is probably to 
increase taxation: the CSG, created in 1991 and levied on 
financial asset returns as well as income from any other 
source — including pensions — increased in July 1993 
(see below). 

The share of payroll taxes, although significant in some 
sectors (banking, private, non-profit-making institutions) is 
relatively small and has been steadily declining over the 
past decade. 

On the contrary, the share of property taxes in total tax 
receipts has been rising: in 1991, they accounted for more 
than corporate income tax. A significant fraction of these 
taxes are levied by local governments but the central 
government's ISF had a buoyant yield in the late 1980s and 
early 1990s as the stock market and real-estate markets were 
registering record price increases thus inflating the tax base. 

As emphasized earlier, between 1988 and 1991, VAT rates 
were reduced on a number of products in a series of steps to 
abolish the higher rate on luxury goods, car purchases, etc. 
This was in line with EC recommendations. There are 
presently two rates (5,5% and 18,6%), plus a special reduced 
rate on newspapers and other specific products. As a result 
of this rate reduction and the slowdown of economic activity, 
the share of VAT revenues in total tax receipts has been 
declining substantially (Table 10). For 1993 alone, the 
unexpected revenue reduction from VAT was around 
FF 50 billion, compared to the initially voted budget. Central 
government has also abolished the one-month delay in VAT 

reimbursement to firms thus realizing a once-and-for-all 
transfer to firms in 1993. 

With respect to excise duties, the evolutions have been 
different: their share in total tax receipts increased slightly 
over the first half of the 1980s mostly as result of the 
indexation of the tax on oil products on CPI inflation. Over 
the second half of the decade this indexation formula was 
progressively reduced by half and oil prices went down so 
that the share of these taxes in total receipts tended to 
decrease. More recently, all excise taxes have been increased: 
slightly on oil products in July 1993 (FF +19 billion) and 
again in January 1944 and on alcoholic beverages; much 
more, in several waves, on tobacco, the benefit of the latter 
hike being earmarked for social insurance health funds. 

Non-tax receipts represent about 10% of total receipts of the 
central government with a significant fraction coming from 
the proceeds of the current privatization programme, which 
should yield about FF 100 billion over the 1993-94 period. 
But, as a counterpart, the dividends received will be dimi
nished: in 1992, the total paid to the State by the firms to be 
privatized over 1993-94 amounted to FF 5,2 billion. 

4.2. Social budgets 

Social insurance funds are predominantly financed by social 
contributions levied on wages, a part being paid by the 
employer and a part by the employee, both retained at source. 
The growth of social contributions has been the single most 
important factor behind the increase in the share of total tax 
receipts in GDP over the past two decades (Table 10). But 
while the hikes in the 1970s had mostly hit employers' 
contributions, their share in GDP rising by 2,6 points between 
1970 and 1980 while employees' share rose by 2,2 points, 
the numerous increases decided in the 1980s and early 1990s 
where almost exclusively borne by employees — + 1 point 
of GDP between 1980 and 1988, as opposed to 0,1 for 
employers. In 1993, the employees' contribution rate for 
unemployment insurance increased again by 0,5%. In ad
dition, the various ceilings on social contributions have been 
abolished progressively, except for contributions to the 
old-age pension funds: hence the structure of social contri
bution has been made less regressive. 

Introduced in 1991, the Contribution sociale généralisée 
(CSG) is in fact an additional income tax earmarked to 
finance social security: instead of being levied on wages, its 
base includes incomes from all sources, levied at source on 
wage income and interest received, and not deductible from 
the personal income tax base. The rate was 1,1% until July 
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1993; it has been raised to 2,4%, which should yield an 
additional FF 50 billion of revenue in 1994. 

The general orientation being not to increase the burden 
of contributions levied on labour incomes, several other 
measures have also been decided in recent years. First, as 
noted above, some excise tax increases have been earmarked 
for social insurance funds (on alcoholic beverages for the 
benefit of the new old-age pension fund and on tobacco for 
health insurance funds). Central government has also created 
a special fund for minimum pensions with resources coming 
from specific taxes. And the financing of family allowances, 
which has been organized so far by means of an employers' 
social contribution (at a 5,4% rate on gross wages), will be 
transferred to the central government budget. Nevertheless, 
the share of social funds outlays financed by contributions 
levied on wages has remained fairly constant at about 64% 
between 1988 and 1992. 

the local business tax bills, either specific or across the 
board (twice in the mid-1980s), initially fully compensated 
by a transfer from the central government budget. Hence, 
in 1988, a full 25% of the local business tax bill was in 
fact paid by the central government. Currently, the share is 
down to less than 23% as the indexation formula has been 
made slightly less generous. 

Private firms also pay a substantial fraction of the local 
property tax on buildings which represents a little less than 
25% of local governments' total tax receipts; the rest is being 
paid by owners of dwellings. Another property tax is 
levied on the conventional rental value of land: it currently 
represents about 4% of local governments' total tax receipts 
and, being mostly paid on farm land, plays a minor role 
except in rural areas. Recent decisions to compensate farmers 
for losses incurred with the reform of the common agricul
tural policy have included a progressive reduction in local 
property tax liabilities, offset by equal transfers from the 
central to local governments budgets. 

4.3. Local government 

Total revenues from local government taxes rose sharply 
over the 1980s as a result of increased financial needs after 
the implementation of decentralization laws: their share in 
GDP is currently a little over 9% and, although their growth 
rate slightly reduced after 1986, they are currently still rising 
much faster than nominal GDP (+ 8,4% in 1991, + 7,2% in 
1992 and an acceleration in 1993). 

The structure of local taxation is fairly intricate and has not 
been significantly reformed with decentralization, except for 
the transfer from central to local governments of a number 
of relatively minor taxes (annual tax on cars, tax on driving 
licences, etc.) (Le Cacheux and Tourjansky, 1992a and b). 
Local taxation is in part made of local transaction taxes 
(13,2% of total local tax revenues in 1988) but predominantly 
relies on four major taxes, the bases of which are common to 
all levels of local governments: each level votes four rates 
and the total bill, with details, is sent to the taxpayer by the 
central government tax administration on behalf of local 
governments. 

The local business tax (Taxe professionnelle) is the most 
important source of local government revenues (45,5% of 
total local tax revenues in 1990). It is based on fixed 
capital formation and employment, much in the same spirit 
as the former German local business tax before its recent 
reform. The rates tended to rise quickly over the early 
1980s but tax competition has moderated its evolution in 
more recent years. In addition, central government has, 
several times in the past few years, decided reductions on 

The major local tax on households is the 'residence tax' (taxe 
d'habitation) also based on conventional rentals of dwellings 
and paid by the occupier whether owner or tenant. It 
represents slightly more than 25% of local governments' total 
tax receipts with large discrepancies from one constituency to 
the other just as for other local taxes. On this tax too, central 
government has, over the years, granted many exemptions 
— linked to the income tax situation of households or to 
age — offset by equivalent transfers which amounted to 
26,5% of the corresponding local tax bill in 1990. In 1993, 
the residence tax rates were sharply increased in many local 
constituencies. 

Two reform projects have been recently adopted by Parlia
ment but never implemented to date: one is a complete 
overhaul of the conventional rentals to update evaluations; 
the other is the reform of the residence tax for the départe
ment which was to be replaced by a — modest — local 
income tax. In addition, a reform of local business taxation 
is currently being discussed. 

4.4. Intergovernmental transfers 

Intergovernmental transfers effectively modify the distri
bution of the real burden of financing amongst the various 
branches of the public sector. Their importance has tended to 
grow over the years, most notably over the 1980s. As noted 
earlier, increasing amounts are being transferred, directly or 
through earmarked taxes, from the central government budget 
to the various social insurance funds. And, especially from 
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central to local budgets: special purpose grants were widely 
used before 1979; after that date, and more so since the 
decentralization laws of 1982-83, block grants have tended 
to expand very fast. The major grant to local government 
(dotation globale de fonctionnement) has increased from 
FF 39 billion in 1980 to FF 85,5 billion in 1990. It currently 
accounts for about 50% of total grants from central to local 
governments. The allocation formula is based on population 
and 'tax potential' and it is indexed on CPI and real GDP 
growth. Other grants include those which are also indexed 
and are meant to compensate for the various local tax 
exemptions (see above), a grant meant to compensate for the 
fact that local governments pay VAT, a specific grant 
meant to compensate local governments for the increases in 
expenditure resulting from the transfer of competences linked 
to decentralization and a number of more recently created 
resource-equalizing grants, although these involving fairly 
small amounts. Matching grants are still used in order to 
induce local authorities to spend on specified projects and a 
new grant was instituted in 1992 to foster local government 
groupings. 

5. Budgetary processes 

France is a unitary State with four levels of local govern
ments: communes, groupements de communes, départements 
and regions. In addition, social insurance funds are auton
omous although entitlements and eligibility rules are set by 
Parliament and/or central government. As stressed above, 
there are, however, significant — and occasionally very large 
— financial transfers from the central government budget to 
both local governments and the various social insurance 
funds. 

5.1. Central government 

Central government receipts and outlays are normally 
decided annually by agreeing the budget in which about 
85% of the expenditures are pre-determined by decisions 
made in previous years, due in particular to the importance 
of entitlement programmes and the fact that recruitment of 
civil servants is a lifetime commitment for the State. There 
is very little explicit multi-year programming, except for 
some categories of public investment (autorisations de 
programme), four-year defence expenditure programmes 
(lois de programmation militaire) and, recently, a five-year 
law to reduce fiscal deficits, adopted in December 1993. 
In practice though, such multi-year laws are not really 
binding and government has ample margins of manoeuvre 

to modify even the allocation of funds decided by 
Parliament in the annual budget, even if it increases total 
spending and the deficit: during the fiscal year — which 
coincides with the civil year — laws modifying the initial 
budget (lois de finance rectificatives) — may be submitted 
to Parliament to change tax rates and expenditures; and at 
the end of the year, all modifications made by government 
over the year are submitted to Parliament for approval of 
the execution of the budget. 

Government also controls most of the budgetary procedure 
(van Hagen, 1994). The budget preparation starts in January 
in the Ministry of the Budget — or the Ministry of Finance 
— under the supervision of the Prime Minister. At the end of 
March, even before receipt forecasts have been made, the 
latter sends a 'framework letter' to the spending ministers 
with budget guidelines. Spending ministers then submit their 
spending bids which are negotiated with the Minister for the 
Budget and ultimately arbitrated by the Prime Minister in 
July. The final budget draft, elaborated by the Budget 
directorate of the Ministry of the Budget and based on the 
latest official macroeconomic forecasts, is adopted by the 
Cabinet in September and submitted to Parliament in October 
for discussion and adoption. 

Parliamentary discussions over the budget are tightly 
constrained by the Constitution and strictly controlled by 
government. Parliament has only 70 days to discuss and 
adopt the budget, 40 for the first discussion and vote in 
the National Assembly, 20 in the Senate and 10 for 
arbitration by the mixed commission (15 MPs and 15 
Senators) in case of disagreement. The National Assembly 
— Lower House — has various prerogatives over the 
Senate in the discussion and amendment procedures of the 
budget. The budget proposal is first analysed and discussed 
in the finance commissions of the Assemblies, which 
question the various ministers and propose amendments. 
Parliamentary amendments are in principle constrained not 
to increase outlays, unless the corresponding amount of 
new receipts is proposed simultaneously; in addition, 
government can block or accept parliamentary amendments. 
In practice, unless government agrees on specific proposals, 
there is very little modification of the initial budget 
proposal; government also has the possibility of asking for 
'blocked votes' on parts of the budget, and even of forcing 
the adoption of the whole budget by asking for a vote of 
confidence on the budget, in which case it is automatically 
adopted unless Parliament emits explicit distrust of 
government leading to a change of Cabinet but with the 
threat of general elections decided by the President of the 
Republic. In principle, receipts are voted first, and not 
allocated to specific expenditures. In practice though, an 
increasing amount of new receipts are explicitly allocated 
to financing specific expenditures. Annex budgets are 
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discussed after the general budget; then the whole document 
is adopted by vote. It includes a forecast of the annual 
deficit. Government then announces a programme for 
issues of public debt over the entire fiscal year. 

In practice, government has considerable leeway in terms of 
expenditure allocation once the budget has been adopted and 
can make all sorts of changes in the timing and amounts, 
which are adopted by Parliament in the various lois de 
finance rectificatives. Such laws are necessary in the course 
of the fiscal year when government wants to change tax rates, 
create new taxes or privatize public enterprises. 

Most of the debt is vis-à-vis banks, with the Crédit local de 
France, a recently privatized and specialized bank, holding 
about half of the local government debt. Interest subsidization 
by central government has been abolished in the 1980s 
and special conditions credit is available only to finance 
low-income housing. Credit conditions and access to the 
local government credit market have been liberalized in the 
1980s. Local governments are authorized to issue bonds on 
domestic and international capital markets but only a handful 
of large local entities have so far done so. 

Local accounting rules were recently tightened as it became 
clear that several local authorities had set up non
governmental entities to carry out some of their functions and 
extended their guarantee to the debt issued by these entities. 

5.2. Social budgets 

Social insurance funds are managed, under the theoretical 
constraint of annual budget balance, by elected representa
tives of employers and employees (mostly the unions). They 
decide on the rates, given the forecasted evolutions of 
outlays. Many of the parameters determining the latter 
— eligibility rules, indexation procedures, etc. — are, how
ever, dictated by Parliament and central government, so that 
rate increases are, to a large extent, imposed by central 
government. More generally, the latter exerts pressures on 
the negotiations of the social partners who manage the 
various social insurance funds. Central government has 
become all the more influential as it became more involved 
in financing and is increasingly in a position to offer quid 
pro quos deals. 

5.3. Local government 

Fees are charged in a limited number of domains, though 
many of the so-called local taxes — for rubbish collection, 
for infrastructure equipment related to business firms, etc. — 
are not far from being such. 

6. Prospects for reducing public deficits 

As already emphasized, the 1992-93 recession produced a 
marked deterioration in governments' budget balances in 
France as in all other Member States: the net borrowing 
requirement of the French public sector has overshot the 
3%-of-GDP criterion by as much as 3 points and the ratio of 
gross public debt to GDP is now dangerously close to the 
60% limit. Even in the absence of these EMU public finance 
criteria, current levels of deficit and debt would hardly be 
sustainable. It is therefore appropriate to reflect on the room 
for manoeuvre for budget consolidation and on the concrete 
steps that could be taken in order to reduce public deficits in 
the coming two to three years. 

Since the adoption by Parliament ofthe 1982-83 decentraliza
tion laws, local governments have been in charge of a 
wide range of government functions and have enjoyed 
considerable freedom with regard to their spending and 
taxing levels. Local governments agree the rates and the 
budget in December or January after they know the amounts 
of the various transfers to be received from central govern
ment. The budget is agreed in equilibrium, current receipts 
having to balance current expenditures, including interest 
payments on debt, while capital formation and debt repay
ment are grouped in the capital expenditure section, with 
new debt counted as a resource. There is no a priori control 
by central government; but regional auditing courts control 
budget execution ex post. Some constraints remain on tax 
rate changes. 

The evolution of public expenditure and receipts is influenced 
by a number of 'exogenous' factors, i.e. factors that are not 
under the direct control of budget authorities, such as 
macroeconomic developments and demographics for in
stance. But in addition, they depend on discretionary 
measures being taken either on the expenditure side or on the 
revenue side of the budgets of the various governmental 
entities. The likelihood of such steps being taken in the near 
future is itself highly dependent on political opportunities 
and choices. Hence, evaluating the prospects for budget 
consolidation involves a fair amount of uncertainty and 
judgment. 

Concerning the central government budget, a law was 
adopted by Parliament in January 1994 that enshrines the 
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will of the government currently in power to reduce 
progressively the budget deficit back to 2,5% of GDP in 
1996 essentially by assuming a genuine economic recovery 
and lower interest rates as well as some cuts in expenditure, 
mostly on general public services. But this law is not really 
binding and its contents are relatively vague, except in so 
far as personnel reductions are concerned. Moreover, there 
will be a presidential election in the spring of 1995 so not 
much will be undertaken before that date which might be 
unpopular and there is a lot of uncertainty on the policy 
options of the government that will take office after 
the election. 

These uncertainties notwithstanding, one may formulate 
'informed guesses' about the ways in which budget consoli
dation might be undertaken over the next two or three years. 

Given the current structure of expenditure and outlays, their 
recent evolutions and the political 'consensus' that seems to 
prevail on a number of options, the most likely evolutions 
are summarized in Tables 11 and 12. 

In so far as current budget imbalances are clearly unstainable 
in a medium-term perspective, it must be assumed that the 
baseline scenario is one in which some measures will be taken 
to consolidate budgets. Moreover, current macroeconomic 
evolutions — most notably the recovery of economic activity 
and interest-rate decline — make for some 'autonomous' 
reduction in deficits. The 'pluses' (deficit reduction) and 
'minuses' (deficit increment) shown in the tables are meant 
to indicate likelihood of additional changes in the general 
government deficit resulting from the specific category of 
revenues or expenditures considered, either because of 
'exogenous' factors or because of likely policy measures. 

Table 11 

Contribution to budget consolidation of functional expenditure categories in France1 

Total4 

1. General public services 

2. Defence 

3. Public order and safety 

4. Education 

5. Health 

6. Social security and welfare 

7. Housing and community amenities 

8. Recreational, cultural and 
religious affairs 

9. Economic services 

10. Other functions 

Wages 
employment 

Employment 
capital 
formation 

Pensions 

Employment 

Demographics, 
health costs 

Demographics 

+ (3,8) 

+ (3,1) 

(1,0) 

- ( 5 4 ) 

— (6,9) 

-(19,7) 

(34) 

Transport 
infrastructure 

(1,0) 

-(3,1) 
(3,0) 

1 Budget consolidation resulting from discretionary measures is printed in italique. 
2 A plus (+) indicates a possibility of reducing the deficit (less expenditure) resulting from relevant automatic (exogenous) variations and/or discretionary measures. The single or double plus 

signs indicates the relative (unweighted) magnitude of deficit reduction on this account. 
3 A minus (-) indicates a likelihood of higher deficit (more expenditure) resulting from relevant automatic (exogenous) variations and/or discretionary mcaurcs. The single or double minus 

indicates the relative (unweighted) magnitude of deficit reduction on this account. 
4 The share of the various spending categories as a percentage of GDP (1989) is shown in parentheses. 
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Table 12 
Contribution to budget consolidation of revenue categories in France1 

1. Taxes on portfolio income of indi- Exemptions, 
viduals rates 

2. Taxes on corporate profits Base 
3. Taxes on goods & services 

3.1 VAT 
3.2 Excise duties Rates 
3.3 Other taxes 

4. Taxes on use of labour 
4.1 Social security contributions, 

employees Rates 
4.2 Social security contributions, 

employers 
4.3 Social security contributions, 

self-employed 
4.4 Other taxes 

5. Taxes on income of individuals Rates 
5.1 CSG Rate 

6. Taxes on property Base 
7. Miscellaneous taxes 
8. Non-tax revenues Privatization 

-(2,0) 

(7,9) 
+ + (3,7) 

(0,4) 

+ (5,7) 

(12,0) 

(0,8) 
-(6,0) 
+ + 

-(24) 
(24) 

+ (2,8) 

Budget consolidation resulting from discretionary measures is printed in italique. 
A plus (+) indicates a possibility of reducing the deficit (higher revenues) resulting from relevant automatic (exogenous) variations and/or discretionary policy changes. The single and double 
plus signs are used to indicate the (unweighted) relative magnitude of deficit reduction on this account. 
A minus (-) indicates a likelihood of higher deficit (lower revenues) resulting from relevant automatic (exogenous) variations and/or discretionary policy changes. The single and double 
minus signs are used to indicate the (unweighted) relative magnitude of deficit increase on this account 
The share of the various revenue categories as a percentage of GDP (1991) is shown in parentheses. 

6.1. Interest rates, real growth and inflation 

Given the current high level of accumulated public debt, any 
macroeconomic evolution that influences interest payments 
has a significant effect on total outlays. Thus the current 
decline in interest rates, though slowly percolating into actual 
interest payments, will eventually be a major factor of budget 
consolidation, especially for central government. 

enues, though to a slightly lesser extent as income tax 
brackets are indexed; the whole tax structure is, nevertheless, 
strongly 'nominalist'. Of course, real GDP growth would 
end up reducing a number of expenditures — unemployment 
allowances, income support, employment policies— even 
though it might also lead to pay rises in the public sector, as 
observed between 1988 and 1991. 

As is well known, the path of the gross debt to GDP ratio is 
determined by the primary surplus and the difference between 
the nominal effective interest rate and the nominal GDP 
growth rate. Hence, any reduction in this gap will help 
stablize the debt ratio. 

In addition to these arithmetica effects on ratios, GDP growth 
boosts tax revenues as most elasticities appear to be higher 
than unity. Inflation would also theoretically increase rev-

6.2. Demographic factors 

Two factors linked with demographics are currently exerting 
a strong upward pressure on government expenditure: edu
cation and social expenditures for health and old-age pen
sions. As emphasized earlier, in spite of the decline in youth 
dependency ratios, the number of persons in higher education 
has been steadily rising and is likely to stay high over this 
decade at least. Hence, the current high level of spending 
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will have to be maintained for a few years and even somewhat 
increased — hence the 'minus' on item 4 in Table 11 — 
although it may be possible to stabilize it in the longer run. 

With regard to old-age pensions, the solutions cannot be 
implemented in the short run except for the slow-working 
and relatively unfair decrease in indexation. The government 
has, over the past two years, taken a number of measures 
tending to foster private capitalization by granting tax 
privileges which has had the immediate effect of cutting 
receipts. In August 1993, a rather severe reform plan was 
announced that will be implemented in 2005: lengthening 
the contribution period, from 37,5 to 40 years, for eligibility 
to full pension rights; pension calculated on the basis of the 
best 25 years of pay, instead of 10. All this amounts to 
increasing the legal retirement age and cutting pension 
rights for a majority of future pensioners (Cornilleau and 
Sterdyniak, 1994). But the demographics are such that the 
expenditure burden will go on increasing over the next 
few years — hence the 'minus' sign in the last column 
of Table 12. 

For similar demographic reasons and because health-cost 
inflation is not being seriously tamed, health expenditure is 
likely to increase quickly in the years to come, accounting 
for the 'double minus' on item 5 in Table 11. 

6.3. Scope to reduce expenditure 

Most governments over the 1980s — and the one currently 
in office is no exception — have stated their desire to contain 
the growth of public expenditure, fiscal deficits and public 
debt. But except for short periods and on a limited number 
of domains, this has proved a particularly uneasy task, as 
short- and medium-term inertia of spending trends appears 
especially high. Nevertheless, significant reductions or slow
downs have been achieved in some fields of public inter
vention; but from this point of view, an acceleration in real 
economic growth appears to be a mixed blessing in that it 
loosens the constraints and pressure on spending. 

This is especially true for public sector wage and employment 
policy where significant savings have been achieved in 
periods of high unemployment and tight fiscal policy. 
Keeping compensation increases under control so that there 
is little or no progress of purchasing power and public sector 
relative compensation declines may not be possible for ever. 
Private-sector wages are currently stable or declining slightly 
in real terms so that the same rule may prevail in the public 
sector. But special increases for specific categories of 
personnel can hardly be avoided and reducing total public 
employment has proven impossible so far, in a context of 

high unemployment and growing needs in personnel in some 
public-sector departments (education, social services, public 
order, etc.). Nevertheless, some savings in personnel may be 
achieved. But the public-sector total wage bill is likely to go 
on increasing as pensions are unfunded and their burden rises 
with personnel reduction. 

The same applies to defence spending, where significant cuts 
have been made over the past four years (see above). The 
need for better pay and the rising burden of pensions tend to 
offset any savings made on the number of people employed. 
Moreover, the decline of capital formation in defence can 
probably not be pursued for long, as it would jeopardize 
French arms industry and could only be accomplished by 
questioning the role of France in its own defence, in Europe 
and in the world. Barring significant progress in the creation 
of truly European defence system, which might entail 
substantial economies of scale, scope, etc., France will have 
to maintain a level of defence spending fairly close to the 
current one. Indeed, the loi de programmation militaire 
presented at the Council of Ministers on April 20 1994, and 
covering the next five years, prescribes a 0,5% annual growth 
of capital formation in the military in 1994 and 1995, then 
1,5% per annum, meaning that, as indicated in Table 11 by 
the 'plus' sign, military capital formation expenditure will 
grow less than GDP. 

Public spending on education has been increasing over the 
past few years and the room for reductions in this item is 
almost nil. Indeed, given the current features of the system 
and the foreseeable increase in the number of students in 
higher education, employment and probably also capital 
formation — mostly financed by local governments — will 
have to go on rising in this sector, making for the 'minus' 
sign in Table 11. 

In the fields of social insurance, fairly large cuts in benefits 
have already taken place or have been announced for the 
future. Given current imbalances and trends, this type of 
policy might well be pursued for a while in the field of health 
insurance, leading to small, ephemeral savings, but usually 
at the cost of less equity and increased burden on income-
maintenance systems for those who cannot afford comp
lementary private insurances. But the demographics and 
cost-inflation trends are such that increased public expendi
ture on health is likely to prevail in the near future. 

As mentioned earlier, the reform of public pensions adopted 
in August 1993 and enacted as of January 1994 will yield 
some savings in the long run but relatively little in the 
short-to-medium run and demographic evolutions are such 
that the overall effect in the coming two to three years will 
likely be in the direction of increased spending — hence the 
'minus' sign in the last column of Table 11. 
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With regard to health and old-age pensions, the choice is 
essentially political and involves notions of fairness and 
solidarity. Governments have been reluctant to question the 
universality principle that is at the roots of these systems. So 
far, they have tended to rely on uniform benefit reductions 
and, in the field of health expenditure, on trying to master 
cost inflation. The latter has not been very effective to date 
but some progress may be possible, as examplified in some 
neighbouring countries. 

In this field as well as in others such as public education, 
the introduction of some form of means-testing, though 
politically and technically difficult, might be a way of 
achieving substantial savings while preserving the essential 
redistributive elements of the social insurance system. 

As a significant reduction in the number of unemployed 
appears very unlikely in the near future, the upward pressure 
on expenditure for unemployment compensation, employ
ment and labour-market policies, income-support, and also 
education and training will persist. 

More economical interventions of local governments might 
also be possible especially if the complex multi-layer admin
istrative structure could be somewhat simplified, which has 
proven almost impossible so far. But demands on local 
governments have been growing strongly over the past 
decade and are likely to do so in the near future; and 
capital formation, an essential share of local government 
expenditures, can probably not be much reduced. However, 
a more transparent system for financing local governments 
would make them more accountable and more responsive to 
actual demands of their taxpayers and voters. 

6.4. Scope to increase revenue 

Local government tax rates have been raised over the past 
few years and may be again in the near future. In parallel, 
central government is currently trying to reduce its grants to 
local governments. But, barring a genuine reform of local 
government taxes such as the introduction of local income 
tax as already proposed by Parliament, higher taxes are likely 
to bear, at least in part, on private enterprises which would 
impair their competitiveness and might strengthen incentives 
to locate elsewhere. Currently-discussed proposals to reform 
local business taxation might alter the outlook but any 
reduction of the burden bearing on firms would have to be 
compensated by higher local taxes on households. 

Taxes on households' portfolio incomes are currently at very 
low levels with probably significant tax evasion but although 
some tax privileges have recently been removed, others are 

constantly being created in order to encourage specific forms 
of savings — for retirement, investment in shares, etc. — so 
that some but insignificant, increases of revenue from this 
source are to be expected in the near future. Major changes 
in tax legislation are even less likely for the corporate income 
tax in the near future, due, among other things, to foreign tax 
competition. As the recession has produced a significant 
reduction in the base — translated with a lag into public 
revenues — the short-run evolution of this item is likely to 
be negative (Table 12). A similar reasoning applies to taxes 
on property (item 6 in Table 12), due to the sharp decline in 
real asset prices. 

Also for reasons of possible tax competition, VAT will 
probably not be increased, although this possibility was 
seriously contemplated in May 1993 and some neighbouring 
countries have recently resorted to such a measure. On the 
contrary, excise duties may be further raised on a number of 
products, as they have been in recent years, partly as a means 
of financing social insurance funds. The yield of such hikes 
is, however, relatively limited except on oil products which 
may be bear higher taxes if environment protection rises in 
the hierarchy of policy priorities. With oil prices still low, 
this may materialize — hence the 'double plus' indicated in 
Table 12 on this item. 

Although the stated aim of central government is to stop the 
rise in social contributions bearing on the cost of labour, the 
employees' rates have continued to rise and may well do so 
in the near future as higher expenditure will have to be 
financed. However, the trend seems to be to increase the 
share of social insurance expenditure financed by tax receipts. 

The most important of such taxes is the CSG, a tax on income 
from all sources introduced in 1991 and increased in 1993 
and earmarked to finance social insurance funds. Further 
increases of its rate are likely in the future as it is also 
regarded as a way of progressively introducing a proportional 
income tax levied at source on all — actually most, including 
pensions and benefits — incomes, thus enlarging the income 
tax base. With regard to the personal income tax, directly 
widening the base would imply questioning current exemp
tion levels which is politically difficult —except if govern
ment were willing to tax imputed rents. Receipts are more 
likely to decrease as the steep progressiveness of the rate 
structure is reduced. Finally, non-tax receipts may be raised 
somewhat. This is currently the case with privatization but 
the stock of potentially privatized public enterprises is 
limited. Moreover, privatization of profitable firms reduces 
non-tax current receipts. And while it may be used to reduce 
gross debt, which is not currently the case, it does not affect 
net debt. Users' fees and charges might probably be resorted 
to — or somewhat increased — in some specific fields of 
central government (i.e. education, public TV) or local 
government interventions. But, in order to preserve equity 
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and universal access principles, this would have to be 
partially compensated by increases in other expenditure or 
means-tested transfers. 

Thus, barring major reforms in the tax structure and/or in 
the expenditure priorities, both being relatively unlikely 

over the next two years because of the electoral context, 
budget consolidation will have to rely on a collection of 
small measures. Given the current macroeconomic outlook, 
they might suffice to restore fiscal policy on a sustainable 
course but any unfavourable turn in macroeconomic 
conditions would again translate into serious imbalances. 

Table 13 

Major revenue-increasing measures in France, 1980-93 

Taxes on Taxes on 
portfolio income corporate profits 

of individuals 

Excise Social security Social security Taxes on Taxes on Non-tax 
duties contributions contributions income of property revenues 

employees employers individuals 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

1993 

Decreased 
exemptions 

Decreased 
exemptions 

Normal rate 

Oil products 

Various 

Various 

Top rates 

Compulsory 
borrowing 

IGF 

Privatizations 

ISF 

Tobacco 

Tobacco, 
alcohol 

Tobacco 
alcohol, 
petrol 

Various 

Various 

CSG 

CSG Privatizations 
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Table 14 

Major expenditure cuts in France, 1980-93 

General 
public 

services 

Defence Public order 
and safety 

Education Health Social security 
and welfare 

Housing and 
community 
amenities 

Recreational, 
cultural and 

religious affairs 

Economic 
services 

Other 
functions 

1980 
1981 
1982 
1983 

1984 Wage restraint 

1985 Wage restraint 

1986 Wage restraint 

1987 Wage restraint 

1988 Wage restraint 

1989 Cuts in 
personnel and 

investment 

1990 

1991 

1992 Wage restraint 

1993 Wage restraint Personnel 

Various cuts 

Various cuts 

CPI index, 
pensions 
restric
tions on 

unemployment 
benefits 

Cuts in 
interest 

subsidies 

Cuts in 
subsidies 

Various cuts 

Various cuts Announced 
plan to reduce 

pensions 
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Fiscal developments in Italy 

1. Introduction 

This paper aims at an assessment of fiscal developments in 
Italy beginning with a recent history of Italian public 
finances. First it provides a short description of the general 
macroeconomic context (1970 to 1990) and of the main 
economic policy actions (1980 to 1990). 

This is followed by a detailed analysis of the relevant 
trends in both spending and revenue-collecting by general 
government; it seems useful to highlight the path Italian 
public finances followed in recent years towards a very high 
debt/GDP ratio (now around 1.2). 

It has often been pointed out that some blame for the poor 
performance of Italian public finances can be placed on the 
inaccurate budget process; thus, a part of the paper is devoted 
to a detailed description of present budget procedure which 
stems from a number of recent major reforms. This procedure 
now requires a more binding behaviour both by Parliament 
and the Government and seems capable of preventing the lax 
pattern in the financing of public expenditure prevailing in 
the past. 

Following the approach suggested by de Haan, Sterks and de 
Kam (1992), in the last part of the paper an attempt is made 
at assessing the possibility of reducing public deficits, within 
a two to three year time horizon, according to our judgment 
of ongoing developments. The results are expressed essen
tially in qualitative terms (assigning pluses and minuses to 
different categories of expenditure and revenue). 

2. A sketch of Italian economic trends 
from 1970 to 1990 

Over the past 20 years the Italian economy has experienced 
peculiar developments compared to many European 
countries. After the supply shock of the early 1970s, a 
mixture of supply-side measures, inflation and exchange-rate 
depreciations gave rise to a boom in profitability and 
investments: as a result, there was a rather marked output 
recovery which was stronger than in other industrial 
countries. In the 1980s, joining the European Monetary 
System (EMS) in a context of high inflation and decreasing 
competitiveness reinforced the need for adjustment policies. 
They took two main forms: industrial restructuring and 
disinflation. In contrast to the other rich countries which 
underwent similar adjustment,1 the costs of such policies in 
terms of foregone output and employment were not too high: 

1 See Giavazzi and Spaventa (1989). 

during the 1980s, Italy's growth performance deteriorated 
but was not worse than other EC countries. Nevertheless, 
while inflation was curbed, policy-makers failed to prevent 
the worsening of two important structural imbalances: public 
debt and external debt. After the lira devaluation and the 
radical change of the fiscal policy stance in 1992-93, these 
still represent crucial constraints; but the probability of 
setting the economy, in the near future, on a path of sound 
growth now seems to have increased significantly. 

During the second half of 1970s annual GDP growth was, on 
average, well above that of the main European partners and 
of the Economic Community (EC) as a whole (Italy 4,8%, 
France 3,2%, Germany 3,4%, EUR 12 3,1%). In the 1980s, 
GDP grew annually at around 2% on average, approximately 
as much as in the EC as a whole. The slowdown of the early 
1990s and the present recession appear to be almost of the 
same strength in Italy as the average of the EC. 

Since 1980, inflation came down from 20,5 to 5 to 6% at the 
end of the decade; in 1993 a renewed disinflation process 
was at work and during the first months of the year, inflation 
touched 4% on an annual basis, the lowest level since 1969. 
A decisive role has been played by the new outlook of 
income policies. Another important contribution to further 
inflation reduction is coming from the pricing behaviour of 
the service sector. In contrast to a few years ago, and actually 
for opposite reasons, prices in this sector are quickly 
decelerating: while the lira devaluation has given additional 
room for industrial exporters to increase their lira-
denominated prices, the service sector, sheltered from inter
national competition, bears the costs of the severe domestic 
demand contraction. 

Over the 1980s, the unemployment rate increased constantly 
and reached its peak level in 1988 (around 12%); afterwards 
it slowly declined. In 1993, a new statistical definition of 
unemployment was adopted, more consistent with the EC 
labour statistics. According to this new definition, at the 
beginning of 1993 the rate of unemployment was 9,5% 
(11,5% in 1992 according to the old definition), slightly 
below the EC average. The dynamics of the unemployment 
rate during the 1980s has been affected by the significant 
increase of the participation rate to the labour market, due to 
the increase of women's participation rate (from 40,3% in 
1983 to 46,3% in 1992), while men's participation rate 
declined to 79,2% in 1992 from 80,7% in 1983. 

In the early 1980s, the loss of competitiveness generated a 
sizeable impact on the balance of payments: during the first 
three years of the decade the current account deficit was 
stable at around 2% of GDP; from 1983 to 1985, current 
account balance improved significantly, reaching a surplus 
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of 0,5 % of GDP. Since 1985, the external deficit worsened 
gradually, reaching again 2,2% of GDP in 1992. 

Over the last 20 years, general government net borrowing 
requirement has continuously increased fuelling a huge 
public debt which, since 1991, has been greater than GDP on 
a yearly basis. During the 1970s current receipts represented 
30% of GDP in Italy, much less than the EC average (40%). 
In the 1980s, this gap was reduced to 4,5 percentage points 
and during the early 1990s, it reversed its sign. Nevertheless, 
the sharp increase of tax/GDP ratio did not suffice to reduce 

the public-sector government borrowing requirement which, 
on the contrary, grew heavily both in absolute and in relative 
terms. Beginning from the early 1970s, public expenditure 
increased at an exceptional pace. As a ratio to GDP, they 
represented 33% in 1970, 49% in the 1980s, and 56% in 
1993. Of course, as outstanding debt increased, interest 
payments became an increasingly important expenditure 
item; but it is worth noting, as we shall explain later on, that 
some of the main causes of the increase of public deficit lie 
with the budget imbalance that occurred at the beginning 
of 1970s. 

Table 1 

Main economic indicators, 1980-93 

1980 

GDP growth 4,1 
Unemployment 7,7 
Inflation 20,4 
Interest rate 16,1 
Nominal unit labour costs (1980=100) 100,0 
Current account (percent GDP) -2,2 
Dependency ratio 49,5 
Participation rate, men — 
Participation rate, women — 

1981 

0,6 
8,5 

18,0 
20,6 
98,7 
-2,2 
49,1 

— 
— 

1982 

0,2 
9,2 

17,1 
20,9 
99,8 
-1,4 
47,8 

— 
— 

1983 

1,0 
10,0 
14,9 
18,0 

107,0 
0,4 

46,6 
80,7 
40,3 

1984 

2,7 
10,1 
12,0 
15,0 

106,8 
-0,6 
44,6 

— 
— 

1985 

2,5 
10,2 
9,0 

14,3 
106,1 
-0,8 
44,0 

— 
— 

1986 

2,9 
11,2 
6,3 

11,7 
112,1 

0,4 
43,6 

— 
— 

1987 

3,1 
12,1 
5,3 

11,3 
116,0 
-0,2 
43,8 

— 
— 

1988 

4,1 
12,2 
5,7 

12,1 
115,4 
-0,7 
42,5 

— 
— 

1989 

2,9 
12,1 
6,3 

12,9 
119,0 
-1,2 
43,5 

— 
— 

1990 

2,1 
11,1 
6,2 

13,3 
128,6 

-u 43,3 
78,9 
44,9 

1991 

1,3 
11,0 
6,8 

12,9 
129,9 
-1,8 
42,1 
79,4 
45,8 

1992 

0,9 
10,7 
5,4 

13,4 
127,3 
-2,1 
42,1 
79,2 
46,3 

1993' 

-0,6 
— 
4,2 

1U 
— 
0,6 
— 
— 
— 

1 CER estimates. 
Source: GDP growth, unemployment, inflation and current account are from OECD, Economic Outlook, No 53, June 1993, pp. 201, 211, 219, 221; interest rate and labour costs are from 
European Economy, No 54, 1993, Table 48, p. 242 and Table 34, p. 229; Bank of Italy; the dependency ratio is from OECD, Labour Force Statistics 1970-90, 1992, Table 2, pp. 20-21, ISTAT, 
Rilevazione delle forze lavoro e Statistische del lavoro; the participation rates is from OECD, Employment Outlook, July 1993, Table J, p. 192. 

3. General outline of economic policy 
in the 1980s and early 1990s 

The Italian economy entered the 1980s with high inflation, 
substantial external and public deficits, an institutional 
framework characterized by lack of flexibility (in the labour 
market, for instance) and widespread indexation (of wages to 
prices, of pensions to prices and wages, and so on). 

Between 1979 and 1980, inflation differentials with 
respect to the main European industrial partners widened 
significantly: relative to Germany they jumped from 12 to 
16 percentage points; relative to the EC average they 
almost doubled (from 5 to around 9%). The inflation gap 
started eroding industrial competitiveness which, unlike 
previous years, could not be regained through exchange-rate 
depreciation since the country, had just joined the 
European Monetary System. At the same time, industrial 
competitiveness could no longer rely on government 
support. Indeed, during the second half of 1970s the 

recovery of profitability was also due to a large amount of 
subsidies which aimed, basically, at reducing unit labour 
costs. This was done effectively through a substantial cut 
in social security contributions paid by employers. Subsidy 
expenditure was financed by a fiscal dividend mechanism 
in a context where trade unions did not worry about the 
high progressivity of the personal income tax (lacking any 
inflation adjustment provision), introduced with the 1974 
tax reform. In other words, a 'tax illusion' behaviour by 
unions allowed an income redistribution from wages to 
profits. But in the early 1980s, the structure of personal 
income taxation became much less progressive, deductions 
for employee income were increased and, more generally, 
fiscal dividend became a central issue of industrial 
relations. Thus, the removal of subsidies made disinflation 
a necessary condition for preserving and reinforcing the 
competitive position of Italian industry. 

The transition from a flexible to a quasi-fixed exchange-rate 
regime aimed basically at gaining reputation and credibility 
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as an inflation fighter.1 In order to convince price-setters that 
a change in policy regime was occurring and that their 
export performance could no longer rely upon depreciating 
exchange rates, the authorities pursued a tightening monetary 
policy and a sharp increase of interest rates. Short-term real 
interest rates, which in the second half of 1970s were almost 
persistently negative (-8,6 in 1975, -5,2% in 1980), turned 
positive in 1980 (2%) and increased subsequently. The lira 
appreciated substantially, especially from 1987 onwards 
when the frequent small realignments of the previous years 
came to an end. 

The change ofthe interest rates' outlook also corresponds to 
a deep turnaround in the management of monetary policy 
which, in the early 1980s, was underlined through the 
so-called 'divorce' between the Treasury and the Bank of 
Italy: according to the new arrangements the central bank 
was no longer obliged to finance the public deficit (buying 
government securities in public auctions). Moreover, as far 
as the management of monetary policy is concerned, the 
removal of the ceiling on bank lendings and of the so called 
vincolo di portafoglio (which obliged banks to keep a given 
amount of government bonds in their protfolios) marked a 
shift from a 'direct' to an 'indirect' control of monetary 
aggregates. It is worth noting, however, that the use of 
interest rates as monetary policy instruments often played, in 
Italy, a minor role in the control of domestic demand. In fact, 
a peculiarity of the Italian government debt is that it is almost 
entirely held domestically, mainly by households. This 
important feature makes 'insolvency' a minor risk but, on 
the other hand, it increases the fear of financial instability: a 
significant portion of the outstanding debt is covered by 
short-term securities and, over the 1980s, the average ma
turity of the debt shortened sharply. Given the large weight 
of households among government security holders, when 
interest rates go up, financial incomes of households grow 
significantly, giving rise to expansionary impulse on dom
estic demand. 

When disinflation began, there was a change in the monetary 
policy regime with a marked increase in interest rates but 
no significant change in fiscal policy. Declining inflation 
produced less revenue for the budget and a consequent 
worsening ofthe public-sector borrowing requirement which, 
measured as a ratio to GDP, has almost constantly increased. 
In spite of the several programmes which have been set up to 
reduce the public deficit, serious budget control has never 
been achieved. The main pitfall of almost all public finance 
recovery programmes is the fact that they have mainly, if 

not entirely, relied on revenue increases rather than on 
expenditure cuts. 

Even in the early 1990's, when public-debt stabilization 
became a major policy target, current expenditure net of 
interests increased at an extraordinarily high pace. Between 
1990 and 1992, they grew by nearly 100 000 billion lire 
(from 40,35% to 41,73% of GDP), more than twice the 
increase of interest payments themselves. Thus, even in the 
early 1990's the marked increase of tax/GDP ratio financed 
new current expenditure. Setting this issue in a long-term 
scenario, it is worth noting that high real interest rates in the 
first part of the 1980s have only worsened the public debt 
problem, they did not cause it. On the contrary, some roots 
of the huge debt can be traced back to the early 1970s when 
a sizeable discrepancy between current revenues and current 
expenses emerged. At that time, a number of social reforms 
were approved: the school-leaving age was raised, the 
health-care system was revised, social security allowances 
increased and, in many cases, were linked to prices and/or 
earnings. At the same time, only part of those expenditures 
were matched by new tax revenues. Thus, between 1970 and 
1973, the primary budget deficit increased from 4,3% to 
8,3% of GDP and the ratio of debt to GDP jumped from 33% 
to 50%. 

Between the second half of the 1980s and 1993, the stock of 
public debt, measured as a ratio to GDP, increased from 90% 
to 119,6%. This increase has been caused by new primary 
deficits and by a growing flow of interest payments. The 
difference between the average cost of the debt and the 
growth rate of the economy, which is responsible for a 
further worsening of the ratio, increased gradually due both 
to the high interest rates of the second half of 1980s and to 
the declining growth rate of the economy. As we can see in 
Graph 1, the gap between these two variables has increased 
since 1989 and is now still quite high. Thus, while the budget 
surplus sufficient to stabilize the debt/GDP ratio was less 
than one point of nominal GDP in 1989, the same 'stabilizing' 
surplus was around 7,8% of GDP in 1993 (Graph 2).2 3 

During the first part of 1992, on the wave of Maastricht 
Treaty approval, Italian economic policy underwent a dra
matic change. In order to meet (or to be not too distant from) 
the so-called 'convergence criteria', the fiscal policy stance 
became much more restrictive (the Amato Cabinet approved 
a severe fiscal manoeuvre accounting for around 6 percentage 

1 Indeed, joining the EMS changed expectations, although with some 
delay with respect to other European countries. See, on this issue, 
Giavazzi and Giovannini (1988). 

The figure updates the one contained in Spaventa (1991). 
Political instability should be also mentioned among the factors which 
explain the worsening of the public deficit. Indeed, it was a special kind 
of instability because it often stemmed from the political parties 
belonging to the so-called 'government coalition' rather than from the 
bad relationships between Government and opposition. 
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GRAPH 1: Public debt cost and nominal GDP growth 
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Source: CER 1993; for 199395 CER forecasts. 

86 87 88 89 90 

*c Debt cost ■ GDP growth 

GRAPH 2: Determinants of public debt growth as a percentage of GDP 
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Source: Spaventa 1991, for 199395 CER forecasts. 
1
 The 1992 data for the public debt include, for the first time, the entire sum of tax credits to be refunded, formerly entered only upon issue 

of the legal credit Instruments (LIT 67 thousand billion, 4,4% of GDP). 

224 



Fiscal developments in Italy 

GRAPH 3a: General government spending as a percentage of GDP 

Source: Table 3. 
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GRAPH 3b: General government spending as a percentage of GDP 
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Source: Table 3. 
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points of GDP). At the same time, lira devaluation, coupled 
with the abolition of the wage-indexation mechanism (the 
scala mobile), opened up good chances for a more successful 
stabilization process in three critical areas: inflation, external 
deficit and public debt. According to CER forecasts, between 
1993 and 1996 inflation should go down from 4,2% to 2,9%, 
the external deficit should turn into a surplus and the public 
debt should reach a steady ratio to GDP. 

During the 1980s and early 1990's, the well-known Italian 
regional imbalances worsened further. In spite ofthe sizeable 
financial transfers, both in the public form of public invest
ments and social security expenditure, the southern regions 
failed to enlarge their productive base: in 1982, value-added 
produced in the Mezzogiorno accounted for 24,7% ofthe total; 
in 1992 this share was 24,8%. In 1980, per capita consumption 
in the south represented 39% of per capita consumption in the 
north, while in 1992 this share rose to 52,7%. 

According to a recent Svimez (Associazione per lo Sviluppo 
dell'Industria nel Mezzogiorno) Report,1 through the 1970s 
and the 1980s net transfers to the south from the rest of the 
country through public budget averaged between one quarter 
and one third of the region's product. Over the past 20 years, 
the ratio between government expenditure and revenues has 
remained steadily around 1,5 in the south, as against 0,8 to 
0,9 in the rest of the country. Setting the economy-wide ratio 
of public spending to GDP equal to 100, the average ratio for 
the Mezzogiorno is 138.2 The weakness of the productive 

framework is the cause of a high unemployment: in southern 
regions aggregate unemployment rate reaches 20,4% (11% 
in 1980); but among women it reaches 31,6% (9,5% in 1980). 
In these regions hysteresis is a widespread phenomenon and 
it represents an element of exacerbation ofthe unemployment 
problem. Together with public investments and personal 
income transfers of several kinds, a large amount of subsidies 
have been provided to finance investment in the Mezzo
giorno: capital grants averaged 34% of total investment 
outlays from 1978 to 1989.3 Recognizing the need to avoid 
further failures of the economic policy towards southern 
regions, the Government has abolished institutions such as 
the Agenzia per il Mezzogiorno and is now trying to change 
drastically the nature of its intervention. According to the 
new 'philosophy', economic incentives will be much more 
selective, paying great attention to cost-benefit aspects and 
environmental-impact analysis. 

4. Detailed analysis of government spending 
Table 3 shows data on government spending in the 1980s 
and 1990s, based on OECD4 and ISTAT5 figures. For some 
other major items (such as total income from employment, 
other consumption, etc.), reference has also been made (at 
line 11*) to more recent data, published in Relazione 
Generale sulla Situazione Economica del Paese 1992 
(RGSEP-General report on the economie situation of the 
country 1992). The trend for these items is shown in Graph 3 
(using RGSEP data from 1989 to 1992). 

ι Svimez (1990), Svimez (1992). 
2 See Wolleb and Wolleb (1990). 

3 Svimez (1990). 
4 OECD (1992), National accounts 1978-1990. 
5 ISTAT (1993). 

Table 2 
General government budget indicators, 1980-93 

1984 1985 1987 1988 1989 1990 
(as a percentage of GDP) 

1991 1992 1993' 

Current receipts 
Total expenditures 
Net lending 
Gross public debt 

33,2 34,3 36,1 37,9 37,7 38,3 39,1 39,2 39,6 41,4 42,2 43,3 43,7 45,8 
41,7 45,8 47,4 48,6 49,4 50,9 50,8 50,2 50,3 51,3 53,2 53,6 53,2 54,9 
-8,5 -11,4 -11,3 -10,6 -11,6 -12,6 -11,6 -11,0 -10,7 -9,9 -10,9 -10,2 -95 -9,1 
57,7 59,9 64,9 70,0 75,2 82,3 86,3 90,5 92,6 95,6 97,8 101,4 113,1 116,0 

1 CER estimates. 
Source: European Economy, No 54, pp. 247,248,249,261; Relazione Generale sulla Situazione Economica del Paese, 1992, voi. I-, Audizione Antonio Fazio, Governatore della Banca d'Italia, 
presso le commissioni V di Camera e Senato riunite, Roma, 20 luglio 1993, G. Morcaldo 'La Finanza Pubblica in Italia*, 1993. 
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Table 3 
General government spending, 1980-92 

(as a percentage of GDP) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1991 1992 

I. Final consumption expenditure : 
Compensation of empoyees 

General public services 
Defence 
Public order and safety 
Education 
Health 
Social security and welfare 
Housing and community amenities 
Recreational, cultural and religious affairs 
Economic services 
Other functions 
Total compensation of employees 
Total compensation of employees 

1,60 
1,01 
1,17 
3,79 
2,08 
050 
0,24 
0,12 
0,51 
0,00 

11,02 

1,75 
1,09 
1,26 
4,21 
2,29 
0,50 
0,29 
0,15 
0,54 
0,03 

12,10 

1,68 
1,11 
1,22 
4,24 
2,24 
0,51 
0,28 
0,15 
0,54 
0,01 

11,98 

1,65 
1,16 
1,28 
4,19 
2,27 
0,51 
0,25 
0,15 
0,56 
0,01 

12,03 

1,64 
1,19 
1,34 
4,11 
2,17 
0,52 
0,24 
0,15 
0,55 
0,01 

11,91 

1,69 
1,19 
1,32 
4,04 
2,11 
0,52 
0,23 
0,14 
0,55 
0,01 

11,80 

1,87 
1,15 
1,31 
4,07 
2,06 
0,51 
0,22 
0,15 
0,54 
0,01 

11,69 

1,74 
1,16 
1,35 
4,07 
2,21 
0,52 
0,21 
0,15 
0,01 
0,01 

11,92 

1,80 
1,18 
1,38 
4,13 
2,22 
0,51 
0,21 
0,14 
0,52 
0,01 

12,10 

1,74 
1,21 
1,35 
4,09 
2,17 
0,50 
0,20 
0,14 
0,52 
0,01 

11,93 

1,89 
1,27 
1,48 
4,28 
2,33 
0,56 
0,21 
0,15 
0,54 
0,01 

12,72 
12,73 

1,94 
1,28 
1,46 
4,11 
2,45 
0,54 
0,21 
0,15 
0,58 
0,01 

12,70 
12,77 12,66 

Ibis. Other consumption 

General public services 
Defence 
Public order and safety 
Education 
Health 
Social security and welfare 
Housing and community amenities 
Recreational, cultural and religious affairs 
Economic services 
Other functions 
Total other consumption 
Total other consumption 

0,65 
0,65 
0,17 
0,45 
0,89 
0,15 
0,15 
0,07 
0,46 
0,04 
3,68 

0,65 
0,64 
0,16 
0,49 
0,95 
0,17 
0,20 
0,08 
0,49 
0,05 
3,88 

0,68 
0,65 
0,20 
0,53 
0,94 
0,19 
0,21 
0,09 
0,51 
0,06 
4,05 

0,76 
0,80 
0,21 
0,55 
0,92 
0,19 
0,27 
0,09 
0,50 
0,02 
4,32 

0,71 
0,79 
0,21 
0,56 
0,95 
0,19 
0,28 
0,09 
0,53 
0,03 
4,36 

0,81 
0,88 
0,23 
0,59 
0,96 
0,20 
0,30 
0,09 
0,55 
0,04 
4,64 

0,78 
0,82 
0,24 
0,55 
0,95 
0,20 
0,29 
0,08 
0,57 
0,05 
4,53 

0,86 
0,89 
0,25 
0,58 
1,01 
0,19 
0,28 
0,08 
0,57 
0,02 
4,74 

0,85 
0,91 
0,25 
0,57 
1,03 
0,20 
0,28 
0,10 
0,58 
0,04 
4,78 

0,88 
0,82 
0,24 
0,59 
1,08 
0,18 
0,28 
0,09 
0,53 
0,01 
4,71 

0,90 
0,65 
0,23 
0,62 
1,16 
0,19 
0,28 
0,09 
0,55 
0,02 
4,70 
4,67 

0,91 
0,61 
0,24 
0,65 
1,19 
0,23 
0,29 
0,09 
0,55 
0,02 
4,78 
4,74 4,80 

Π. Transfers and property income 

General public services 
Defence 
Public order and safety 
Education 
Health 
Social security and welfare 
Housing and community amenities 
Recreational, cultural and religious affairs 
Economic services 
Other functions 

0,86 
0,00 
0,03 
0,17 
2,22 

12,49 
0,12 
0,13 
3,33 
3,61 

0,78 
0,00 
0,03 
0,16 
1,93 

14,07 
0,15 
0,12 
3,24 
4,84 

0,78 
0,00 
0,03 
0,12 
2,15 

14,38 
0,13 
0,12 
3,49 
5,90 

0,72 
0,00 
0,03 
0,14 
2,22 

15,36 
0,13 
0,13 
3,32 
6,34 

0,67 
0,00 
0,03 
0,14 
2,08 

14,94 
0,15 
0,14 
3,44 
7,04 

1,00 
0,00 
0,03 
0,16 
2,21 

15,23 
0,17 
0,17 
3,19 
6,69 

1,13 
0,00 
0,03 
0,19 
2,10 

15,37 
0,19 
0,15 
3,44 
7,05 

1,01 
0,00 
0,03 
0,18 
2,33 

15,21 
0,16 
2,92 
6,74 
6,74 

1,07 
0,00 
0,03 
0,16 
2,49 

15,09 
0,15 
0,19 
2,64 
7,03 

1,32 
0,00 
0,02 
0,16 
2,46 

15,41 
0,13 
0,19 
2,68 
7,91 

1,06 
0,00 
0,02 
0,16 
2,58 

15,82 
0,12 
0,19 
2,40 
8,64 

1,28 — 
0,00 — 
0,02 — 
0,16 — 
2,62 — 

15,91 — 
0,11 — 
0,19 — 
2,50 — 
9,15 -
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Table 3 (Continued) 

1982 1983 1984 1992 

Interest payments government debt 
Total transfers and property income 
Total transfers and property income 
of which subsidies 

5,28 6,16 7,13 7,47 8,01 8,03 8,49 7,95 8,14 8,93 9,61 10,20 — 
22,95 25,32 27,10 28,39 28,63 28,84 29,65 28,80 28,85 30,27 30,98 31,93 — 

30,24 31,02 31,93 33,79 
2,66 2,67 3,10 2,90 3,09 2,82 3,08 2,65 2,43 2,50 2,24 2,37 — 

III. Capital expenditure : 

General public services 
Defence 
Public order and safety 
Education 
Health 
Social security and welfare 
Housing and community amenities 
Recreational, cultural and religious affairs 
Economic services 
Other functions 
Total capital expenditure 
Total capital expenditure1 

of capital formation: 

IV. Total outlays 

IV. Total outlays 

1 Data from RGSEP 1992. 

0,28 
0,01 
0,02 
0,37 
0,39 
0,05 
0,88 
0,12 
2,06 
0,12 
4,30 

3,17 

41,96 

0,32 
0,01 
0,02 
0,41 
0,16 
0,02 
0,88 
0,15 
2,14 
0,70 
4,80 

3,65 

46,10 

0,33 
0,01 
0,02 
0,39 
0,10 
0,02 
1,04 
0,17 
2,65 
0,38 
5,12 

3,73 

48,25 

0,34 
0,01 
0,03 
0,34 
0,12 
0,02 
1,05 
0,16 
2,71 
0,28 
5,06 

3,72 

49,81 

0,35" 
0,01 
0,04 
0,31 
0,13 
0,03 
0,99 
0,15 
2,63 
0,36 
5,00 

3,61 

49,89 

1,02 
0,01 
0,04 
0,29 
0,13 
0,04 
1,18 
0,13 
2,66 
0,41 
5,92 

3,74 

51,20 

0,44 
0,01 
0,04 
0,27 
0,16 
0,06 
0,91 
0,15 
2,63 
0,46 
5,12 

3,53 

50,99 

0,39 
0,01 
0,04 
0,27 
0,15 
0,06 
0,90 
0,14 
2,67 
0,40 
5,03 

3,50 

50,49 

Source: OECD, National accounts 1978-90, 1992, table 5, pp. 328-329; Conti delle Amministrazioni Pubbliche a della Protezione sociale; 
Situazioni Economica del Paese (RGSEP), 1992, vol. I, pp. 180-181. 

0,37 
0,01 
0,03 
0,28 
0,15 
0,05 
0,84 
0,15 
251 
0,41 
4,88 

3,36 

50,60 

50,60 

0,41 
0,01 
0,03 
0,29 
0,17 
0,06 
0,85 
0,17 
2,42 
0,44 
4,85 

3,43 

51,75 

51,68 

039 
0,01 
0,03 
0,27 
0,22 
0,06 
0,80 
0,17 
2,71 
0^6 
5,01 

3,35 

63,41 

53,42 

0,41 
0,01 
0,03 
0,27 
0,21 
0,05 
0,78 
0,15 
2,23 
0,36 
440 

331 

53,91 

53,94 

— 
— 
— 
— 
— 
— 
— 
— 
— 
— 
— 

4^3 
— 

— 

55,48 

n. 13, 1993, pp. 75-97; Relazione Gener ale sulla 

Overall spending increased by more than 13 GDP points 
over the period. The main part of the spending increase was 
the trend (Graph 3) in total transfers and property income, 
which increased by more than 10 GDP points, especially 
interest (approximately + 5 points) and social security expen
diture (approximately + 3 points). The growth in income 
from employment and other consumptions was lower while 
capital expenditures increased until 1986 and tapered off 
thereafter. 

We begin our analysis of the main components of spending 
with social security expenditures. It already been seen that 
social security transfers rose as a share of GDP from a bare 
12,5% in 1980 to 15,9% in 1991. Table 4, based on EC data 
updated by RGSEP1 figures, illustrates the distribution of 
social security spending (see also Graph 4). The overall 
increase of more than 6 GDP points is the result, above all, 
of the growth in social (+ 5 points) and health (+ 1,4 points) 
spending, as other expenditures remained constant or dropped 
during the period. 

Before taking a closer look at single spending items, it 
should be pointed out that in 1992, State and other central 
government bodies accounted for 76,6% of general govern
ment expenditures (RGSEP 1992). 
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Table 4 
Detailed analysis of social security expenditure, 1980-92 

(as a percentage of GDP) 

1. Health 
Sickness 
Invalidity, disability 
Occupational accidents and diseases 

2. Pension schemes 
Old-age 
Survivots' 

3. Maternity and family 
Maternity 
Family 

4. Unemployment 
Placement, vocational guidance, resettlement 
Unemployment 

5. Housing and miscellaneous 
Housing 
Miscellaneous 

6. Total 

1980 

6,30 
4,44 
1,41 
0,45 

9,94 
8,26 
1,68 

1,36 
0,12 
1,24 

0,42 
0,01 
0,41 

0,02 
0,00 
0,02 

18,04 

1981 

6,64 
4,73 
1,41 
0,50 

10,96 
9,02 
1,94 

1,68 
0,16 
1,52 

0,59 
0,02 
0,58 

0,02 
0,00 
0,02 

19,89 

1982 

6,73 
4,93 
1,36 
0,44 

11,46 
9,41 
2,05 

1,47 
0,16 
1,31 

0,71 
0,02 
0,69 

0,03 
0,00 
0,03 

20,40 

Source: HO. Social protection expenditure and receipts, 1980-89,1991; Relazione general 

1983 

6,95 
5,02 
1,44 
0,49 

12,44 
10,26 
2,18 

1,42 
0,16 
1,25 

0,76 
0,02 
0,74 

0,04 
0,00 
0,03 

21,60 

1984 

6,68 
4,72 
1,39 
0,56 

12,07 
9,93 
2,14 

1,33 
0,13 
1,19 

0,76 
0,02 
0,74 

0,03 
0,00 
0,03 

20,87 

1985 

6,82 
4,78 
1,48 
0,56 

12,61 
10,27 
2,24 

1,23 
0,14 
1,09 

0,72 
0,02 
0,70 

0,04 
0,01 
0,03 

21,32 

1986 

6,71 
4,65 
1,53 
0,53 

12,72 
10,47 
2,25 

1,10 
0,13 
0,96 

0,64 
0,01 
0,63 

0,05 
0,02 
0,03 

21,23 

1987 

7,17 
5,07 
1,56 
0,64 

12,91 
10,58 
2,34 

1,04 
0,13 
0,92 

033 
0,02 
0,51 

0,04 
0,02 
0,02 

21,68 

1988 

7,25 
5,17 
135 
034 

12,95 
10,64 
2,31 

1,04 
0,10 
0,94 

0,44 
0,02 
0,43 

0,01 
0,01 
0,00 

21,70 

e sulla situazione economica del pease. Vol. I, pp. 200-207. 

1989 

7,25 
5,11 
1,61 
O33 

13,15 
10,80 
235 

1,16 
0,10 
1,06 

0,38 
0,02 
0,36 

0,01 
0,01 
0,00 

21,95 

1990 

7,69 
536 
1,61 
O32 

13,63 
11,19 
2,44 

1,12 
0,10 
1,02 

0,39 
0,02 
O37 

0,01 
0,00 
0,00 

22,85 

1991 

7,79 
5,71 
134 
O33 

14,12 
11,62 
230 

0,99 
0,12 
0,87 

0,41 
0,02 
039 

0,01 
0,00 
0,00 

23,31 

1992 

7,67 
5,57 
136 
035 

15,25 
12,68 
2,67 

0,95 
0,11 
0,84 

0,42 
0,02 
0,41 

0,01 
0,00 
0,00 

24,30 

In 1992, expenditure for pensions accounted for more than 
15% of GDP and 63% of total social security spending. 
Social security contributions covered a progressively smaller 
portion of this spending (from 87,25% in 1975 to 70% in 
1990), which was, instead, increasingly financed out of the 
State budget (from 9,5% in 1975 to 26,3% in 1990)1. The 
structural causes for this imbalance were the mixing of social 
security and welfare services, and the gradual vanishing of 
the benefit criterion. Other factors included the system of 
indexing (applied prices and wages until 1992) and the way 
in which pensions were settled; increases in welfare pensions 
and minimum pensions; the high number of disability 
pensions; permissive regulations on retirement age; the 
system's lack of transparency and privileges to some sectors 
(in particular, public-sector employees enjoyed better con
ditions of retirement than private-sector workers), thereby 
triggering a 'pension spiral'; and court decisions aimed 
at extending those privileges to other people in similar 
conditions.2 Moreover, an important factor was the wide
spread phenomenon of evasion of social security payments, 

CER Report (1992a). 
A thorough account of the causes which forced the growth of Italian 
social security expenditure can be found in Franco (1993). 

especially among self-employed. This evasion was fostered 
by the fact that pensions were settled on the basis of the 
average remuneration received in the last five working years, 
as opposed to the average of the 10 best-paid years in France 
and an average of the entire career in Germany. 

Not only was the amount of pension spending high, its 
growth was also high: in 1992, total spending increased by 
more than 14% with respect to 1991. Medium to long-term 
prospects also caused concern: simulations carried out in 
19923 predicted that the imbalance would only get worse. To 
contend with this situation, the 1993 Finance Law took 
measures aimed at checking these social security imbalances. 
Some of these measures (freezing indexing and old-age 
pensions in 1993) have had a short-term effect, while others 
(such as the rise in retirement age, the increase in the 
minimum work years — from 15 to 20 — necessary for 
retirement, and the extension of the period of reference for 
the settling of the pension, will be felt in the long run. As 
substantial as these measures may be, further efforts are 
needed to achieve rebalancing, even in the long run.4 

CER Report (1992 a). 
CER Report (1992 c). 
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The amount of Italian health spending does not outweigh 
remarkably that of other developed countries: as a ratio to 
GDP, health spending accounted for 7,7% in 1992 (5,6% 
if expenditures for invalidity, accidents and occupational 
diseases are excluded). As a whole, health spending, accord
ing to a narrow definition (item la in Table 4), remained 
rather stable throughout the first half of the 1980s and only 
started to increase in 1986. This trend continued — with an 
increase of over one GDP point — until 1991, when it 
stopped. There is a widespread perception in Italy that 
expenditure levels are not justified by the quality of the 
services supplied and that services are managed very inef
ficiently. In fact, the Italian health system is marked by 
extremes: pockets of great efficiency are flanked by services 
and facilities which are absolutely unacceptable. Moreover, 
there are serious problems of waste (for example, the 
introduction of automatic checks on prescriptions comes 
up against strong opposition), abuse (for example, in the 
attribution of exemptions from partial or full payment 
of medicines and services) and fraud (for example, the 
reimbursement of pharmaceutical expenses to pharmacies). 
In some cases these have even been favoured by the collusive 
behaviour of civil servants, as recently revealed by the 
investigations of the magistrature into the fixing of prices 
for pharmaceutical products. Hospitalization is also quite 
expensive, partly as a result of the fact that the slowness of 
preliminary diagnostic testing often keeps patients in hospital 
longer than it would be necessary other wise and partly 
because of the lack of day hospitals. 

Actually, it is well known and confirmed by comparative 
studies on developed countries (OECD 1992) that the health 
market is particularly difficult to regulate and control in all 
countries, whether the body picking up the tab is the State or 
private insurance companies.1 As a result, the shortcomings 
of the Italian health service are not reflected in significantly 
higher levels of expenditure than those found in other 
European countries. That does not mean, however, that 
nothing should be done to rationalize spending by dis
tinguishing between what is really needed to improve the 
health of the population and what is not, by limiting wastes 
and abuses, and by guaranteeing fairer access to the system 
(in 1991, payment exemptions for the poor were restricted). 

Instead, various measures have been introduced over the 
years to curb costs but they have not achieved the expected 
effect.2 Most recently, the 1993 Finance Act once again 

changed the regulations concerning exemption of payment 
for pharmaceuticals (a ceiling has been set on the number of 
prescriptions filled free of charge), total payment of certain 
pharmaceuticals and diagnostic tests (obligatory above cer
tain income levels), and payment of a general practitioner's 
tax. These measures met with protests from both operators in 
the sector and health service users. The charges were that 
they neglected the problem of equity; contained technical 
inaccuracies making implementation difficult; involved too 
much red tape; and risked increasing spending in any case, 
as people unable to get free medical treatment in day clinics 
would likely resort to hospitalization.3 

It should also be noted that the Italian national health service 
is managed by regional administrations which obtain funds 
from central government (Fondo Sanitario Nazionale — 
national health fund (NHF)). An effort is currently being 
made to give regional administrations greater financial 
accountability in order to make them more responsible 
for balancing their budgets. To that end, health service 
contributions will be paid directly to the regions as of 1994, 
the criteria for division of the NHF have been revised and 
regions will have the faculty to raise contribution or tax 
rates to match expenditure. The implementation of these 
mechanisms is coming up against a number of difficulties, 
however, especially with regard to estimating planned levels 
of spending and the amounts to be allocated from the NHF, 
and should, therefore, not be taken for granted. 

Other items included in social security services represent 
only a very minor fraction of expenditure. Maternity and 
family spending was cut back during the 1980s and the early 
1990s: in 1991 and 1992, it accounted for less than 1% of 
GDP. Family allowance allocations have been drastically 
reduced in the last two years. 

Unemployment spending mainly involves unemployment 
insurance benefits and redundancy payments. Unemploy
ment benefits do not play a very important role: they can be 
received for a period of six months.On the contrary the Cassa 
Integrazione Guadagni ((CIG) redundancy fund) is the 
instrument which is normally used. The redundancy payment 
is a large proportion of the current wage, and its duration is 
decided each time (and it can be delayed).4 

Until last year, the ongoing employment crisis had not yet 
affected the ratio between unemployment spending and GDP, 
which was stable around 0,4%. 

Typically, the dimensions of the market are largely influenced by the 
interests of producers. The non-observability of products makes the use 
of cost-benefit analysis particularly complex (although the use of such 
studies is becoming more widespread). Moral hazard and asymmetric 
informations make the system even less transparent. 
Gabriele and Zolea (1993). 

See Snumerai and others (1991). 
The CIG does not apply to public employment. Starting in 1994, a type 
of redundancy payment will be available to civil servants. 
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GRAPH 5: Real employees' compensation 

(billion LIT) 

Housing costs seem to be almost negligible and generally on 
the decrease. 

Moving on to income from employment, this item rep
resented 32% of general government's current spending after 
interest. While other European countries, such as France, 
Germany and the UK, reduced the ratio between public and 
private-sector wages during the 1980s, bringing public 
employment expenditure under control, Italy did the op
posite: after a slight drop in the early 1970s when civil 
service salaries were low, wages started to rise in 1976.' The 
private sector recovered slightly between 1982 and 1986, but 
after that time, the relative growth of remuneration became 
evident in the public sector, which already enjoyed other 
advantages in terms of work hours, low productivity, job 
stability and other guarantees (Graphs 52 and 6). This trend 
was only inverted in 1991-92; in particular, the purchasing 
power of wages dropped in 1992 when contracts were not 

renewed, the scala mobile was abolished and the freeze on 
turnover was made more rigid. The 1993 budget also froze 
almost all wage components for the current year: wage 
increases (a lump sum of barely LIT 20 000 per month for 
13 months was set aside); automatic increases (such as 
seniority); wage alignments; increases in executive personnel 
(management and similar levels, magistrates); and incentives. 
The Government also received a mandate to pass a law 
reforming employment in the public sector. The main aim of 
the reform is to give the public sector an institutional 
framework similar to the private sector and to strengthen the 
role of bargaining. As to the latter, however, the problem of 
how to control spending centrally while giving the various 
branches greater bargaining autonomy has still not been 
clarified. But the main hurdle to be overcome is the inability 
of State negotiators to conduct bargaining in a way that is in 
keeping with set spending ceilings.3 

CER Report (1992 b). In fact, a new independent public authority has 
been set up recently, which (being implemented in new contracts for 
civil servants) will have the power to recommend suspension of all or 
part of the contract if agreed spending ceilings are overshot. 
As you see in Graph 5, the real wage in the public sector is higher than 
in the private sector throughout the whole period: this reflects a different 
composition of employment (more blue-collar workers in the private 
sector and mainly white-collar workers in the public sector). CER Report (1992c). 
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Table 5 

Employment and compensation in the public sector, 1980-92 

1980 1981 1983 

Government employment (thousands) 
As % of total employment 
Growth of government real wages (%) 
Growth of private real wages (%) 
Relative growth of government wages (%) 

3194 3260 3303 3323 3391 3439 3471 3544 3602 3622 3628 3645 3660 
14,5 14,8 14,9 14,9 15,1 15,2 
53 10,0 -1,8 -1,0 1,0 -0,8 

-0,7 3,7 -0,8 1,1 1,7 1,0 
1,167 1,238 1,226 1,201 1,193 1,171 

15,2 15,5 15,6 15,7 15,6 15,5 15,7 
0,4 5,0 5,6 -0,4 11,2 1,3 -2,3 
03 3,5 23 1,0 1,7 2,7 0,6 

1,17 1,187 1,223 1,206 1,318 1,301 1,263 

Source: OECD, National accounts 1978-1990, Table 15. p. 346; Banca d'Italia, Relazione annuale. Appendice, May 1993, Table aB 22, p. 66 and Table al) 13, p. 55. 

GRAPH 6: Relative government wages 
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The settling of salaries of civil servants must be rationalized: 
today, some are regulated by law, others by contract, and still 
others by court decisions. The myriad of different situations, 
unjustified benefits, inexplicable privileges to certain classes, 
and unearned bonuses and overtime pay all add up to what is 
often referred to as a 'wage jungle'. This situation has 
provided fertile terrain for patronage and wage spirals, but 
has made it impossible to control spending and has been 
detrimental to the efficiency of the civil service. 

The number of civil servants has increased by an average 
1,1% in the period in question. Although turnover has been 

frozen in various ways since 1983, numerous exceptions and 
special laws have allowed new people to be recruited. 
After 1989, however, growth rates slowed. Civil service 
employment also increased as a proportion of total employ
ment until 1989 and has levelled off since then (Table 5, 
based on OECD).1 Public employment as a share of total 
employment in Italy compared with those in other European 
countries is rather low. 

1 OECD National accounts 1978-1990 (1992) and Banca d'Italia (1993). 
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Spending on other government consumption, which consists 
mainly of the purchase of goods and services, increased by 
just over one GDP point in this period. To some extent, this 
trend is felt to be the result of untransparent and inefficient 
management of spending. In fact, most of this items 
(1,2 points of GDP in 1992) can be attributed to health 
spending. As already mentioned, the health sector is respon
sible for considerable waste: procurement prices are often 
very high (higher than normal retail prices) and procurement 
procedures are long and intricate. In addition, delays in 
payment cause increases in prices — at interest rates that are 
often not stipulated in the contract. This, too, favours 
incorrect behaviour in procurement. Problems of this kind 
can also be found in other branches of the government such 
as ministries, defence (much defence spending, which is 
essentially an investment, is entered as the purchase of goods 
and services), and local authorities. 

The repeated allocation cutbacks of recent years have started 
to have an appreciable effect on cash disbursements. At the 
same time, the magistrates' investigations into the public 
administration have brought a global rethinking of these 
issues and a more cautious attitude on the part of those 
managing public funds. 

Capital outlays increased during the first half of the 1980s 
but dropped off thereafter, representing a lower proportion 
of GDP in 1992 than in 1980. Provisions introduced in recent 
years to contain requirements have reduced allocations and 
this has had an effect — albeit not immediate — on cash 
disbursements; in 1991 and 1992, capital outlays decreased 
in absolute terms. The investigations of the magistrature into 
past contracting procedures and the scandals that have 
ensued have also contributed to blocking spending: some 
construction sites have been closed down by magistrates; a 
considerable number of businessmen and company execu
tives involved in criminal proceedings have had to give up 
their jobs; new contracting has suffered a slowdown as civil 
servants in charge of contracting are afraid of making 
mistakes that could have penal consequences. This is a 
problem in the current situation, as it rules out the use of the 
counter-cyclical instrument of public works to support the 
economy and employment. On the other hand, a review of 
the entire public contracting system can only be welcomed. 
Recently, many regulations concerning public contracts have 
been amended to eliminate misuse, stimulate competition, 
and prevent price increases during execution (in the past this 
permitted scandalous increases in the cost of public works). 
These changes should ensure greater efficiency in investment 
spending in the future. 

It should be pointed out that capital outlays by the State and 
other central government bodies account for 67,6% of the 
general government total. 

Interest payments is the item showing the highest growth: it 
increased by approximately 6 GDP points between 1980 and 
1991. In 1992 it accounted for 11,4% of the GDP and 22,2% 
of current expenditure. 

In the 1970s, the rate of inflation was higher than the average 
cost of debt and the rate of interest on Treasury-bills. 
Thereafter, however, the real interest rate on Treasury-bills 
turned positive and started to increase, while the portion of 
debt financed by the Bank of Italy1 decreased progressively. 
After 1984, the average cost of debt was higher than the rate 
of inflation.2 

The increase in the average cost was caused by the rise in 
international interest rates and the spread between domestic 
and international rates. In fact, monetary policy pursued in 
the second half of the 1980s was decisively restrictive (as 
opposed to a rather lax budget policy) and became even more 
so after entry into the narrow band ofthe European Monetary 
System and the full liberalization of capital markets. The 
cumbersome way of refunding the withholding tax from 
State bills to non residents was also a reason for the wide gap 
between domestic and international rates.3 The monetary 
crisis of September 1992 quickly drove interest rates up in 
the last part of that year. 

Now, the current drop in interest rates leaves room for hope 
that there will be a decline in the average cost of debt, as will 
be seen later. 

5. Detailed analysis of government revenues 

As shown in Graph 7, plotted from Table 6 (based on EC 
data4), the ratio of taxation to GDP increased considerably. 
In 1980, in Italy it was 6,7 GDP points below the EC average 
and 4,9 points below the OECD average. By 1991, it had 
increased by 9,5 GDP points. This impressive growth brought 
Italy into ninth place among OECD countries: in 1991, in 
Italy that ratio was 39,7% as compared to an OECD average 
of 38,7% and an EC average of 41,2%. According to SEC 
definitions, the above figures do not include revenues from 
taxes belonging to capital account of general government. In 
Italy recent year this item was particularly large, due to a 
number of extraordinary taxes (for example, in 1992 it 
accounted for 2 percentage points of GDP). 

The debt financed by the Bank of Italy is less expensive than market 
debt, but it involves monetary base expansion (if not compensated). 
Spaventa (1991). 
Documento di Programmazione Economico-Finanziaria 1994-96 (1993). 
EC (1993). 
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Table 6 

Breakdown of taxes according to the degree of mobility of the tax base, 1980-91 
(as a percentage of GDP) 

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 

Taxes on corporate profits 
Taxes on goods and services 

VAT 
Excise duties 
Other taxes 

Taxes bearing on use of labour 
Social security contributions 
employees 
Social security contributions 
employers 
Social security contributions 
self-employed 
Other taxes 

Taxes on income of individuals 
Taxes on property 
Miscellaneous 
Total tax revenue 

2,4 
8,0 
4,7 
2,9 
0,3 

11,5 

2,6 
7,9 
4,7 
2,9 
0,3 

11,4 

3,0 
8,4 
4,0 
3,0 
0,5 

12,3 

3,2 
9,2 
4,2 
3,4 
0,7 

12,5 

3,4 
9,1 
4,5 
3,3 
0,0 

12,0 

3,2 
8,8 
5,0 
3,1 
0,6 

12,0 

3,8 
9,4 
5,3 
3,7 
0,4 

12,4 

3,8 
9,5 
5,3 
3,7 
0,5 

12,4 

3,4 
10,3 
5,6 
3,9 
0,9 

12,2 

3,8 
10,2 
5,3 
3,9 
1,0 

123 

3,9 
11,0 
5,7 
4,1 
1,1 

12,9 

3,8 

1 U 
5,7 
4,4 
1,1 

13,1 

2,1 2,1 2,4 2,5 2,4 2,3 2,4 2,4 2,4 2,4 2,5 2,6 

8,6 8,6 8,9 8,9 8,5 8,5 8,8 8,7 8,6 9,0 9,2 9,2 

0,8 
0,2 
7,0 

1,1 
0,1 

30,2 

0,8 
0,2 
7,9 
1,0 
0,2 

31,4 

1,1 
0,2 
8,6 
1,0 
0,2 

33,7 

1,1 
0,2 
9,5 
1,0 
0,2 

35,8 

1,1 
0,2 
9,1 
1,0 
0,0 

34,9 

1,1 
0,2 
9,2 
0,9 
0,3 

34,5 

1,2 
0,2 

10,0 
1,0 

-0 ,8 
36,0 

13 
0,2 
93 
0,9 

-0 ,2 
36,1 

1,2 
0,2 
9,8 
0,9 

-0 ,2 
36,7 

1,1 
0,2 

10,1 
0,9 
0,1 

37,9 

1,2 
0,1 

10,3 
0,9 
0,1 

39,1 

13 
0,1 

103 
1,0 
0,0 

39,7 

Source: OECD, Revenue statistics of OECD member countries 1965-1992,1993, pp. 122-125. 

The increase in taxation was not enough to compensate for 
the rise in spending. 

It should be recalled that most ofthe current tax structure was 
introduced by the 1971 tax reform. That reform substituted 
value-added tax (VAT) for the Imposta Generale sull'Entrata 
(a cascade sales tax) and other indirect taxes; a progressive 
personal income tax (IRPEF) for the previous real estate 
(personal property and land) and personal (complementare 
and family) taxes; and a corporation tax (IRPEG) for the 
previous company taxes. It also introduced a local income 
tax (ILOR) aimed at making a discrimination among in
comes, taxing only those originated from real estate and busi
ness. 

Graphs 8 and 9 show the main shares of GDP and of the total 
accounted for by the major tax categories as compared to EC 
average and OECD average, respectively. 

As can be seen, VAT, which barely represented 14,3% of 
total revenues, was far below EC and OECD averages, even 
though the criteria for defining the tax base are not much 

different from those of other EC countries.1 In Italy, the 
standard rate of value-added tax is 19%. There are also three 
minor rates, 4%, 9% and 12% (the higher rate of 38% was 
abolished in 1993). 

Among excise taxes, oil tax was the one that brought in the 
largest intake (2,5% of GDP in 1991), and it is traditionally 
higher than in other countries. Indirect taxation accounted for 
28,1% of revenues — below other EC and OECD countries. 

Personal income tax is progressive, with a maximum rate of 
51%. IRPEF accounted for 10,5% of GDP, which is just 
below the EC average. The IRPEG rate is 36% and the ILOR 
rate 16,2% (ILOR could formerly be deducted from IRPEG 
taxable income, but this is no longer the case. Thus, total rate 
on corporate income now amounts to 52,2%).2 Revenue from 
corporate income taxes was high, accounting for 9,6% of 
total revenues. Income tax brought in 36,1% of total revenues 

CER Report (1992a). 
The high tax rate on corporate income is a strong incentive to utilize debt 
in the financing of a company, as interests are fully deductable, and no 
thin capitalization rule applies. This explains partly the rising of debt 
financing in recent years (Aronica, Di Majo, Flaccadoro, 1992). 
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GRAPH 9: Categories of taxes as a percentage of total taxation 

■EC 

■OECD 

See Table 6: 
1: Taxes on corporate profits 
2: Taxes on goods and service 
3; Taxes on the use of labour 
4: Taxes on income of individuals 
5: Taxes on property 
6: VAT 

Source: OECD, Revenue statistics of OECD member countries 1965-92.1993 
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in 1991, above the EC average (33,9%), but below that of 
the OECD (37,9%). 

As shown in Graph 9, social security contributions accounted 
for a substantial part of total revenues, mainly due to the high 
share paid by employers: it is very high, amounting to 9,2% 
of GDP (EC average: 5,4%; OECD average: 5,4%). 

Graph 10 shows the changes that occurred in the structure of 
revenues from 1980 to 1991. In 1980, the main part of 
revenues was brought in by social security contributions; by 
as early as 1983, however, these were overtaken by direct 
taxation, the share of which eventually stabilized.1 Indirect 
taxation generally accounts for the same proportion of total 
revenues as personal income tax — a share which increased 
during the period. Property taxes have represented (until 
recently) an extremely small and decreasing part of revenues. 

Although all kinds of taxation show an increasing weight, 
personal income tax and indirect taxation have grown most. 
Given the high rate of inflation, a rather substantial fiscal 
dividend played a significant role in the increase in IRPEF 
fully until 1983 but only in minor part thereafter because 
burdens were lightened through adjustments in tax rates or 
allowances. In 1993, the refund of fiscal dividend was 
strongly reduced and the 1989 personal income tax schedule 
reintroduced. These measures, together with others, such as 
the transformation of certain allowances in tax base2 into tax 
credits (so that relief no longer increases with the increase in 
marginal rate), the introduction of a municipal property tax 
(ICI), the abolition of the deduction of ILOR from IRPEG 
tax base, and the introduction of a minimum tax,3 greatly 
increased the tax burden in 1993; as a consequence a tax 
revolt was feared. 

Some of the problems of taxation in Italy are linked to the 
features of and transformations in the economic system, 
especially the composition of the workforce. Between 1980 
and 1990, the percentage of regularly-employed workers out 
of the total workforce in the private sector fell from 43,6 to 
39,6%, while the percentage of non-regularly-employed 
workers and self-employed workers (with the exception of 
farm workers) increased from 31,5% to 37,3%. This caused 
growing difficulties in keeping evasion of taxes and social 

security contributions under control. In fact, while a 
'P.A.Y.E.' (pay-as-you-earn) system is in force for regularly-
employed workers — making it impossible for them to 
evade — the incomes of other types of workers are not 
subject to this kind of direct deduction or only in a minor 
way. Furthermore, it is interesting to note that the actual 
social security contribution rate for regularly-employed wor
kers is higher than for other workers.4 

Tax evasion is an undeniably important issue in Italy. In fact, 
the above mentioned increase in the ratio of taxation to GDP 
has been implemented basically by increasing tax rates, not 
by enlarging the tax base; a part of the tax base evades tax 
illegally, while another part escapes taxation through tax 
elusions and erosions in a variety of dodging methods. The 
result is an exceptionally high tax burden on those who 
cannot get around taxation, especially employees, and on 
those self-employed workers and compames that intend to 
carry out their tax duty. Thus, it is difficult to further augment 
revenues. But the rather low proportion of regular employees 
with respect to the total workforce is only one of the causes; 
the serious shortcomings of tax assessments are different. All 
too frequently, tax assessments consist of no more than 
verification of the formal validity of the tax declaration rather 
than checks into its substance and congruity. 

In recent years, extraordinary and 'non-recurring' taxes have 
repeatedly been levied and tax amnesties introduced in 
attempts to recover some of the revenues evaded. This 
method has been exploited as much as possible and can no 
longer offer positive results. Yet, it is no easy matter to 
substitute these non-recurring revenues with ordinary ones 
that can ensure a comparable out-turn. Suffice it to point out 
that extraordinary levies accounted for more than 7% of 
central government tax receipts in 1992. 

It may be interesting to note that the number of taxpayers 
declaring a single source of income has been declining in 
recent years. This could further complicate fiscal decision
making, in that the greater the number of people affected by 
any measure (as the earners of the income that would be 
subject to higher taxation) the greater their political weight 
and ability to put up opposition.5 

During the 1970s and until 1983, no adjustment was made to cope with 
tax-bracket creeping due to inflation. Thus, there was an abnormal 
increase in personal taxation revenue. In subsequent years (until 1992) 
fiscal dividend was totally or partially refunded to taxpayers. 
In 1989 the total weight of income tax deductions amounted to 6,7% of 
taxable income. 
The minimum tax is applicable to small (unincorporated) enterprises and 
self-employed workers. It provides that reported income cannot be 
inferior to a certain level, that is determined by evaluating the work of 
the owner of the enterprise, and other elements. 

Finally, as for the distribution of revenues between central 
government and local authorities, the latter received 2,7% of 
total revenues in 1991.6 

4 CER Report (1992a). 
5 CER Report (1992a). 
6 EC (1993). 
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Local revenue is a central issue in Italy today, as an attempt 
is being made to give lower levels of government greater 
spending powers and financial accountability. Most financing 

to local authorities is currently in the form of grants and 
assignment of a percentage of State taxes, as shown in 
Table 7. 

Table 7 
Current receipts of local governments, 1989 

Regions Provincial administrations 

Local taxes 
Share of taxes 
Grants from central government 
Grants from other bodies 
Other receipts 

UT 
(billion) 

798 
26 471 
65 525 

1008 

93 802 

% 

0,9 
28,2 
69,9 

1,1 

LIT 
(billion) 

593 

4 588 
920 
431 

6 532 

% 

9,1 

70,2 
14,1 
6,6 

u r 
(billion) 

10 238 

29 910 
3 860 
8 386 

52 394 

% 

193 

57,1 
7,4 

16,0 

Source: Relazione Generale sulla situazione Economica del Paese, 1993, Vol. II. pp. 96,101,108. 

It has already been stated that, as of 1993, health contributions 
will go to regional governments, which will be free to 
increase rates. Local authorities have also been granted the 
right to levy new taxes or increase the rates of some existing 
ones. The crucial question is whether and to what extent 
local taxation should be additional to State taxation or 
whether local taxes should replace State ones. For example, 
in the health sector, the allocation of insufficient resources 
for the current year seems to be aimed at forcing the regions 
to increase their revenues by raising tax and social security 
contribution rates for which they are responsible, thereby 
further increasing the overall ratio of taxation to GDP. 
Regional governments are against this solution, claiming that 
it would only redirect towards lower government levels the 
taxpayers' disgruntlement with the ever-increasing tax effort 
aimed at reducing the public deficit during a time of 
economic crisis. It is not yet clear in what way the matter 
will be settled. 

legislative initiative in expenditure or revenue matters. 
Both houses of Parliament exercise full legislative powers 
concerning expenditure-revenue matters and have unlimited 
amendment powers in the budget process. Those aspects of 
the Italian constitutional system have to be considered 
in relation to the political conditions which engendered 
difficulties in controlling the growth of the public debt from 
1970 until now. The main reason for this can be found in the 
strength, in both the Government and Parliament, of special 
interests and current concerns with respect to permanent 
and general goals related to budget policy. Against this 
background the rules concerning the budget process have 
been, beginning from 1978, continuously strengthened and 
extended. Over the years, especially in the last ones, new 
procedural means and restrictions were introduced to improve 
conditions for an appropriate fiscal policy. 

The main recent reforms in the budget procedure can be 
summarized as follows: 

6. The Italian budget procedure 

According to the Italian Constitution, Government and 
Parliament share powers and responsibility concerning public 
revenues and expenditure. They jointly decide the consequent 
budget balance. The Government must present the budget to 
Parliament and all the acts connected with it. The Govern
ment does not have any veto powers or exclusive power of 

1978: The finance law was introduced as a bill which 
was to be approved with the annual budget. It 
allows the regulation of fiscal effects of existing 
legislation. It can modify legislative norms and 
entitlement programmes of expenditure. It must 
establish the budget-deficit limit as well as 
reserve funds for new legislation to be approved. 
The same reform provides a form of tie three-
year budget. 
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1983: Parliament introduced procedural rules to ensure 
timing in approving budget and finance law bills 
(budget session). 

1988: The budget procedure was entirely reformed 
and provided different phases, ordered in such 
a way that Government and Parliament are 
committed and obliged to respect previously-
established targets and restrictions; the finance 
law lost part of its functions which were distrib
uted over different phases and instruments or 
other bills 'connected' to the budget decision. 

1989-1992: Parliamentary rules were reformed in 1989, then 
interpreted and applied in a progressive, more 
restrictive way so that all the amendments to the 
bills within the budget decision must henceforth 
respect the deficit limit and other restraints 
previously established. 

The budget decision in Parliament, which emerges after the 
reforms, as applied and interpreted in the last budget session 
(for 1993), is organized on the basis of two main phases and 
five connected instruments and proceedings. Within the 
Government, the budget process is guided by the Minister of 
Treasury and on the administrative level by the Ragioneria 
generale dello Stato, which sends to all the ministries 
instructions and criteria for drafting budget proposals in the 
month of March. After trade-offs, the budget bill is drafted 
by the Treasury together with all the other bills and papers 
with the Finance Minister responsible for revenue forecasts. 
The Budget and Economic Planning Minister cooperates 
with the Treasury for macroeconomic forecasts and is 
charged with the task of drafting the economic papers in 
this matter. 

A detailed scheme of the stages of the budget procedure 
entitled 'Times and features of fiscal policy decision-making' 
can be found in the Annex. 

The first phase of the parliamentary budget procedure is 
opened when the Government presents to Parliament on 
May 15 the Economic and Financial Planning Document 
(Documento di Programmazione Economica e Finanziaria 
(EFPD)). The EFPD illustrates in the first part the tendencies 
that should be expected in public finance without any 
intervention. Then targets, the restraints and the means of the 
policies, that the Government proposes to adopt in the 
framework of budget decision, are described and precisely 
indicated. In the second part of the EFPD targets of the 
budget decisions are expressed in terms of reductions of 
budget deficit, limits of the State-sector borrowing require
ment, primary surplus, desired inflation rate, tax ratio to GDP 
and public expenditure increase. The EFPD is examined by 

all the parliamentary committees and then discussed and 
approved by the two houses with a resolution (risoluzione 
programmatica). The resolution text is usually agreed by the 
two budget committees ofthe houses and by the Government. 
Chamber and Senate usually therefore approve the same 
resolution. The resolution can accept, modify or integrate 
target restraints and means proposed by the Government. 
The targets in terms of figures proposed by the Government 
are usually accepted by the parliamentary resolution. The 
resolution usually includes more restrictive procedural re
straints, more precise description of content and targets of 
the legislative bills connected to the budget, determining also 
the expected results in terms of reducing the deficit, and 
various political recommendations etc. The targets and 
restraints approved by the two chambers are considered to be 
binding for Government in preparing the budget bills and 
for Parliament in passing them, unless the Government, 
following new forecasts and unexpected events, does not 
present new papers to be approved by a new parliamentary 
resolution. The resolution must be approved within 45 days 
from the presentation ofthe EFPD or only five days following 
the presentation of an adjournment EFPD in the cases in 
which it is necessary to change binding targets and restraints 
during the following budget decision phases. The resolution 
should be approved around the end of June, but in the last 
few years it has often been presented and approved later. 

The government must present the budget bill drafted on the 
basis of existing legislation on July 31. The budget bill is 
drafted according to the forecasts concerning the target 
inflation and economic growth rates of the EFPD, but it does 
not take into account the effects of the planned budget policy. 
The proposed budget bill quantifies the tax revenue and 
compulsory expenditure on the basis of existing legislation. 
The proposed budget is presented two months before the 
other bills carrying the budget decisions in order to allow 
Parliament to examine it before corrective intervention on 
legislation. It is considered crucial to allow a separate phase 
of the budget procedure in which Parliament can allow itself 
to verify whether estimates and forecasts proposed by 
Government on the basis of existing laws are in fact 
well founded. 

By September 30, the Government submits the bill concern
ing the finance law with one or more other bills connected to 
the budget decision to Parliament. Within the same day, the 
Government incorporates the budget bill already presented 
with the section concerning the three-year planning budget. 
The Government supplies Parliament with full analytic 
documentation about all the budget proceedings and data 
in the framework of the pluriannual economic strategy 
(Relazione previsionale e programmatica, which is the most 
comprehensive and informative document in this matter). 
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The finance law bill is formally the crucial point of the 
budget decision. This bill provides the budget deficit limit 
established as final target of the budget decision for the next 
three years. In such a way this bill summarizes and represents 
all the other targets included in it. In any case the finance 
law cannot modify the maximum deficit limit decided with 
the resolution unless another resolution is approved by the 
two houses by the same procedure. Furthermore the finance 
law cannot provide a larger current deficit than the one 
provided by previous year's budget. 

Those two restraints are strengthened by parliamentary rules 
which give to the chairman of each chamber powers for 
verifying that they are respected with reference both to the 
government bill and to parliamentary amendments. Beyond 
this, the content of finance law is now limited as follows: 

(i) only quantitative regulations of determined allocations 
provided by existing laws; 

(ii) only quantitative regulations of existing taxes; 

(iii) reserve funds for new legislation to be approved during 
the next three years, one for current expenditure and the 
other one for capital expenditure, and their apportion
ment among programmes corresponding to the minis
tries; 

(iv) the allocations for the next three years of an enumerated 
list of permanent expenditure programmes, the most 
important of which is the public health programmes; 

(v) the financing means and limits for the deficit concerning 
the most important social security programmes (INPS), 
that are not included in the budget deficit but only in the 
central government deficit; 

(vi) refinancing only for the next year's capital expenditure 
programmes. 

The finance law bill is presented by the Government with 
one or more ordinary bills considered as connected to the 
budget decision. These bills modify the existing legislation 
concerning revenues or expenditure (especially entitlement 
programmes) to realize the targets of the budget decisions 
and particularly the reduction of deficit established by the 
resolution. From 1992, the resolution determined the targets 
in terms of deficit reduction for each bill connected to the 
budget decision so that the binding general deficit limit 
provided by the finance law could be reached and respected. 
In the last budget session (for 1993) the parliamentary rules 
were interpreted to extend to those bills the same procedural 
limits provided for by the finance law so that they could not 
be amended as to affect the established general target of 
deficit reduction. 

The budget session is organized within rigid time-limits. All 
the bills must be approved before the end of the year. The bills 
are examined by all the committees and by the assemblies 
of the two houses (beginning from one of them) in the 
following order: 

(i) preliminary hearings and control procedures in each 
committee concerning the budget bill ; 

(ii) preliminary examination of the finance law to verify that 
it has been drafted in accordance with the constitutional 
and legislative norms and according to the parliamentary 
rules. This procedure is concluded by the advice of 
budget committee and a decision of the chairman of the 
house in which the session begins; 

(iii) examination and approval of the budget bill in its 
provisional version drafted on the basis of existing laws 
(the amendments to budget bills are subject to several 
limitations especially when they concern revenue esti
mates and compulsory expenditures; also discretionary 
expenditures cannot be increased beyond the deficit 
limit established by the resolution); 

(iv) examination and approval of the bills connected to the 
budget decision, which, in the present circumstances, 
represent the largest part of the interventions aimed at 
reducing the budget deficit and the hardest part of the 
budget decisions; 

(v) examination and approval of the finance law which 
completes the budget decisions and is followed by the 
formal approval of the budget in the final version 
incorporating the results of the legislative modifications 
approved in the budget proceedings. 

The Italian budget procedure is, following the last reforms, 
now too accurate and formally regulated. Of course, pro
cedures can work to improve fiscal policies only when 
appropriate policies are proposed by the Government and 
approved by a parliamentary majority. Procedures can help 
the government and the parliamentary majority to avoid 
inconsistent and irrational decisions with respect to previous 
established targets and restraints. The Italian budget pro
cedure has been studied and applied to do this job. The 
weakest aspect ofthe procedure remains the accurate estimate 
of revenues, expenditure or savings arising from legislative 
interventions included in the budget proceedings. To reach 
this aim, the Government is required to present with each bill 
a technical report to demonstrate cash effects of each norm. 
This report is checked by special departments of the two 
houses. The results of this check show that the techniques 
and procedures to verify costs and savings in matters of 
legislation have to be improved especially when they concern 
the budget process and where they can be conditioned by 
political pressures and needs of different nature within the 
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Government. Those technical difficulties are even larger for 
parliamentary amendments, but the chairmen of the two 
houses are less conditioned by political pressures than 
members of the Government. Another weak feature of the 
present procedure lies with an excess of complexity. It could 
be simplified by reducing the number of instruments for 
approval during the final budget session and, following 
actual experience, modifications to existing legislation aimed 
at reducing the deficit should be allowed in the finance law 
or even in a special section of the budget bill. In this way the 
number of bills for approval during the budget session could 
be reduced. 

7. Recent fiscal developments 

In order to discuss current trends, a review of the major steps 
taken to rebalance public finances since the summer of 1992 
may be useful. The provisions for 1993 were set down in the 
EFPD, presented in July 1992 and updated on 30 September 
1992. A goal of an overall public sector borrowing require
ment1 of LIT 150 000 billion (9,3% of GDP, including the 
revenues of privatization of public companies and other 
government properties) and of a primary balance showing a 
surplus of LIT 50 000 billion (3,1% of GDP) was set for 
1993. The public debt/GDP ratio was to be just over 
110%. For 1994 and 1995, the ambitious targets set were 
LIT 125 000 billion (7,3% of GDP) and LIT 85 000 billion 
(4,7% of GDP) respectively, for overall requirements and 
LIT 77 000 billion (4,5% of GDP) and LIT 115 000 billion 
(6,4% of GDP), respectively, for primary surplus, with the 
intention of stabilizing the debt/GDP ratio at around 112% 
in 1995. Indeed, the decision of the EC Council of Ministers 
to grant Italy an ECU 8 billion loan was made contingent 
upon these targets: the loan is in four instalments, so that 
payment of the second, third and fourth instalments would 
depend on whether Italian budget policy remains in keeping 
with the trends described. 

Since the difference between the estimates set down in the 
EFDP 1993 to 1995 and the planned goals was large, 
Government action was proposed to reduce spending require
ments by LIT 93 000 billion (5,8% of GDP) in 1993, and by 
a further 3% of GDP in the two following years. 

The Italian Parliament passed the proposed measures for 
1993 without reducing the expected impact on borrowing 

requirements. Nevertheless, in the Relazione sulla stima del 
fabbisogno di cassa del settore pubblico per l'anno 1993 
(Quarterly treasury report estimating borrowing requirements 
for the public sector for 1993), delivered on 26 March 1993, 
the Government reconsidered its aims and took new steps 
to reduce public sector borrowing requirements (PSBR). 
Without such steps, it was estimated that PSBR would have 
exceeded LIT 167 000 billion (10,6% of GDP), despite an 
improvement in the estimated interest payments, and that the 
primary surplus would not have reached LIT 25 000 billion. 
According to the EFPD this was to some extent due to a 
GDP increase lower than the one predicted in the autumn of 
the previous year (0,5% instead of 1,5%), throwing estimates 
out by LIT 12 000 billion. As the EC loan allowed for 
revision of the goals in case of a rate of growth other than 
the one taken as a basis for the public finance plans, 
the EFDP set a new primary surplus goal for 1993, at 
LIT 37 500 billion (subtracting the LIT 12 500 billion due to 
the cyclical effect from LIT 50 000 billion set down as the 
goal in the EFPD), 2,4% of GDP. This required new 
provisions aimed at improving the balances by 
LIT 13 000 billion, which were passed in May. Thus, the 
PSBR to be reached in 1993 became LIT 154 000 billion 
(including the proceeds of privatization of public companies 
and other government properties), 9,7% of GDP. 

In the meantime, the rules regulating the public accounting 
system had undergone some changes; moreover, the State 
railway company, the telephone company and other public 
monopolies had been freed from following the strict regu
lations of public budgets. 

The new EFPD 1994 to 1996, presented to Parliament on 
13 July 1993, redefined the targets — on the basis of the new 
accounting criteria — as LIT 151 000 billion for overall 
requirements and approximately LIT 31 000 billion (2% of 
GDP) for primary surplus. The fall in interest rates and, 
therefore, in the estimated interest payments made it possible 
to formulate these goals, even taking out the revenues of 
privatization, which will more correctly be entered as a 
reduction of outstanding debt. 

According to the EFPD and the 30 September 1993 Relazione 
Previsionale e Programmatica (Forecasting and planning 
report) for 1994, the debt/GDP ratio will exceed 119% in 
1993 (excluding privatizations) due to: 

In fact, data relate to the Settore Statale (State sector), that refers 
essentially to the central government as defined in national accounts plus 
other Treasury operations. Non-central government bodies lack the 
possibility of issuing debt instruments; thus, public debt management is 
largely centralized. Therefore, figures on general government debt do 
not differ substantially from State sector data. 

(i) lower economic growth; 

(ii) the inclusion, for the first time, of the entire sum of tax 
refunds due to taxpayers — equal to LIT 67 000 billion 
— as part of the 1992 outstanding debt (formerly 
entered only upon issue of the legal credit instrument); 

243 



Part I — Possibilities for reducing budget deficits in the Community 

(iii) the inclusion of EFIM outstanding debts, amounting to 
LIT 9 000 billion; 

(iv) the effects of lira devaluation on debt denominated in 
foreign currencies by approximately LIT 5 000 billion. 

Factors (ii), (iii) and (iv) explain a 5,2% increase in the 
debt/GDP ratio. 

For coming years, the EFPD 1994 to 1996 suggests a 
more gradual course than the one plotted a year ago, in 
consideration of the ongoing recession. Stabilization of the 
debt/GDP ratio is planned for 1996, at a level just over 
123%. The one-year delay in stabilization is linked to the 
slower (than predicted) economic growth which will have 
negative effects on the primary surplus and will result in a 
lower denominator of the debt/GDP ratio (Forecasting and 
planning report 1994). Apart from these accounting effects, 
there is also the concern that too drastic measures during a 
recession could have an overly depressive effect on GDP. 

PSBR should equal LIT 144 000 billion (8,7% of GDP) in 
1994, almost LIT 128 000 billion (7,4% of GDP) in 1995 
and just over LIT 106 000 billion (5,8% of GDP) in 1996. 
The primary surplus should amount to LIT 32 000 billion in 
1994 (1,9% of GDP), LIT 46 000 billion (2,7%) in 1995 and 
LIT 65 000 billion (36%) in 1996. These goals are to be 
achieved through less severe measures than those suggested 
in the 1992 EFPD: a primary surplus increase of 
LIT 31000 billion in 1994, a further increase of 
LIT 22 000 billion in 1995 and another of 19 000 billion 
in 1996. 

The drop in interest rates will have a big effect on 1994 and 
1995 payments, which were estimated in the September 1992 
EFPD at around LIT 200 000 billion per year; the new EFDP 
sets that figure at around LIT 183 000 billion 1994 and 
foresees a further drop in following years, contingent on the 
implementation of the planned increase in primary surplus. 
The growth trend of interest payments also seems to have 
been assessed with more realistic criteria than in the past. 

The July 1993 planning document was less pessimistic in its 
spending forecasts, as a consequence of structural changes in 
underlying trends of certain expenditure and revenues caused 
by a number of law provisions issued in recent years. 
Moreover, more careful estimates of base budget items were 
introduced, which could lead to a permanent change in the 
basic methodology governing budget drawing up, from an 
'incremental' one to a kind of 'zero base' budgeting. 

As already mentioned, the EFPD for 1994 calls for a LIT 
31 000 billion (1,9% of GDP) reduction in primary borrowing 
requirements plus a further saving of LIT 7 500 billion in 

interest payments. The legislative instruments needed to 
implement the document were presented in September 1993: 
the Note amending the Budget Bill drafted on the basis of 
existing legislation, the Finance Law Bill, and a bill connec
ted to the budget decision. According to the EFPD, only 
3 000 billion out of the LIT 31 000 billion reduction are to 
be covered by new revenues: in fact, the provisions proposed 
in the Forecasting and planning report of 30 September 1993 
should bring in only LIT 3 500 billion, while the remaining 
LIT 27 400 billion will be cuts in spending, distributed over 
the various items as shown in Table 8. 

Table 8 
Measures to reduce the public deficit in 1994' 

Civil service salaries 
Social security 
Health 
Regional governments 

(UT billion) 

2 200 
6600 
3 700 
1500 

Outlays for the working of governments (other than salaries) 4 500 
Other current expenditure 2 400 
Other capital expenditure 5 900 
Management of public bodies' cash balances 600 

Total 27 400 

Source: Consiglio tecnico scientifico. Ministero del Bilancio e della Programmazione 
economica. Advice on 'II Documento di Programmazione Economica e Finanziaria e la 
manovra di finanza pubblica per gli anni 1994-96'. p. 16. 
1 Public sector borrowing requirements (PSBR). 

From a more thorough examination of the Finance Law Bill, 
it follows that gross revenue increases are approximately 
LIT 9 500 billion. At the same time, however, tax relief has 
been granted for owner-occupied houses (LIT 1 000 billion) 
and fiscal dividends partially refunded to employees 
(LIT 2 300 billion). Account has also been taken of a 
public-expenditure linked decrease in revenues 
(LIT 1 900 billion) and a drop will also follow in the revenue 
of the withholding tax on portfolio income as a result of 
lower interest rates (LIT 800 billion). 

As for expenditure, approximately LIT 4 500 billion (16% of 
the total) will be saved on health payments, mainly through 
a freeze on personnel turnover, the elimination of numerous 
bonuses and incentives, the reduction ofthe list of refundable 
pharmaceutical products purchases, and higher user charges.1 

The most significant savings in health should be produced by personnel 
cutbacks and a revision of the pharmaceutical list. The decision to extend 
the exemption from partial payment to all children under the age of 12 
and to all elderly over the age of 65 is difficult to grasp: not only will 
this be very costly for the national health service, but it offers no 
safeguards to the less affluent. The proposal to decontrol the prices of 
pharmaceuticals (still rather vague and contradictory) also leaves some 
doubts as to its effects (which have not been quantified) on the budget. 
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Social security payments should ensure an even greater share 
of savings (24% of the total), mainly by discouraging early 
retirement, extending contribution payments to workers 
previously exempted, postponing the implementation of 
some equalizing measures in pensions previously approved. 
Also planned are more severe checks on disability pensions 
and new procedures for granting pensions. 

A most substantial part of the bills, however, concerns the 
general reorganization of the working of government. Some 
ministries are due to be abolished or merged with others, and 
commissions and committees no longer considered useful, 
disbanded. The organization of schools and universities is 
also to be reformed, giving greater decision-making powers 
and financial responsibility to individual institutions. As for 
personnel, very restrictive criteria have been adopted for 
the revision of personnel structure and recruitment. Other 
measures include a freeze on turnover, the annulment of some 
bonuses and incentives previously granted and compulsory 
transfer or redundancy of surplus personnel. A revision of 
procedures for subcontracting and procurement of goods and 
services by the government and the renegotiation of contracts 
already in force is also planned. The rules underlying the 
setting of prices, tariffs and rents for goods provided by 
public bodies have also been redefined. Airport taxes have 
been increased and highway licensing fees reviewed. The 
functions of the post office (transformed into a commercial 
concern) have been extended. Procedures have been set up 
to improve the management or ensure the sale of public 
properties. Certain tasks and their financing have been shifted 
to regional governments, while grants to regions have 
been reduced. 

Finally, grants of various kind to companies and public 
corporations are also to be reduced. 

As explained previously, Graph 2 shows the gap between 
actual State sector (central government) borrowing require
ments (CGBR) and the one that would have been necessary 
to stabilize the debt (as a percentage of GDP) during the 
1980s and the early 1990s. As can be seen, the two lines 
have continued to diverge after 1990. In spite of primary 
surpluses in 1992 and (according to present forecasts) in 
1993, the divergence has been caused by the recession and, 
therefore, by the widening of the gap between GDP growth 
rate and the average cost of debt. 

8. Fiscal policy and budget consolidation 

The overall ratio of tax revenue to GDP in Italy can hardly 
be further increased. Already high in 1991 (the last year 
previously considered in the commented data), it has risen 
still more since then: direct and indirect taxation of the 
central government1 have gone up from 25,2% of GDP in 
1991 to 27,3% in 1992 and an estimated 27,5% in 1993 
(CER forecasts data). Local taxation has also increased, 
especially because of the introduction of municipal tax on 
property (Imposta Comunale sugli Immobili (ICI)) in 1993. 
Social security contributions, which already accounted for 
13,1% of GDP in 1991, rose to 13,3% in 1992 and should 
not fall off in 1993 — despite fewer jobs — thanks to higher 
rates and a successful amnesty. 

The tax/GDP ratio is expected to decline in 1994 (more than 
1 GDP point, in CER forecasts), as certain non-recurring 
taxes are exhausted and the current economic recession 
makes its effects felt on proceeds from direct taxation.2 Yet, 
it would be ill-advised to attempt to maintain the former 
levels through new and more trenchant measures which 
could have negative effects on the economic cycle and could 
even delay economic recovery. As already mentioned, this is 
the policy of the Government, which has proposed a fiscal 
policy based mainly on reducing expenditures. If the econ
omy enters an expansionary phase in the coming months, the 
trend in receipts (also in relation to GDP) should pick up 
again after 1994. 

The room for manoevre in Italian fiscal policy with respect 
to spending has traditionally been very small. Regulatory 
complexities, political pressure, and the scope of vested 
rights (and privileges) have in the past undermined all efforts 
at rigour. Given this situation, action has always been 
concentrated mainly on revenues rather than spending and 
on only a few spending areas. In many cases, provisions 
aiming at reducing expenditure have proven to be ineffective 
in controlling outlays: this occurred in the health sector, for 
example, and in the civil service, where salaries continued to 
rise as a share of GDP until only a few years ago despite 
numerous actions aimed at slowing their pace. These items 
have only been brought under control very recently. 

The room for further reductions in social security and civil 
service outlays seems minimal, on political grounds, for two 

The situation should improve in coming years. While already 
implemented policies should ensure growing surpluses in 
1995 and 1996, lower interest rates and a recovery in the 
GDP growth rate would allow for a substantial decrease in 
stabilization requirements. 

In this part of the paper we refer to total taxation, inclusive of taxes 
classified as capital revenue in national accounts (in 1992, a 2% of GDP). 
Income tax is paid in three instalments: two advances and the balance. 
As a result, the rate of change of revenues is connected mainly with the 
trend in the tax base of the preceding year. 
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reasons: sizeable cuts have already been made in these areas 
and there is still opposition to a rationalization and a general 
reform of public administration (as well as any reform of 
specific sectors). Strong and determined action must, how
ever, be taken to improve the efficiency of services, to reduce 
spending and to eliminate unjustified privileges. 

If the current phase in Italian politics manages to introduce 
real and deep-rooted renewal in the management of the State 
apparatus, it will have done much to favour a positive 
process of reform of public finances, despite the elements of 
instability and the risks of ungovernability characterizing it. 

Another reason for optimism is that if the current trend in 
interest rates — finally favourable — keeps up long enough, 
it could finally put an end to Italy's debt spiral, allowing for 
a considerable reduction in debt servicing. 

8.1. Scope for increasing tax revenues 

Although no additional measures aimed at increasing the 
overall tax intake can be proposed at the moment, action 
could be taken in coming years to broaden the tax base 
by routing evasion and avoidance, and rationalizing the 
tax system.1 

In particular, it is felt that taxes on personal income from 
financial assets will have to come down to avoid tax 
competition within the EC. A special law delegated the 
Government to reform interest and capital gains taxes as 
early as 1990. But the underlying logic of that law led to 
some serious problems of regulatory consistency and loss of 
revenue. Thus, this kind of taxation still has to be reformed. 

The rates of taxation of corporate profits are very high 
(among the highest in the world and presently at 52,2% 
of company profits) and already cause problems of tax 
competition. Yet, an increase in receipts could be obtained 
by expanding the tax base, much of which escapes taxation 
today through various forms of evasion and avoidance. 
Therefore, it is important to strengthen controls and reduce 
tax allowances. 

The same can be said for value-added tax: larger receipts can 
be achieved by improving the instruments of assessments 
and reducing tax concessions. But VAT rates could also be 
increased, in a general rearrangement of the value-added tax 
rates (according to the suggestions of EC harmonization, that 
can allow an increase in the lowest Italian rates). The existing 

proposal of harmonization would, however, lead to smaller 
revenues from excise duties. 

A tightening of controls could ensure a rather substantial 
increase in the yield of taxes on the use of labour, given the 
widespread phenomenon of non-regular and self-employed 
work. It should be recalled that a 1993 amnesty on social 
security contributions in this field brought in approximately 
LIT 5 000 billion: this could lead to a growth of normal 
revenue in coming years if, as is likely, those who took 
advantage of the amnesty will adjust their declared base to 
the higher levels admitted in the amnesty. Moreover, an 
effort is currently being made to change regulations in order 
to recover the full share of the tax base of certain kinds of 
contracts which presently escape taxation to some extent: 
these include collaborazione coordinata e continuativa (co
ordinated and continuous collaboration). Whereas these 
should involve only a very limited number of cases in 
marginal or secondary activities, they are adopted frequently 
as they result in a minor tax and contributive burden for both 
the employer and the employee in comparison with regular 
employee contracts and even with traditional self-employed 
services (subject to VAT). The difficulty in rationalizing this 
situation is that, while abuse must be limited, favourable 
conditions must also be ensured for activities that really are 
marginal. Actual tax burden on the self-employed could also 
be increased. Tax expenditure granted on territorial and 
sectoral grounds could also give rise to revenues. A reor
ganization of social security financing is needed. A partial 
substitution with some other form of taxation would be 
welcomed. The very high social security contribution burden 
on employers causes considerable problems of international 
competitiveness. Furthermore, the magnitude of the tax 
wedge (the difference between the labour cost for the firm 
and the net remuneration received by the employee) suggests 
a possible shifting of a part of the burden to other bases, also 
in order to favour employment.2 

The very steep progressive tax rates on personal income 
ensure a more than proportional increase with respect to real 
GDP. With respect to nominal growth, the 1994 Financial 
Bill has reintroduced the refund of fiscal dividend — at least 
for employees —which was (almost entirely) abolished for 
1993. Although this will result in lower growth in revenue 
from employees, it is indeed important to reduce the tax 
burden on individual income, which is extremely high today 
(especially after the measures adopted in the 1993 Financial 
Law). In fact, it is hoped that actual tax will be lowered, or 
at least, that the overall tax burden will not be increased 
through other levies by local authorities, as hypothesized by 
the preceding government. More trenchant actions against 

1 Morcaldo (1993). 
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tax evasion and attempts to broaden the actual tax base must 
be priorities if the goal of lowering tax rates and ensuring a 
positive net effect on receipts is to be achieved. 

It should be pointed out in this context that the so-called 
minimum tax was in force in 1993. This tax is currently 
under revision by the Government and Parliament. In effect, 
the minimum tax mechanism is extremely crude and does 
not respond to the criteria of either equity or rationality in 
that it tends to level off the declarations of taxpayers with a 
wide range of incomes (consequently, those with an income 
above the minimum can easily cheat the revenue department 
in the knowledge that those under the minimum level — not 
those above it — will be targeted for assessment). It is 
essential, however, to take the opportunity offered by the 
debate on the minimum tax to work out a tax system 
for smaller firms and self-employed workers that is more 
effective than the present system but also able to ensure 
receipts comparable to those brought in this year by the 
minimum tax (Government estimates vary appreciably from 
LIT 2 500 billion to LIT 7 000 billion). 

As seen previously, property taxes have traditionally been 
very low in Italy. This has changed in the last year, however, 
with the introduction of a temporary corporate property tax 
and the increased tax burden on real estate resulting from the 
combined effect of the upgrading of reference rents for 
personal tax purposes, the increase in IRPEF rates and the 
introduction of ICI. Thus, very little room — perhaps not 
none at all — is left for more property taxes, and in fact it 
appears that something was to be done to alleviate the tax 
burden on owner-occupied dwellings (as mentioned above, 
Parliament has in fact agreed to a tax relief as from 1994) 
and make it more equitable. 

The revenues of local governments will have to be increased 
in the near future to ensure that bodies granted decentralized 
spending powers have real fiscal independence and economic 
responsibility. But this process will have to involve grants to 
local authorities, as the burden of taxation would simply be 
unbearable otherwise. Adoption of forms of environmental 
taxation, based on the benefit principle, can also be rec
ommended, although their implementation would be helped 
by coordination at EC level. 

Finally, privatizations could produce receipts for the central 
government budget. It would be more correct, however, to 
put them down towards reduction of debt (as has already 
been done in official documents since the EFPD of July 
1993). Nevertheless, the privatization of properties could 
perhaps help balance the budget. In the industrial and service 
sectors, though, it would be best if sales were decided on the 
basis of the options and targets of industrial policy. In the 
current state of crisis ofthe economy, and especially industry, 
there is the risk that privatization would have to be carried 

out through more or less covert forms of State support, 
which would obviously have negative repercussions on 
public finances. 

8.2. Scope for reducing outlays 

It is widely believed that an overall reform of general 
public services is urgently needed to increase efficiency, 
reduce waste, improve the quality of services and limit 
corruption. An effort in this direction has been made in the 
1994 Financial Law Bill, which includes many measures 
for reorganizing and curbing spending for procurement of 
goods and services, for investment and for remuneration of 
civil servants. Further steps will have to be taken in the 
near future. 

In particular, the bill connected to the 1994 Financial Law 
Bill provides for renegotiation on the basis of lower prices 
of all contracts for procurement and subcontracting already 
in effect. This proposal is obviously explained and justified 
by the need to correct certain practices of the public 
administration after the scandals that have come to light in 
recent months. Notwithstanding doubts that the measures 
proposed for 1994 may not have the effect on the budget 
foreseen by the Government, the importance of continuing 
efforts to make spending more transparent and to limit 
corruption cannot be sufficiently underlined. The criminal 
implications of the facts that have emerged from the 
magistrate's investigations into subcontracting have led 
to a collapse in public investments. But capital spending 
can be blocked no longer. On the contrary, the current 
cyclical phase requires encouragement of a recovery in 
investments. This would be in keeping with the goals 
recommended by the EC and pursued with structural funds. 
New and more correct regulations on subcontracting will 
be an indispensable instrument in achieving this end. 

As can be seen, civil service pay policy has been tightened 
very recently. The Government intends to maintain this 
stance in 1994. This will leave little room for manoeuvre 
on salaries. Yet, the increase in total salary expenditures 
could be minimized by putting a freeze on personnel 
turnover. This could, of course, cause problems of 
unemployment, and indeed, in Italy the civil service has 
often been used as an instrument to alleviate social 
problems connected with unemployment. 

A focus on individual functions shows that expenditures 
for defence can be reduced. In addition to cutting back on 
investment programmes through selection of certain projects 
(and not, as it has been done to date, through postponement 
of commitments concerning numerous projects, none of 
which are, however, cancelled), some savings could be 
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achieved by the adoption of new and more modern defence 
models. What is meant here, in particular, is the reduction 
of compulsory military draft. Not all analyses, however, 
confirm that smaller and more professional armed forces 
require lower costs. Another possibility would be to reduce 
the number of people at the top of the military hierarchy. 

Conversely, it is absolutely essential that spending for the 
fight against organized crime and the judicial system be 
augmented. In education, the gradual downward demo
graphic trend must translate into a reduction in costs. Yet, 
a much hoped for increase in the minimum age for leaving 
school would have the opposite effect. 

Table 9 
Contribution to budget consolidation of revenue categories in Italy3 

ToW 
%GDP 

1. Taxes on income form financial 
assets held by individuals 

2. Taxes on corporate profits 

3. Taxes on goods and services 
3.1. VAT 
3.2. Excise duties 

3.3. Other taxes 
4. Taxes on use of labour 

4.1. Social security contributions 
employees 

4.2. Social security contributions 
employers 

4.3. Social security contributions 
self-employed 

4.4. Other taxes 
5. Taxes on income of individuals 

6. Taxes on property 

7. Miscellaneous taxes 

8. Non-tax revenues 

Enforcement base 

Enforcement 
base 

Enforcement 

Enforcement 
Real GDP growth 

Harmonization 

Enforcement 

Enforcement 
Lower rates for 
Mezzogiorno 
Rates 

Rates, base 

Local 
governments 
Privatization 
Benefit principle 

EC tax 
competition 
Tax competition 
rate 

Rate 
harmonization 

Rates 

Exemption 
owner-occupied 
houses 

International 
competition 

- (0,30) 

(3,8) 
+ (11,2) 
+ +(5,7) 

- (4,4) 
0 (1,1) 

+ (13,1) 
(2,6) 

- (9,2) 

+ +(L3) 
0 (0,1) 

+ (104) 

+ (1,0) 
+ (0,0) 

+ (2,6) 

Budget consolidation resulting form discretionary measures in italic. 
A plus (+) indicates upward flexibility (higher revenues, lower deficit) of the revenue ratio (% GDP) resulting from relevant automatic and/or discretionary policy changes. The single 
and double plus signs are used to indicate the relative degree of flexibility. 
A minus (-) indicates downward flexibility (lower revenues, higher deficit) of the revenue ratio (% GDP) resulting from relevant automatic and/or discretionary policy changes. The 
single and double minus signs are used to indicate the relative degree of flexibility. 
The share of the various revenue categories as a percentage of GDP (1991. and 1989 for non-tax revenues) is shown in parentheses. 

The possibility of containing health expenditure seems linked 
essentially to the elimination of waste and abuses, and to an 
improvement in the efficiency of services (in particular in 
hospitals). Required are measures to simplify and rationalize 
the system, to verify prescriptions, to develop day hospitals 
and at-home hospital services. We do not see a danger of 
expenditure overrun for demographic developments. Of 
course, generally speaking, demographic trend does affect 

the demand for health services, but, as far as the Italian 
experience is concerned, they do not play a major role; 
in fact, the supply-side effects (marketing strategies of 
pharmaceutical firms, decisions in health policy, etc.) seems 
to outweigh the demand side-factors. 

There is still some scope for reduction of spending in the 
field of social security. In the short term, an attempt should 
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be made to equalize the pensions in the various sectors, 
eliminating privileges and disparities. Only in the long run 
can the effect of other structural measures (such as the 
revision of the eligibility criteria, and of the system for 
setting pensions, and a reduction of the substitution ratio) be 
felt. Of course, non discretional factors such as population 
ageing will tend to cause an increase in pension spending 
(while GDP growth ensures an increase in contributions, this 
is accompanied by a more than proportional increase in 
average pensions). 

A rationalization of economic services is essential to eliminate 
those forms of assistance that no longer appear necessary or 
that are in contrast with Community regulations. The privatiz
ation of public corporations has already been discussed. 

Finally, the trend in interest payments is, of course, linked to 
the trend in international rates, and the vicious or virtuous 
course of debt depends on the trend of the rates themselves 
in relation to GDP growth. But the discretionary element 
inherent in the control of internal rates can be taken advantage 
of to reduce the debt burden as much as possible. 

Table 10 
Contribution to budget consolidation of functional expenditure categories in Italy3 

Totald 

%GDP 

1. General public services 

2. Defence 

Efficiency 
Current 
expenditure 
Current 
expenditure 
(other than 
wages) 
Capital 
expenditure 

Wages: Turnover 
tightning 

Wages 
and salaries 

Capital 
expenditure 

3. Public order and safety 

4. Education 

5. Health 
6. Social security and welfare 

Demographic 

Efficiency 
Per capita 
treatment/wage 
GDP growth 
Revision 
of abusive 
treatment 

Fight against 
organized crime 
Justice 
reinforcement 
Increase of 
compulsory 
educational age 

GDP growth Demographic 

7. Housing and community amenities 

+ (4,5) 

+ (1,9) 

"(1,7) 

+ (5,2) 
+ (6,5) 

+ (16,7) 
0(1,4) 

8. 

9. 

10. 

Recreational, cultural and 
religious affairs 
Economic services 

Other functions 
(mainly interest payment) 

International 
interest rates GDP 
growth 

Rationalization 
Privatizations 
of public 
corporations 
Interest rates 

Cycle 
Economic 
arguments 

International 
interest rate 
GDP growth 

0(0,6) 

0(5,8) 

+ + (9,5) 

Budget consolidation resulting form discretionary measures in italic. 
A plus (+) indicates downward flexibility (less expenditure, smaller deficit) of the revenue ratio (% GDP) resulting from relevant built-in flexibility and/or discretionary measures. The single 
and double plus sign indicates the relative degree of flexibility. 
A minus (-) indicates upward flexibility (more expenditure, higher deficit) of the revenue ratio (% GDP) resulting from relevant built-in flexibility and/or discretionary measures. The single 
and double minus sign indicates the relative degree of flexibility. 
The share of the various revenue categories as a percentage of GDP (1991, and 1989 for non-tax revenues) is shown in parentheses. 
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9. Conclusions 

Italian public finances deteriorated during the 1970s and the 
1980s; in particular, the public sector borrowing requirement 
reached 10% of GDP at the end of 1970s and steadily 
exceeded that figure thereafter. During the same period, the 
ratio of public debt to GDP grew continuously to reach about 
1,2 in 1993. 

been curbed; also a slowdown of the growth of other 
expenditure now seems within reach. 

The big size of public debt placed with the market coupled 
with high interest rates could have brought government 
interest outlays near to LIT 200 billion. If the present 
downturn trend in interest rates lasts, it will make possible 
substantial cut in government expenditure. 

The need to avoid the threat of a financial crisis, within the 
context given by the liberalization of capital movements in 
the EC, and the constraints imposed by Maastricht Treaty, 
both urged Italian governments to take steps aiming at 
rebalancing public budgets. More precisely, the stabilization 
of debt/GDP ratio is now seen as the first goal to be achieved 
in next years. The achievement of this aim can be made 
easier by the reforms of the budget procedure, implemented 
in recent years. As it is made clear by the rather lengthy 
description given in this paper, the new procedure can make 
more difficult (although not impossible) policies of deficit 
financing of current expenditure. 

Moreover, the last two governments enacted a number of 
major changes in the rules governing the growth of expendi
ture. These measures are to be effective mostly in coming 
years and may not be enough to reach the stabilization of 
debt/GDP ratio within 1995 as the possible adjustments will 
be of a minor size. In particular, the growth of public 
employees' compensations and of pensions seems to have 

On the revenue side, the recent fast growth in tax/GDP ratio 
is not likely to continue. A redistribution of the tax burden, 
connected to a reduction of tax evasion and tax avoidance, 
appears to be the most urgent issue in tax policy; however, a 
minor increase of tax revenue (as a share of GDP) does not 
appear unlikely. 

The fiscal policy enacted by the last governments achieved a 
remarkable increase in primary balance of general govern
ment (from -1,3% of GDP in 1990 to 2,7% in 1993); also 
owing to the measures provided for by the 1994 financial 
bills, the prospects of Italian public budgets look less gloomy, 
and public debt stabilization (as a ratio to GDP) appears to 
be achievable in the next few years. 

As it is made clear by the tables on budget consolidation, 
our overall judgment about the prospects of Italian public 
finances is positive, contingent on the stability of recent 
developments, which could be mainly affected by the ongo
ing sweeping political changes. 
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Annex: Times and features of fiscal policy decision-making 

Stages in decision-making Purview and substance 
of parliamentary decision 

Official documents Documentation prepared by the 
parliament research department 

Government Parliament 

JANUARY to FEBRUARY 

Start of the fiscal year (Law 
No 468, 5 Aug. 1978, Art. 1, 
as amended by Law No 362, 
23 Aug. 1988). 
Beginning, if necessary, of 
provisional budget adminis
tration (Law 468/1978, Art. 
17), which must be terminated 
by the deadline of 30 April 
(Article 81 of the Consti
tution). Start of ascertainment 
of unspent appropriations 
(payables carried forward) 
and of revenues and expendi
ture for the fiscal year ended 
31 December (General State 
accounting regulations, ap
proved by Royal Decree No 
827,23 May 1924). 
The Directorate-General of 
the Treasury, by the end of 
February, shall validate the 
summary table of revenues 
for purposes of drafting the 
comprehensive financial 
statement for the State (Gen
eral State accounting regu
lations, Art. 259). 

Minister for Budget's 're
port to Parliament on econ
omic trends' for the pre
vious year and updating of 
forecasts for the current 
year. 
(Doc. XXXV-bis) 
The report must be submit
ted by 28 February. 

MARCH 

The Cabinet approves the 
'general report on the econ
omic situation of the country' 
by 31 March. 
The Ministry of the Treasury 
communicates to the central 
accounting offices of the 
government departments its 
recommendations concerning 
the budget adjustment for the 
current fiscal year and the 
standards for drafting yearly 
and three-year financial fore
casts. 
The preparation of the Econ
omic and Financial Planning 
Document (EFPD) begins. 

Submission to Parliament of 
the 'general report on the 
economic situation of the 
country' by the Minister of 
Budget and Economic Plan
ning in accord with the Min
ister of the Treasury. 
(Doc. XI) 
First quarterly treasury re
port estimating borrowing 
requirements of the public 
sector compared with the 
previous year's out-turn, 
submitted to Parliament by 
the Minister of the Treasury. 
(Doc. XXXV) 

Quarterly treasury report 
Preparation of a dossier 
summarizing the treasury 
report, setting forth the most 
significant data and essen
tial analyses, together with 
a critical analysis drafted 
by four economic research 
institutes (CER, Prometeia, 
1RS, and the Department of 
Public and Local Economics 
of the University of Pavia). 
With the report as point of 
departure and also using all 
other information available, 
the critical analysis rep
resents a periodic check on 
the evolution of the public 
sector cash flows. 
Similar dossiers are pre
pared for the subsequent 
quarterly reports (see 
below). 
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Stages in decision-making Purview and substance 
of parliamentary decision 

Official documents Documentation prepared by the 
parliament research department 

Government Parliament 

APRIL to MAY 

In the course of the prép
aration of the yearly budget 
on an accruals basis and on 
a cash basis, the three-year 
budget on an accruals basis 
and the final financial state
ment for the previous fiscal 
year, the following documents 
are drafted: 

(i) 'item' papers concerning 
the proposed accruals and 
cash budgets, both for the 
budget adjustment and the 
new projected budget from 
the central government de
partments (Treasury Minister 
Circular No 17, 26 March 
1988); 

(ii) verification of the final 
account of receipts and expen
ditures by the central account
ing offices of government de
partments, which is submitted 
to the State Accounting Of
fice; 

(iii) the current and capital 
account of each ministry, sub
mitted by the central account
ing offices to the State Ac
counting Office by the dead
line of 30 April (Law 
468/1978, Art. 23). 

Other procedures: 

(i) validation of definitive 
figures for receipts by the 
State Accounting Office and 
the Directorate-General of 
the Treasury; 

(ii) submission to the State 
Audit Office, for preliminary 
checking, of final revenue and 
expenditure accounts; 

(iii) presentation to the State 
Audit Office, by 31 May, of 
the comprehensive financial 
statement, for purposes of the 
Office's validation ruling 
(Law 468/1978, Art. 23). 
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Stages in decision-making Purview and substance 
of parliamentary decision 

Official documents Documentation prepared by the 
parliament research department 

Parliament 

MAY 

EFPD EFPD EFPD 

By the ISth of the month the 
Council of Ministers (Cabi
net) must approve and submit 
to Parliament its Economic 
and Financial Planning Docu
ment (EFPD) (Doc. 
LXXXIV), setting out public 
finance policy measures over 
the period covered by the 
three-year budget (Law 
468/1978, Art.3) 

The Budget Committees of 
the Chamber of Deputies and 
of the Senate initiate inquiries 
preliminary to examining the 
document. The relevant stand
ing committees examine the 
document for purposes of de
livering an opinion (Regu
lations of the Chamber of 
Deputies, Art. 118-bis; Regu
lations ofthe Senate, Art. 125-
bis) 

A dossier on the document 
for the Budget Committees is 
prepared, in three parts: 

(i) examination of the EFPD 
from the standpoint of its pos
ition within the budgetary de
cision-making process; 

(ii) examination of the EFPD 
in light of the provisions of 
Law 362/1988; 

(iii) examination of the por
tion ofthe EFPD that concerns 
trends in the principal state 
sector financial variables. 

The Research Department 
also prepares documents ana
lysing individual parts of the 
EFPD for the competent com
mittees. 

JUNE 

EFPD EFPD 

Budget adjustment and final 
financial statement 

30 June is the deadline for 
submission to Parliament of 
the budget adjustment bill for 
the current fiscal year and 
the bill finalizing the financial 
statement for the previous fis
cal year, with the total of 
payables and receivables car
ried forward. (Law 468/1978, 
Articles 17,18,21,24) 

The Budget Committees of 
the two houses, after hearing 
the opinions of the competent 
standing committees and the 
Parliamentary Committee on 
Regional Affairs, present a 
report on the EFPD to their 
respective houses. 

Deliberation on the EFPD in 
Senate and Chamber of Depu
ties, by means of a document 
laying down guidelines for the 
Government. (Regulations of 
the Chamber of Deputies, Art. 
118-bis; Regulations of the 
Senate, Art. 125-bis) 

The deliberation of the two 
houses concerning the docu
ment is effected through a 
resolution that may amend 
and supplement the document. 
(Regulations of the Chamber 
of Deputies, Art. 118-bis; 
Regulations of the Senate, 
Art. 125-bis) 

Quarterly treasury report esti- Quarterly treasury report 
mating borrowing require
ments for the public sector and Dossier summarizing u e trea-
the statement of cash accounts su rv report, plus analyses pro
as of 31 March (Doc. XXXV) vided by economic research 

institutes. 
Ruling on budget validation 
and report of the State Audit 
Office to Parliament on the 
comprehensive financial 
statement for the State (to be 
submitted by 30 June) (Doc. 
XIV). 

The Office's ruling must indi
cate any budget items for 
which it considers that there 
were management irregularit
ies, and which are accordingly 
excluded from the validation. 
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Stages in decision-making Purview and substance 
of parliamentary decision 

Official documents Documentation prepared by the 
parliament research department 

Government Parliament 

JULY to AUGUST 

Budget projections 

31 July is the deadline for 
submission to Parliament of 
the annual and three-year 
budget bill drafted on the basis 
of existing legislation (Law 
468/1978, Art. 1-bis). 

Financial statement 
budget adjustment 

and Budget adjustment 

Consideration of the bill fi
nalizing the financial state
ment for the previous fiscal 
year and the budget adjust
ment bill for the current year 
and the reports of the State 
Audit Office on the current 
accounts ofthe agencies regu
larly funded by the central 
government. 

Each standing committee 
examines the bills in its own 
area of competence and drafts 
a report to the Budget Com
mittee, which is responsible 
for the overall examination of 
the bills and the presentation 
of a budget report to its full 
house by a deadline set by the 
President of the Chamber of 
Deputies. (Regulations of the 
Chamber of Deputies, Art. 
119; Regulations of the 
Senate, Art. 130) 

Report of the State Audit Of
fice on the agencies regularly 

The matter for parliamentary funded by the central govern-
decision consists in the pro- ment.1 

posed changes entailed in the (Doc. XV) 
bill. These variations concern 
compulsory and discretionary 
expenditure items, on an ac
cruals basis; on the revenue 
side, they reflect the adjust
ment of forecasts to die evol
ution of actual receipts. On 
a cash basis, the variations 
reflect the new amounts of 
resources to be raised and 
spent under the proposal on 
an accruals basis, as well as 
the verification of the amount 
of appropriations carried for
ward under the previous year 
final financial statement. 

Financial statement 

By precedent, Parliament only 
acknowledges the budget out
turn, either approving the bill 
or rejecting it (a possibility ex
isting so far only in theory) but 
having no power to amend it. 

Parliamentary approval has 
the effect of regularizing any 
irregularities reported by the 
State Audit Office in its vali
dation ruling. 

Financial statement and 
budget adjustment 

For the Budget Committee, 
the department prepares a 
document to assist in examin
ing the financial statement and 
budget adjustment bills, set
ting out the most significant 
data and essential analyses, as 
well as analytical documents 
for individual committees. 

The dossiers include signifi
cant passages from the report 
of the State Audit Office. 

SEPTEMBER 

By 30 September, the Council 
of Ministers must approve and 
submit to Parliament its fore
casting and planning report 
for the subsequent fiscal year. 

The forecasting and planning 
report, accompanied by the 
sectoral planning reports. 

(Doc. XIII) annexes include 
the summary tables and the 
reports of the departments af
fected as regards the three-
year appropriations bills.2 

Quarterly treasury report esti
mating borrowing require
ments for the public sector and 
statement of cash account as 
of 30 June (Doc. XXXV) 

Quarterly treasury report 

Dossier summarizing the trea
sury report, plus analyses pro
vided by economic research 
institutes. 
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Stages in decision-making Purview and substance 
of parliamentary decision 

Official documents Documentation prepared by the 
parliament research department 

Government Parliament 

SEPTEMBER to DECEMBER3 

Budget session 

By 30 September the Govern
ment must submit to Parlia
ment the Finance Law Bill, 
the three-year planning 
budget and the bills con
sidered as connected. 

(Law 468/1978, Art. 1-bis) 

Submission of the note updat
ing the EFPD, if necessary 
(Regulations of the Chamber 
of Deputies, Art. 118-bis) 

By 31 October, the Minister 
of the Treasury, in accord with 
the Minister for Budget and 
Economic Planning, may sub
mit a measure amending the 
budget for the current year 
subsequent to the budget ad
justment bill submitted prior 
to 30 June. 

(Law 468/1978, Art. 17) 

Submission, if necessary, of 
a bill authorizing provisional 
budget administration. 

Before the session begins, the 
standing committees com
mence examination of the 
budget projections in their re
spective areas of competence. 
The Budget Committee be
gins the general examination 
of the budget bill, acquiring 
the necessary information. 

(Regulations of the Chamber 
of Deputies, Art. 119; Regu
lations of the Senate, Art. 126) 

With the actual distribution of 
the texts to Parliament, the 
budget session commences. It 
lasts 45 days for the house 
that examines them on first 
reading and 35 days for the 
house that examines them on 
second reading. With a few 
exceptions due to urgency or 
international commitments, 
during this session only the 
Budget Bill, Finance Bill and 
the connected bills may be 
examined. Each committee 
has 10 days (seven on second 
reading) to consider the parts 
of the Finance Bill and the 
Budget Bill under its com
petence. The Budget Com
mittee begins its deliber
ations; it has 14 days in which 
to examine the bills and issue 
a general report to its house. 

Each house of Parliament, 
either in assembly or in com
mittee empowered to pass 
legislation, concludes its con
sideration of the connected 
bills within the time permitted 
by the deadlines connected 
with the set of finance 
measures. 
(Regulations of the Chamber 
of Deputies, Art. 123-bis; 
Regulations of the Senate, 
Art. 126-bis) 

Passage of bill authorizing 
provisional budget adminis
tration. 

Finance Bill 

1. Pursuant to Law 468/1978 
as amended by Law 362/1988, 
the Finance Act permits bans-
position into the budget of the 
Government's set of econ
omic policy measures. 

The substance, hence the ob
ject of parliamentary decision, 
is strictly delimited by law. 
The legislature may not insti
tute new taxes or introduce 
new or increased expenditures 
except as expressly provided. 

Specifically, the Finance Bill 
is restricted to determining: 
(i) the limit on the gross and 
net borrowing requirements to 
finance on an accruals basis; 
(ii) for each year covered, 
the share of three-year spend
ing laws (Table F) and perma
nent spending laws (Table C) 
to be financed; the amounts of 
special funds (Tables A. B); 
refinancing for a single year 
of capital expenditures 
(Table D); and the reduction 
in legislative expenditure 
authorizations (Table E); 
(iii) in the single articles, 
changes in tax rates, de
ductions, and brackets, and 
other measures affecting the 
determination of the size of 
payments relative to existing 
indirect taxes, direct taxes, li
cence fees, tariffs, and social 
contributions; and other 
merely quantitative pro
visions which pursuant to cur
rent legislation are left to be 
set in the Finance Bill; 
(iv) the maximum amount to 
be appropriated to cover new 
wage agreements for civil ser
vants and changes in salary 
and normative treatment for 
civil servants not covered by 
collective contractual ar
rangements. 

Quarterly treasury report esti
mating borrowing require
ments for the public sector and 
cash statement of account as 
of 30 September (Doc. 
XXXV). 

The following documentation 
is prepared for the parliamen
tary committees: 

(i) a dossier on the method
ological, procedural and quan
titative aspects of the budget 
decision and the set of public 
finance measures (the pro
ceedings of the budget de
cision, the regulations govern
ing the budget decision in the 
Chamber of Deputies, the set 
of public finance measures, 
summary budget tables); 

(ii) a dossier analysing each 
of the single budget projec
tions and the provisions of the 
Finance Bill concerning the 
areas under the competence of 
each of the standing com
mittees; 
(iii) a dossier organized as a 
series of reference briefs on 
the provisions for the prep
aration of the yearly and three-
year budget of the central 
government (the Finance 
Bill); 

(iv) a dossier organized as a 
series of reference briers on 
the provisions of each of the 
accompanying bills; 

(v) a dossier for Parliament 
on the text of the Finance Bill 
and accompanying legislation 
approved in committee. 

Quarterly treasury report 

Dossier summarizing the trea
sury report, plus analyses pro
vided by economic research 
institutes. 
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Stages in decision-making Purview and substance 
of parliamentary decision 

Official documents Documentation prepared by the 
parliament research department 

Government 

In addition, the existence of 
specific rules governing the 
funding of the Finance Bill 
affects amendment pro
cedures. The Committee 
chairmen must rule out of 
order not only amendments 
and additional articles con
cerning matters extraneous to 
the proper object of the Fin
ance Bill and the budget but 
also those that do not conform 
to the criteria for the insti
tution of new or increased 
expenditures or decreased 
revenues, as defined by the 
accounting legislation in force 
and by the EFPD as approved 
by the assembly. 
(Regulations of the Chamber 
of Deputies, Art. 121[5J) 

2. With passage of the bills 
connected to the budget de
cision, indicated in the EFPD 
as approved by parliamentary 
resolution and submitted by 
30 September (Regulations of 
the Chamber of Deputies, Art. 
123-bis), Parliament im
plements the cyclical and/or 
structural measures to contain 
public financial expenditure. 

The deliberations on the con
nected bills, and hence the 
moving of amendments, are 
subject to the same stringent 
constraints of compliance 
with the rules on financial 
coverage that apply to the Fin
ance and Budget Acts them
selves. 

3. Approval of the budget 
variation note, transposing 
into the budget the effects of 
the Finance Bill as soon as the 
latter is passed. 

Source: Chamber of Deputies, 1993. 
1 The Office's reports are presented as prepared, with no fixed schedule. 
2 Also annexed are the report of the Budget Minister on the work of the public investment evaluation unit, the report of the Minister for Civil Service on the state of general government, the 

report on the state of scientific and technological research in Italy, and the report on the state of the aerospace industry. The law also envisages the submission of a planning report for State 
holding corporations, but in 1992 this was discontinued, due to the abolition by referendum of the Ministry for State Holding companies. 

3 The fiscal year ends on 31 December. 
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Fiscal policy in Portugal, 1980-92 

1. Introduction 

In the first half of the 1980s, Portugal's budgetary position 
worsened significantly: general government's net borrowing 
requirement reached a peak of -13,4% of GDP in 1984 and 
its gross debt ratio rose from 37% of GDP in 1980 to over 
70% in 1985. 

During this period, the broadly-defined public sector (public 
enterprises and general government) was a major contributor 
to Portugal's macroeconomic imbalances since its financial 
deficit averaged 20% of GDP over the years 1981 to 1984. 
During this period, the general government's borrowing 
requirement exceeded the lending capacity of domestic 
households and firms and hence, for the entire period, 
Portugal's domestic savings lagged behind its gross asset 
formation, resulting in an unsustainable current payments 
deficit. However, in 1983 the economy started to adjust to 
this imbalance with a beneficial impact on the current balance 
which reversed the previous trend and, in 1985, domestic 
savings showed a surplus for the first time since the early 
1970s. Initially, the adjustment was operated at the expense 
of gross capital formation whereas that of the public sector 
borrowing requirement (PSBR) remained virtually undimini
shed. Only after 1985 did the PSBR begin to show a 
substantial decline. From 1986 onwards, this adjustment 
process was amplified by the financial benefits resulting 
from Portugal's accession to the EC which led to substantial 
transfers, averaging over 1,2 per cent of GDP in the first 
years of membership.1 

The years from 1980 to 1985 were marked by the later phases 
of a 10-year period of substantial structural changes in the 
public sector. After the 1974 revolution, Portugal witnessed 
the development along new lines ofthe education, health and 
social welfare systems, which up to that date lagged far behind 
the European norm.2 In addition, the decision to nationalize a 
large part of the country's productive structure in 1975 meant 
that the public sector played a prominent role in economic 
activity. Finally, the two oil-price shocks and the correspon
dent international recessions hit Portugal particularly hard, 
due to its economic backwardness and political instability and 
also to macroeconomic mismanagement. Under the impact of 
all these factors, the share of general government expenditure 
on GDP rose considerably reaching a peak of over 47% in 
1983. This period was also one of a steep rise in taxes and 
social security contributions. Nevertheless, under the com
bined effect of the economic situation and the deficiencies of 
the tax system, the gap between expenditure and revenues 

1 OECD, Economic surveys, several issues. 
2 For a detailed analysis of the development of Portugal's public sector 

since the early 1980s, see Economic survey on Portugal, 1988, pp. 53-64. 

widened and the general government borrowing requirement 
reached 12% of GDP in 1984. 

The mismatch between domestic supply and demand reached 
such high proportions in 1977 and again in 1983 that, on 
both occasions, vigorous stabilization programmes had to be 
introduced under the auspices of the IMF in order to reduce 
domestic demand and bring the current external account back 
into equilibrium. In the first episode the disequilibra were 
mitigated but the PSBR remained unsustainably high. The 
situation began to deteriorate steeply in 1982. The second 
adjustment phase in 1983 to 1985 saw a very clear improve
ment in the current account position, which was subsequently 
consolidated by the effects of the fall in oil prices and the 
terms-of-trade gains it brought. This short-term stabilization 
plan was also followed by a programme to restore public 
finance equilibrium. Under the joint effects of macro-
economic developments and the corrective measures then 
undertaken, the borrowing requirements of general govern
ment and public enterprises was reduced by over 10 GDP 
percentage points between 1984 and the end of the decade. 

The overall macroeconomic situation and the position of 
general government accounts showed noticeable improve
ments in the second half of the 1980s. The easing of the 
general government borrowing requirement was due to a fall 
in 1985 and then a virtual standstill in the ratio of government 
expenditure to GDP, while the share of government receipts 
which had contracted form 1983 to 1985, rose steadily 
thenceforth. The curb on the rise of the share of general 
government expenditure was mainly the result of the re
duction in current subsidies to the corporate sector, which 
declined steeply from 1980 to 1990, staying at around 1,2% 
of GDP. However, it proved harder to control growth of the 
other items of general economic spending. Total government 
spending, which had reached almost 48%in 1983, remained 
above 41% of GDP over the rest of the decade bouncing 
back to 45% by 1991. This reflects the continued expansion 
in government employment between the two dates, the 
upgrading of social security benefits and broadening of social 
welfare cover and also increasing interest payments on the 
public debt as a result of both a rise in the debt itself (until 
1988) and high real effective interest rates. 

General government current receipts rose by over 6 GDP 
percentage points between 1985 and 1990, the increase 
coming mainly from tax revenues, especially indirect taxes. 
In 1986, VAT was introduced and this increased the relative 
weight of indirect taxation. Corporate and personal income 
taxes were also subject to reform in 1989 increasing the 
government's ability to collect revenues from both individ
uals and corporations, particularly by widening the tax base 
and reducing opportunities for tax avoidance. 

As a result of the pattern of both general government 
expenditure and receipts in the second half of the 1980s, 
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which coincided with a marked improvement in the position 
of public enterprises, the PSBR improved significantly from 
1985 onwards. Gross public debt which had risen very 
noticeably until 1988 started to decline after that date, falling 
below 70% of GDP in 1990. 

2. General outline of economic policy 
in the 1980s 

After the economic turmoil which followed the 1974 revol
ution and the brief recovery of 1976, Portugal faced a serious 
balance of payments crisis in 1977, when the current external 
deficit exceeded 9% of GDP. The stabilization programme of 
1977 to 1978, implemented in a not too unfavourable econ
omic environment, produced very fast results, namely a sharp 
improvement in the current account. Demand management 
policy became then increasingly expansionary between 1979 
and early 1981 and the effective exchange rate was almost 
stabilized during 1980 when the results of the second oil-price 
shock were being felt. The current external deficit deteriorated 
again and reached 11,5% of GDP in 1981. The inflation rate, 
partly disguised by price controls during most of 1980, 
bounced back to a range of 20 to 25% between 1981 and 1983. 
Contrary to the swift change of course in 1977-78, the initial 
response to this second current account crisis started to be 
fairly gradual. In the second half of 1981, ceilings on bank 
credit were tightened and interest rates raised together with a 
reinforcement of some price controls, an effective de
preciation ofthe escudo of over 9% and the announcement of 
a tighter budgetary policy. However, these measures were 
insufficient to balance the economy and the situation con
tinued to deteriorate until mid-1983 when the second stabiliza
tion programme drawn up with IMF support was put into 
action. The programme consisted of a set of measures, namely 
the depreciation of the escudo by 12%, a temporary freeze of 
government expenditure, the rise of both short and long-term 
interest rates and a decrease of price subsidies. 

The economy reacted rather quickly to this second stabiliza
tion programme and the current account position improved 
from a deficit of 13,5% of GDP to a surplus position by 
1985. This adjustment was made possible by the brisk growth 
of Portugal's foreign markets and, above all, by the traditional 
remedy of curbing domestic demand and stimulating com
petitiveness on domestic and foreign markets by domestic 
currency depreciation. The period also saw the beginnings of 
disinflation from mid-1984. To some extent, this start of 
disinflation contributed to the adjustment on the external 
account since, with prices rising faster than wages up until 
1984, demand fell and business profitability improved. On 
the other hand, general government's current expenditure, 
which accounted for more than 42% of GDP, fell to less than 
40% in 1985. However, since interest payments on public 
debt remained high and tax revenues failed to increase over 

the same period, the PSBR remained above 10% of GDP in 
1984 and 1985, contributing to the increase the gross public 
debt which reached over 70% of GDP in 1985. 

Restoration of external equilibrium in 1985 enabled the 
economic authorities to ease economic policy appreciably. 
In fact, following the second stabilization programme, the 
overall thrust of economic policy became expansionary from 
1985 onwards. This was possible because of the easing of 
the external constraint as a result of the effects of both of the 
adjustment and of the improvement in the terms of trade 
resulting from the decline in oil prices and the dollar. 
Considerable room for fiscal policy manoeuvre resulted from 
the increased resources obtained from higher taxes on oil 
products and the introduction of VAT in January 1986. The 
authorities were therefore able to stimulate the activity, 
namely by upgrading social benefits and the minimum wage 
and by reducing the direct tax take. Additionally, the 
government regularized its financial relation with public 
enterprises, reducing its pressure on government accounts. 
Monetary policy was also made more expansionary until the 
first quarter of 1987 as a result of a steep fall in nominal 
interest rates and a considerable increase in credit due in part 
to the reduced effectiveness of the credit control mechanism. 
Favourable external factors gave additional stimulus. The 
fall in raw material prices and the depreciation of the dollar 
improved corporate finances and Portugal's entry into the 
EC in January of 1986 opened up foreign markets and 
brought large transfers to enterprises. 

From the end of 1985 up to 1988, total domestic demand 
grew at an annual rate of about 9% and, to a larger extent 
than during the previous upturn, demand was led by private 
consumption. Private investment, which had fallen more 
steeply and had recovered later, was, at the end of 1987, still 
below its 1982 level. On the other hand, buoyant domestic 
demand led to a deterioration in the real foreign balance. The 
volume of imports rose sharply from 1985 to 1987 and, 
in spite of rapid export growth, the external balance's 
contribution to growth became negative after 1986. GDP 
grew at an average rate of around 4% between 1985 and 1988. 

GDP growth remained at an average of above 4% from 1987 
until 1990. The effects of EC entry remained an important 
source of economic growth throughout this period and private 
investment became a prominent contributor to GDP growth. 
The buoyancy of domestic demand contributed to the con
tinued worsening of the trade balance which was partially 
offset by substantial transfers, especially from the European 
Community. On the other hand, by the end of 1988, the first 
signs of a change in the inflation trend became evident. The 
impact of the exogenous factors that had contributed to the 
marked price deceleration between 1984 and 1987 was 
partially reversed, and at the domestic level, demand press-
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ures played an important role, the effects of which were 
amplified by the increase in VAT. 

These signs came up at the end of a period of fairly 
accommodating economic policy. In fact, throughout 1988, 
budgetary expenditure was stimulated by the induced effects 
of EC transfers and by the (somewhat timid) programme of 
raising welfare expenditure, while nominal interest rates 
were lowered with the object of bolstering private-sector 
investment. With the first signs of a reversed trend in 
inflation, monetary policy was tightened towards the end of 
the year and again in the first half of 1989. Interest rates were 
then raised. Deterioration in the real trade balance continued 
to worsen the current account balance. 

This tightening up of monetary policy coincided with the 
implementation of direct taxation reform at the beginning of 
1989. This reform, which followed the introduction of VAT 
in 1986, was designed within the broad objective of fiscal 
consolidation and intended to allow government to raise 
revenues over time through the increase in the tax base. It 
affected both personal income and corporate income. With 
the implementation of the reform and the associated overlap
ping of tax payments under two different tax regimes, the 
government was able to post a marked reduction of its deficit. 
However, in 1990, when these exceptional factors had 
already vanished, some of the 1989 gains in fiscal consoli
dation were lost. On the other hand, monetary policy 
remained fairly tight throughout 1989. But, given the policy 
of pre-announced changes in the exchange rate, the effective
ness of monetary restraint became seriously eroded by large 
capital inflows, prompting the authorities to make advance 
repayments on the external public debt. 

In the face of these developments, in the summer of 1990 the 
Portuguese authorities adopted a medium-term programme, 
the Quantum, in which they outlined the adjustment required 
for full participation in the economic and monetary unions. 
Briefly afterwards, the regime of monthly depreciation of the 
escudo was replaced by a more flexible exchange-rate policy. 
Monetary policy was repeatedly tightened in 1989 and 1990: 
in March of 1989, a set of restrictive measures was introduced 
aiming at making credit ceilings more effective, absorbing 
bank liquidity and raising lending and deposit rates; in May 
it was announced that bank's holdings of medium and 
long-term Treasury bonds were to be included in credit 
aggregates subject to credit ceilings and bank's external 
medium and long-term borrowing not subject to ceilings was 
confined to the existing balances at the end of June 1989 and 
to credits with a duration of more than five years. To curtail 
the liquidity effects of private capital inflows the authorities 
also made advance repayments on the external public debt, 
speeded up the easing of exchange controls for residents, and 
made foreign borrowing by companies more costly. Special 

measures were taken to reduce the government's automatic 
access to bank credit. The monetary authorities moved in the 
direction of using indirect control of monetary aggregates, in 
spite of the liquidity management difficulties posed by rapid 
capital inflows. 

In accordance with the medium-term programme, the authori
ties continued the programme of structural reforms. Besides 
the aforementioned transition to indirect monetary control 
and reform of income taxation, they implemented a wide 
programme of privatizations with special emphasis on the 
financial sector and continued the process of reforming 
Portugal's stock markets. 

While in 1989 Portugal registered some progress towards 
balancing its public finances — the public debt to GDP ratio 
dropped by more than 3 percentage points, the general 
government borrowing requirement fell by 2 percentage 
points accompanying the narrowing of the general govern
ment balance — the budgetary developments of 1990 were 
clearly out of line with the government's medium-term 
programme of fiscal consolidation. After a reduction in 1989, 
the general government deficit (on a national-accounts basis) 
widened by more than 2 percentage points in 1990. The 
general government net borrowing requirement increased 
from 3,4% of GDP in 1989 to 5,5% in 1990. Current 
expenditure accelerated, reflecting in part the civil-servants' 
salary-scale reform of October 1989 and the increase in 
social security transfers due to the introduction of the 
payment of a 14th month to pensioners. Debt-interest pay
ments also accelerated in 1990 as a result of the increasing 
share of domestic financing, the timing of debt-management 
operations (with a large placement of public debt at the end 
of 1989) and the growing share of public securities issued at 
gross interest rates in order to compensate the introduction 
of a tax on public-debt instruments. Overall tax pressure was 
slightly reduced. Personal income taxes were affected by an 
ad hoc adjustment of the tax brackets and deductions 
exceeding the rate of inflation, while VAT receipts rose by 
less than nominal consumers' expenditure, reflecting a shift 
towards goods and services subject to lower VAT rates and 
also probably implying greater tax evasion. 

Monetary policy implementation turned out to be fairly 
difficult in 1990. The change from the system of direct 
quantitative limits on credit to one of more indirect monetary 
control via open market operations. This structural change 
implied a number of reforms, namely a major operation to 
soak up excess liquidity whose proceeds were used to make 
early repayments of external public debt and a redefinition 
of the competence of the Bank of Portugal explicitly pro
hibiting it from financing the State other than by underwriting 
Treasury bills upon negotiated terms. On the other hand, 
most Portuguese interest rates followed a slight rising trend 
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in 1990, as the authorities attempted to resist accommodation 
of credit demands. However, while most deposit rates rose 
throughout the period, effective lending rates had varying 
trajectories: some fell in the first half of 1990 but thereafter 
virtually all moved up. On the other hand, in line with 
credit liberalization, lending rates became noticeably more 
differentiated according to customer risk. 

As already mentioned, Portugal had abandoned the crawling 
peg of the exchange rate. Following the regime change there 
was an effective appreciation of the escudo, which, in broad 
terms, lasted throughout 1992. 

In 1991, budgetary policy remained expansionary, although 
to a lesser extent than in the previous year. The general 
government expenditure as a percentage of GDP grew by 
over 2 percentage points relative to 1990 but was ac
companied by an increase in total tax revenues. Total current 
revenues grew by over 15% in 1991: direct-tax receipts 
picked up sharply, largely reflecting higher than projected 
inflation and the unexpected widening of the corporate tax 
base. The general government net borrowing requirement 
increased by nearly 1 percentage point but the debt to GDP 
ratio fell by 1 entire percentage point. 

In 1991, monetary policy continued to bear most ofthe brunt 
of disinflation. Interest rates rose in nominal and real terms 

and the exchange rate even appreciated in nominal terms. 
Nevertheless, reflecting this unbalanced policy stance (es
pecially regarding budgetary policy), macroeconomic imbal
ances were deepened. To correct these, the Government 
announced a medium-term convergence plan in 1991 — the 
Q2 — which aimed at a sharp reduction in inflation rates 
and a considerable cut in government deficit by 1995. In 
accordance with this plan, the 1992 budgetary stance was 
restrictive, largely due to another increase in taxation. New 
budgetary procedures were able to halt the rise in the 
expenditure to GDP ratio and the government deficit fell to 
nearly 5% of GDP. 

In spite of the persistence and even deepening of macro-
economic imbalances, the Portuguese economy experienced 
rapid GDP growth from 1988 until 1991. GDP growth 
slowed down slightly in 1988 to just below 4%, but 
accelerated again in 1989 to 5,2%. In 1990 the economy 
grew at 4,4% with unemployment falling below 5%. How
ever, GDP growth slowed down substantially in 1991 and 
1992, following the downturn in economic activity in the EC 
and other industrial economies. Inflation had picked up after 
mid-1988, and consumer prices rose by nearly 13% in 1989 
and during most of 1990. The reduction in inflation resumed 
in the second half of 1991 accompanying the slowdown of 
economic activity. 

Table 1 

Main economic indicators 
(*> 

1991 

GDP growth 

Unemployment 

Inflation 

GDP deflator 

Current account 
(%ofGDP) 

Nominal unit labour 
costs (1980=100) 

Interest rates 
deposits 
public debt 

Participation rate 
men 
women 

4,8 

8,0 

16,7 

20,8 

-5,0 

100,0 

19,00 
16,68 

90,8 
54,9 

1,6 

7,7 

20,0 

17,6 

-11,5 

120,2 

19,25 
16,71 

95,2 
62,2 

2,1 

7,5 

22,4 

20,7 

-13,5 

144,0 

21,00 
16,79 

94,3 
60,1 

-0,2 

7,8 

25,5 

24,7 

-7,2 

170,4 

26,08 
19,22 

92,8 
64,5 

-1,9 

8,5 

29,3 

24,5 

-3,0 

201,6 

28,00 
21,50 

87,2 
60,7 

2,8 

8,7 

19,3 

21,8 

1,7 

240,9 

25,08 
20,75 

85,8 
58,8 

4,1 

8,6 

11.7 

20,4 

3,9 

281,6 

17,13 
15,54 

85,3 
58,0 

5,3 

7,2 

9,4 

11,3 

1,2 

317,0 

14,46 
15,02 

71,2 
84,9 
58,4 

3,9 

5,8 

9,6 

11,6 

-2,4 

350,3 

13,21 
13,87 

71,4 
84,5 
59,2 

5,2 

5,1 

12,6 

13,0 

0,4 

384,0 

13,00 
14,74 

71,9 
84,5 
59,7 

4,4 

4,7 

13,4 

14,3 

-0,3 

445,4 

13,58 
15,17 

72,4 
84,9 
60,7 

2,2 

4,1 

11,4 

13,6 

-1,0 

519,0 

14,00 
14,26 

74,0 
85^ 
63,2 

Source: OCDE, IMF, International Financial Statistics. 
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Table 2 
General government indicators, 1980-91 

(as a percentage of GDP) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 

Current receipts 

Current expenditure 

Net borrowing 

Gross public debt 

30,90 32,40 33,40 37,00 34,60 33,40 37,30 36,20 37,60 39,50 38,80 40,00 

33,10 36,60 38,60 41,30 42,60 39,70 40,90 38,90 38,70 38,70 39,90 42,30 

-7,61 -9,30 -10,40 -9,00 -12,00 -10,10 -7,20 -6,80 -5,40 -3,40 -5,50 -6,40 

37,10 47,30 50,70 56,60 62,40 70,90 69,50 72,90 75,20 72,10 68,40 67,40 

Source: EC, Tables on Public Finances. 

Table 3 
Employment in the public sector, 1980-90 

fas a percenUxge of GDP) 

1.985 1989 1990 

1. Government employment (1 000) 
2. As % of total employment 
3. Growth of governmental real wages 
4. Relative growth of government wages 

556,5 577,4 595,6 605,4 614,4 610,1 614,7 628,2 638,1 649,6 667,1 
20,46 20,93 21,48 21,81 22,74 22,95 23,36 23,76 23,90 23,75 23,13 

-1,20a 3,50" 
-1,68a 1,35" 

Source: OECD, National accounts. Banco de Portugal. 
• Average for 1980-84. 
h Avenge for 1985-88. 

3. Detailed analysis of government spending 

Between 1980 and 1990, general government outlays rose by 
over 8% of GDP. This growth mainly reflected the increase 
of current spending, which rose from 31,5% of GDP in 1980 
to almost 41,5% in 1990. On the other hand, capital 
expenditure decreased from 5,4% of GDP in 1980 to 3,6% 
of GDP in 1991, as a result ofthe decrease in capital transfers 
from 1,23% of GDP in 1990 to 0,07% in 1991, after reaching 
a peak of 7,75% of GDP in 1983. Nevertheless, general 
government investment fell by more than half a percentage 
point of GDP over the same period. 

The aforementioned rise in general government's current 
expenditure was the result of a substantial increase in the 
consumption of goods and services, namely reflecting the 
increase in general government employment and wages. 
General government's wage bill grew by 3 percentage points 
of GDP between 1980 and 1993 reflecting both the increase 

in government employment and the growth of government 
real wages after 1985.1 

Government subsidies fell from 4,9% of GDP in 1980 to 
roughly 1,2% of GDP in 1990, reflecting a decrease in the 
degree of government intervention in the corporate sector. 
The weight of government transfers increased throughout the 
decade, especially from 1985 onwards as a result of the 
upgrading of social security benefits and broadening of social 
welfare cover. Current transfers reached over 14% of GDP 
in 1991. In spite of this change, public transfers remain low 
relative to GDP, at least if compared to many other European 
countries. One should notice, however, that a large part of 
health expenditure is not channelled through the social 
security system, which explains part of the difference. In 
addition, good labour-market performance and low levels of 

1 Sources: Banco de Portugal and Séries Longas da Economia Portuguesa, 
DCP, 1992. 
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spending on labour-market programmes have also contrib
uted to relatively low spending on transfers. 

Interest payments increased from 3,1% of GDP in 1980 to 
over 8% in 1990, after reaching a peak of almost 9,75% of 
GDP in 1986, mainly as the result of the increase in 
government debt. The increases of 1990 and 1991 reflect the 
rise in the interest rates on public debt. 

Table 4 presents data on general government spending by 
functional classification for the period 1980 to 1990. The 
weight of defence spending has remained fairly stable, even 
though it has fallen steadily since 1987, reaching 2,24% of 
GDP in 1990. Spending on education accounted for around 
4,5% of GDP throughout the decade. However, spending on 
education is still lagging behind the more advanced OECD 
economies. School enrolment rates have risen rapidly but are 
still considerably lower than the EC average. While the 
number of pupils in primary education has started to fall, 
reflecting demographic trends, the strong rise in expenditure 
on higher education is likely to continue. Health spending 
fell from 4,25% of GDP to 3,65% in 1990. Government 
spending on health represents a lower percentage of GDP 
than in more advanced EC economies, reflecting the gener
ally low-quality level of public health services in Portugal. 

Government spending on social security and welfare grew 
from 1980 to 1990, as a result of a wider coverage of welfare 
programmes and rising social security benefits. Government 
spending on economic services rose between 1980 and 1985, 
from 8,98% of GDP to almost 13%, declining thereafter to 
less than 7% of GDP in 1990. 

Government spending on social welfare in Portugal accounts 
for a much smaller percentage of GDP than in other EC 
countries, where it represents between 20 and 30% of GDP. 
In Portugal, according to the data presented in Table 6, social 
security spending rose from 11,2% of GDP in 1984 to almost 
12,4% of GDP in 1990. Spending on sickness benefits is low 
in comparison with other EC Member States and remained 
fairly constant between 1984 and 1990. Spending on pensions 
is low by EC standards but it has increased steadily since 
1980, largely as the result of the increase in old-age pensions 
as the system covered an ever larger number of people at the 
same time as the benefits per pensioner rose. Spending on 
maternity and family is also relatively small in Portugal and 
has remained fairly stable. Spending on unemployment is 
very low in Portugal in accordance with the fact that 
unemployment rates have stayed low by EC standards and 
also that unemployment benefits per unemployed person 
have been kept at very low levels. Subsidization of housing 
has remained at rather insignificant levels. 

Table 4 

General government spending, functional classification, 1980-90 
fas a percentage of GDP) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 

1. General public services 

2. Defence 

3. Education 

4. Health 

5. Social security and welfare 

6. Housing 

7. Other social services 

8. Economic services 

9. Other functions 

10. Total 

2,49 2,42 2,48 2,23 2,27 2,32 2,99 3,07 2,87 3,14 3,88 

2,89 3,33 3,21 2,37 3,11 2,92 3,08 3,30 3,16 2,76 2¿4 

4,45 4,61 4,56 4,67 4,56 4,53 4,67 4,15 4,64 4,38 4,78 

4,25 4,54 3,94 3,47 3,44 3,93 3,82 3,51 3,74 3,63 3,65 

9,91 10,13 10,73 10,69 10,66 10,51 10,68 11,30 10,20 10,60 10,45 

1,43 1,10 1,29 0,89 0,75 1,81 1,65 0,90 0,80 0,82 0,70 

0,37 0,42 0,48 0,43 0,48 0,56 0,59 0,60 0,58 0,57 0,61 

8,98 10,18 9,15 14,21 12,18 12,94 7,53 6,26 6,43 6,50 6,90 

2,15 5,07 7,13 7,93 6,87 3,80 8,84 10,36 11,06 9,00 9,38 

36,91 41,79 42,96 47,88 44,32 43,32 43,87 43,45 43,48 41,40 42^9 

Source: OECD, National Accounts, Ministry of Finance. 
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Table 5 
General government spending, economic classification, 1980-91 

fas a percentage of GDP) 

Current expenditure 
Consumption of goods and services 
Subsidies 
Interest payments 
Current transfers 

Capital expenditure 
Investment 
Capital transfers 

Total expenditure 

1980 

31,53 
12,85 
4,85 
3,13 

10,70 

5,38 
4,15 
1,23 

36,91 

1981 

36,65 
14,50 
5,51 
5,13 

11,51 

5,14 
4,22 
0,92 

41,79 

1982 

36,17 
14,93 
4,30 
5,29 

11,65 

6,79 
4,32 
2,47 

42,96 

1983 

36,29 
15,14 
3,99 
6,14 

11,03 

11,59 
3,85 
7,74 

47,88 

1984 

38,53 
15,03 
4,27 
8,20 

11,03 

5,79 
3,22 
2,57 

44,32 

1985 

39,43 
15,52 
3,61 
9,34 

10,97 

3,89 
3,09 
0,80 

43,32 

1986 

40,44 
15,36 
2,97 
9,68 

12,43 

3,44 
3,26 
0,18 

43,87 

1987 

39,11 
15,22 

1,90 
8,75 

13,23 

4,34 
3,30 
1,03 

43,45 

1988 

39,02 
16,03 

1,82 
7,79 

13,37 

4,46 
3,61 
0,85 

43,48 

1989 

37,39 
15,99 
1,47 
7,07 

12,86 

4,01 
3,43 
0,58 

41,40 

1990 

39,10 
16,62 

1,24 
8,09 

13,15 

3,49 
3,40 
0,09 

42,59 

1991 

41,41 
17,53 
1,21 
8,38 

14,29 

3,60 
3,53 
0,07 

45,01 

Source: OECD, National Accounts. 

Table 6 
Detailed analysis of social welfare expenditure, 1984-90 

fas a percentage of GDP) 

1984 1985 1986 1987 1988 1989 1990 

1. Health 
la Sickness 
lb,c Other 

2. Pension schemes 
2a Old-age 
2b Survivors' 

3. Maternity and family 
3a Maternity 
3b Family 

4. Unemployment 
4a Placement, guidance, resettlement 
4b Unemployment 

5. Housing and miscellaneous 

6. Total 

1,95 
0,66 
1,29 

2,62 
2,07 
0,55 

0,70 
0,68 
0,01 

0,31 

1,84 
0,62 
1,23 

2,65 
2,09 
0,56 

0,63 
0,62 
0,13 

0,36 

1,78 
0,59 
1,20 

2,75 
2,19 
0,57 

0,67 
0,66 
0,01 

0,40 

1,95 
0,70 
1,25 

2,90 
2,32 
0,59 

0,74 
0,73 
0,01 

0,38 

2,01 
0,73 
1,28 

3,04 
2,39 
0,64 

0,71 
0,69 
0,01 

0,31 

1,99 
0,74 
1,25 

2,94 
2,34 
0,60 

0,66 
0,64 
0,01 

0,29 

1,99 
0,74 
1,26 

3,25 
2,60 
0,65 

0,62 
0,60 
0,01 

0,32 

0,31 0,36 0,40 0,38 0,31 0,29 0,32 

0,00 0,00 0,00 0,00 0,00 0,00 0,00 

11,16 10,95 11,22 11,96 12,14 11,75 12,36 

Source: Anuário Estatístico da Segurança Social, 1992. 
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4. Detailed analysis of government revenues 
The revenue side of the budget has contributed positively to 
the evolution of Portugal's public finances throughout the 
1980s. Total tax revenue increased from 28,7% of GDP in 
1980 to 35,6% in 1991. This section considers some trends in 
major taxes in greater detail. Table 7 presents an analysis of 
government revenue according to the mobility ofthe tax base. 

Taxes on corporate profits, which accounted for 1,8% of 
GDP in 1980, amounted to more than 3% of GDP in 1991. 
As we have already mentioned, corporate income taxation 
was the object of a profound reform, made effective in 1989. 
Since then, income from corporations has been subject to a 
single income tax — the IRC — whereas, previously, 
corporate income was subject to an 'industry tax' which 
varied between 30 and 35% and the global income tax, which 
varied between 0 and 12%. Additionally there existed a local 
tax of up to 10% of the 'industry tax'. The new corporate 
income tax taxes income from legal entities with headquarters 
in Portugal, regardless of where the income is generated, at a 
rate of 36,5%, but with some exceptions. After the reform, it 
was maintained as a local tax of up to 10% of the amount 
paid as corporate income tax. The tax reform on corporate 
income taxation has increased the government's ability to 
collect revenues from corporations, notably because it al
lowed for more effective tax monitoring.1 

Taxes on the income of individuals accounted for 3,8% of 
GDP in 1980 and almost doubled in 1991, reaching 6,3% of 
GDP. Personal income taxation was also subject to reform in 
1989. Prior to that date, income tax consisted of a collection 
of partial taxes according to the source of income (labour, real 
estate, industrial and agricultural activity, capital income), as 
well as a global income tax. The new tax — the 1RS — has 
a base which includes all residents' incomes regardless of 
their source; as for non-residents, only the income originating 
from domestic economic activity is included. The number of 
tax brackets and the difference between the minimum and 
maximum tax rates were greatly reduced.2 In addition the 
number of tax exemptions and,fiscal privileges was greatly 
reduced.3 This, together with a new, broader definition of 

The sharp increase ¡n the corporate tax revenue in 1989 overestimates 
the effects in tax reform, since there was an overlap of corporate income 
tax payments on that year. 
The highest rate is now 40%. 
This reduction of tax exemptions and fiscal privileges was most important 
regarding public servants' personal income. Their income was not taxed 
prior to the reform, and is now taxed in accordance with the general law. 
This has contributed to a significant widening of the tax base. There are 
still, however, a number of tax exemptions and fiscal privileges: some 
tax capital income originating in the tax havens of Madeira and Santa 
Maria (Azores) are tax exempt; pensions income is partially tax exempt; 
various deductions are allowed for income invested in home purchase 
savings accounts, retirement plans and retirees' savings accounts; and 
capital gains on the sale of bonds and shares in investment funds are 
also exempt. 

income has contributed to a significant widening of the tax 
base. In addition, fiscal reform led to an increase of average 
tax rates on personal income (some important deductions on 
taxable income were disallowed). The combination of these 
two effects (wider base and higher average tax rates) has 
increased the government's ability to collect tax revenues 
from personal income. 

The weight of social security contributions showed 
little change between 1980 and 1991. Social security 
contributions amounted to about 8,5% of GDP in 1980 and 
rose to 9,8% of GDP in 1991. Contrary to other forms of 
direct taxation, social security contributions were not the 
object of fiscal reform, although they have been subject to 
some minor adjustments. They are an important source of 
tax revenue and substantially increase the marginal tax rate 
on labour income.4 

Indirect taxes were also subject to reform in Portugal. With 
Portugal's entry into the EC in 1986, Portuguese authorities 
were faced with the need to change the prevailing system of 
indirect taxation. VAT was introduced in January 1986, 
replacing the old sales tax on the transactions between 
wholesalers and retailers. The specificities of VAT ensured a 
better control on fiscal evasion, which was one of the major 
shortcomings of the old sales tax. On the other hand, the 
tax base grew substantially once services revenues were 
incorporated into the tax base — they were exempt from any 
form of indirect taxation before VAT introduction — and 
with the redefinition of the tax base. In 1991 VAT revenues 
represented almost 7% of GDP. 

Apart from the introduction of VAT, there was no other 
fundamental reform of indirect taxation. Besides VAT, 
indirect taxation in Portugal consists of taxes on some 
specific goods — the taxes on petrol, tobacco, alcoholic 
drinks and cars being the most relevant. Total taxes on goods 
and services, which accounted for 12,9% of GDP in 1980, 
represented almost 15% of GDP by 1991. 

Taxes on property have traditionally represented a very small 
share of total taxation. After increasing throughout the 1980s, 
they still amounted to less than 1% of GDP in 1991. 

The effective marginal tax rate on labour income (including social 
security contributions) varies between 39 and 57% for regular employees 
and between 28 and 49% for the self-employed. 
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Table 7 
Breakdown of taxes according to degree of mobility of tax base, 1980-91 

(os a percentage of GDP) 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

Taxes on corporate profits 

Taxes on goods and services 
2.1. VAT 
2.2. Excise duties 
2.3. Other taxes 

Taxes bearing on use of labour 
3.1. Social security contributions -

employees 
3.2. Social security contributions -

employers 
3.3. Social security contributions -

self-employed 
3.4. Other taxes 

Taxes on income of individuals 

Taxes on property 

Miscellaneous 

Total tax revenue 

1980 

1,8 

12,9 

4,7 
8,2 

9,2 

3,2 

5,1 

0,2 
0,7 

3,8 

0,4 

0,6 

28,7 

1981 

2,1 

13,3 

4,6 
8,8 

9,1 

3,4 

5,5 

0,2 

4,7 

0,5 

0,8 

30,4 

1982 

2,1 

13,4 

4,8 
8,6 

8,8 

3,3 

5,2 

0,3 

3,4 

0,5 

3,0 

31,1 

1983 

2,0 

14,4 

5,6 
8,9 

8,5 

3,3 

5,0 

0,3 

3,9 

0,6 

3,5 

32,9 

1984 

2,1 

14,0 

5,5 
8,6 

8,3 

3,3 

4,7 

0,3 

4,0 

0,6 

3,2 

32,2 

1985 

1,9 

13,5 

5,1 
8,4 

8,2 

3,2 

4,7 

0,3 

5,7 

0,6 

1,7 

31,6 

1986 

2,0 

15,2 
5,5 
5,3 
4,4 

8,5 

3,1 

5,1 

0,3 

5,6 

0,6 

1,5 

33,4 

1987 

2,0 

15,5 
6,6 
5,5 
3,4 

8,9 

2,9 

5,6 

0,4 

3,8 

0,6 

0,8 

31,5 

1988 

1,9 

16,7 
7,0 
5,3 
4,4 

9,3 

3,2 

5,7 

0,4 

5,1 

0,7 

0,9 

34,6 

1989 

3,8 

15,8 
7,1 
5,0 
3,7 

9,2 

3,3 

5,6 

0,3 

5,2 

0,5 

0,6 

35,1 

1990 

2,9 

15,2 
6,8 
4,8 
3,6 

9,6 

3,5 

5,7 

0,4 

5,5 

0,8 

0,8 

34,8 

1991 

3,2 

14,9 
6,8 
5,0 
3,1 

9,8 

3,6 

5,8 

0,4 

6,3 

0,9 

0,5 

35,6 

Source: Revenue Statistics of OECD Member Countries 1965-1989, Paris, 1990; Revenue Statistics of OECD Member Countries, 1965-1990, Paris, 1991. 

5. Budgetary processes 

The government sector in Portugal consists of the central 
government, local governments, the autonomous regions of 
Azores and Madeira and the social security system. While 
autonomous in their financial decisions, municipalities have 
to respect strict budgetary laws: current expenditure ought 
not to exceed current receipts, and expenditure on wages 
should not exceed three quarters of current receipts of the 
previous year. Medium- and long-term borrowing is only 
permitted for investment purposes, and local government 
debt is small (around 1% of total government debt in 1991). 
Local government receipts include local taxes (a little over 
25% of total local revenues in 1991), transfers from higher 
levels of government and revenues from user charges (around 
10% of total revenues). Local direct taxes stem mostly from 
property taxes and a surcharge on business taxes (up to a 
maximum of 10%); indirect taxes are related to VAT receipts 
from tourism. Transfers from the State budget, which depend 
upon VAT receipts, are according to a formula including 
population, area size, dwellings, basic needs and fiscal 
receipts per capita. The size of local government is very 

small. While the government claims to be committed to a 
devolution of tasks to local authorities, the fact is that 
expenditure by lower levels of government accounted for 
around 10% of total expenditure in 1991, which is very small 
even for a unitary State. 

The autonomous regions of Azores and Madeira have then-
own regional budgets. Regional governments are auton
omous in the sense that they have planning autonomy. Their 
revenues result from transfers from the central government, 
user charges and also a share of locally-collected taxes. 
Although initially there were no restrictions on borrowing, 
as a result of their unsustainable increasing degree of 
indebtedness during the 1980s, their borrowing is currently 
regulated by agreements signed with the central government. 

There is a significant degree of government intervention in 
the private sector through an array of subsidies and tax 
privileges, although aid to industry has been progressively 
cut back since the mid-1980s. The State enterprise sector is 
still rather extensive, in spite of an ambitious privatization 
programme set forward in the late 1980s. In 1992, non-
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financial State-owned companies still represented 10,2% of 
total value-added and 3% of total employment, down from, 
respectively, 12,4% and 3,4% in 1989. In addition to State 
provision of electricity, gas, fixed-linked and mobile (one 
out of two operators) telephone services, State companies are 
also involved in other sectors, namely, banking, insurance, 
oil-refining, steel, and transport. 

The target for budgetary policy of central government is a 
sustained reduction of both the deficit-to-GDP ratio and the 
debt-to-GDP ratio in accordance with the need to satisfy the 
Maastricht criteria. Additionally, the central government sets 
a target in terms of its nominal total expenditure excluding 
interest payments. It should be noted, however, that these 
targets are set in the so-called convergence programmes, 
which do not necessarily accompany each budget's presen
tation and should be taken only as reference frameworks. 
The most recent of these programmes was made public in 
October 1993 and sets objectives on average terms until 
1999, for both the debt-to-GDP ratio, the deficit-to-GDP 
ratio and the ceiling for nominal expenditure excluding 
interest payments. Multi-annual budget plans or targets do 
not exist other than in these programmes although each 
budget does include indicative projections for specific pro
grammes and projects. 

In terms of transparency, the Portuguese budget fairs reason
ably since the information on the government's loans is not 
fully provided. The linkage to national accounts, although 
possible, is not provided in the budget proposal. The budget 
contains a breakdown of expenditure both by functions and 
administrative responsibility. It also contains a breakdown of 
total revenues by source. There is also a large number 
of autonomous funds and departments whose budgets are 
presented separately to parliament or whose budgets are only 
subject to government authorization. The budget is presented 
on a cash basis. 

As to the parliamentary process, there are no restrictions on 
amendments by parliament, in the sense that there are no 
restrictions on to their number and also that they do not need 
to be offset. There is a global vote on the budget after general 
debate. The parliament is subject to an explicit time limit by 
which the budget must have been passed. 

Expenditure in the State sector is audited by a separate body 
while the finance ministry has to record spending on a 
monthly basis. Budget changes (notably spending overruns) 
require a supplementary budget to be passed under the 
same regulations as the ordinary budget. Transfers between 
departments are allowed subject to parliament's approval. 
Carry-over of expenditure is limited (it may be authorized 
for investment plans and autonomous or social security funds 
by the budget law). 

6. Recent developments 

In the years before 1992, the tightening of monetary policy 
was not accompanied by an equally tight fiscal policy. Given 
the relatively limited success in slowing down inflation, this 
policy stance changed in 1992. A renewed emphasis on 
expenditure control and tax increases led to a restrictive 1992 
budget. In line with the convergence programme Q2 in 
1992 the Government aimed at a nominal spending target, 
excluding debt-interest payments. The target was set at ESC 
2,7 trillion for the State and ESC 4,6 trillion for the public 
sector as a whole. The general government deficit (on a 
public accounts basis) was projected to fall from 6,4% of 
GDP in 1991 to about 5,2% of GDP in 1992. The 1992 
spending target aimed at stabilizing the expenditure-to-GDP 
ratio with the deficit reduction largely achieved by further 
increasing the tax burden. 

Indirect taxes increased in 1992 in line with the harmo
nization of the Portuguese tax code with EC initiatives. 
Goods and services which benefited from a zero-rating 
became taxed at 5%, the European Union's minimum rate. 
On the other hand, goods previously taxed at 8% became 
taxed at either the minimum rate or the standard rate, which 
was lowered from 17% to 16%. Direct tax brackets and tax 
allowances and deductions were raised by about one half of 
the rate of increase of income, boosting direct tax receipts. 

The 1993 budget, officially based upon projections of output 
growth of 3%, aimed at reducing the overall deficit to 4,2% 
of GDP. This target was broadly in line with the Q2 
convergence programme, which envisaged an average budget 
deficit of 3% of GDP over the 1993 to 1995 period. This 
was the second budget based on the non-accommodation 
principle, implying a binding ceiling on non-interest expendi
ture in nominal terms of ESC 3,1 trillion for the State and 
ESC 5,3 trillion for the general government on average 
between 1993 and 1995. For 1993, the corresponding values 
were ESC 2,9 trillion and ESC 5,1 trillion. This expenditure 
ceiling for 1993 implied no change in real terms for the State 
and a small increase for the general government. Total 
revenues were projected to increase somewhat more than 
expenditure but still less than GDP. 

Although projections pointed to a sluggish revenue increase, 
tax collection in 1993 has in fact been significantly below 
initial projections. The recent developments in the econ
omy— GDP will probably fall in real terms in 1993, an 
increase in tax evasion regarding indirect taxation and poor 
predictions regarding the impact of the single market on tax 
revenues, amongst other causes — led to a very substantial 
fall in government revenues. The overall deficit is projected 
to rise to almost 8,3% of GDP leading to a noticeable leap in 
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the debttoGDP ratio. Government was forced to present a 
supplementary budget to Parliament in October. 

7. Margin for budget consolidation 

As shown in Section 2, the Portuguese success in reducing 
publicsector imbalances is limited. From 1980 to 1990, 
general government outlays as a share of GDP rose by more 
than 8 percentage points, mainly reflecting the increase in 
current spending. The revenue side of the budget made a 
positive contribution to the reduction of the fiscal deficit 
with total tax revenues rising from 28,7 of GDP in 1980 to 
almost 36% of GDP in 1991. ' The debttoGDP ratio, which 
stood at 37,1% of GDP in 1980, rose to more than 75% of 
GDP in 1988, declining thereafter to nearly 64% of GDP in 
1992. In spite of this progress, the overall deficit was still 
5,2% of GDP in 1992 and is expected to have reached 8,3 % 
ofGDPinl993. 

Since 1992, that expenditure control has been elected as the 
centrepiece of the Government's strategy to reduce the 
budget deficit. Expenditure growth was rapid in the years 
prior to 1992, despite several earlier reforms aiming at a 
better use of government resources. More recently, the 
Government reformed budgeting procedures and proposed 
some changes to local government activities. In addition, 
there is widespread consensus on the need to reform the 
health care and the social security systems. The Government 
has also started to privatize the large Stateowned enterprise 
sector. Privatization proceeds have been partially allocated 
to public debt repayment, thereby reducing interest payments 
on public debt. The privatization programme, initiated in 
1989, provided total revenues of almost ESC 600 billion up 
to the end of 1992, which, on average, amount to roughly 
1,5% of GDP. Over the same period, almost ESC 400 billion 
were allocated to public debt repayment.23 There are still 
possibilities for further privatization of the cement, oil, and 
banking industries as well as transportation and telecommuni
cations. The most optimistic projections estimate a present 
value of almost ESC 500 billion of privatization proceeds 
until 1999. It should be noticed, however, that, according to 
current rules, only part of this (roughly 60%) will be used for 
public debt repayment. 

While the size of the budget deficit was the major fiscal 
target in previous adjustment programmes, a spending target 
(excluding interest payments) has been added to the Q2 
convergence programme and again to the recentlypresented 
revised programme. It should be noticed however, that the 
spending ceilings, which were set for the first time for 1992, 
still represented a nominal increase in spending of more than 
15%. In addition, it is worth noting that these spending 
targets were not met in 1992 and again in 1993. The new 
convergence programme calls for a very tight control of 
government spending but accommodates previous spending 
overruns. To avoid new spending overruns will require not 
only renewed attention to the control, amongst other things, 
of the social security system, the security system of public 
servants (Caixa Geral de Aposentações) and the national 
health service, but also some changing of rules and pro
cedures regarding these entitlements.4 

The progress in expenditure control will have to be ac
companied by a good performance in terms of revenues, 
since the new programme calls for a positive, but low, 
primary surplus (on average) for 1995 to 1999 and also for a 
reduction of the public debttoGDP ratio to an average value 
of roughly 60% of GDP over the same period. Nevertheless, 
it should be noted that, given the optimistic assumptions 
regarding privatization revenues contained in the programme 
and the notsostringent requirements for the primary bal
ance, the chances of satisfying the Maastricht criteria will, to 
a great extent, depend upon interest rate behaviour. In other 
words, a higher than projected interest rate path may prove 
the primary balance targets to be inadequate. In fact, it is a 
well known result that to achieve a negative primary gap 
— which, given the starting point, is a precondition to meet 
the Maastricht Treaty requirements — having a primary 
surplus is not a sufficient condition. Let b represent the 
debttoGDP ratio, d the primary deficit, ρ the ratio of 
privatization revenues allocated to public debt repayment 
over GDP, η the nominal growth rate and i the nominal 
interest rate. We can now write the primary gap as: 

b = (i  n)b + d  p. 

This equation shows that when the assumptions regarding 
both (in)B and ρ are too optimistic, the targets set for d may 
turn out to be insufficient.5 

In addition, it cannot be ignored that, in the case of Portugal, 
the process of financial integration has affected the revenue 

We should note that this increase is partially explained by the effects of 
fiscal reform, notably the taxation of public servants' wages and salaries, 
and the taxation of interest on public debt. 
See Gaffep (1993), pp. 106107. 
Other operations which were not accounted as privatizations should be 
considered as such. The sale of Pego power plant by governmentheld 
EDP for ESC 150 billion is just an example. 

Spending by local authorities is a minor problem in Portugal since their 
ability to spend and contract debt is fairly limited. 
In addition, notice that the public debt to GDP ratio increased from 64% 
in 1992 to almost 67% in 1993 and is expected to reach over 70% at the 
end of 1994. We should also mention that this problem will be mitigated 
by the recent upward revision of GDP. 
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side of the budget, since the government can no longer resort 
to the inflation tax and other types of taxation of fiscal 
intermediation (see, for example, Beleza and Macedo 
(1988)). It is well known (for example, in Gaspar and 
Macedo (1990)), that in a country like Portugal, the decrease 
in inflation to ensure nominal convergence has reduced 
average seignorage revenues. Furthermore, the increase in 
capital mobility, the competition in financial services and the 
improvement in the efficiency of the financial system, 
together with the effects of nominal convergence, should 
have required additional budgetary restraint.1 

In any case, a better assessment of the margin for budget 
consolidation given the need to meet the criteria set at 
Maastricht, requires a more detailed analysis of the available 
options on both sides of the budget, i.e. an analysis of the 
scope for increasing tax revenues and/or reducing outlays, 
given economic, legal, institutional and political factors. To 
evaluate Portugal's ability to comply within the time re
straints with the reference values for its public debt and 
deficit, it is important to evaluate all the options available to 
policy-makers to manipulate the budget deficit/surplus. To 
do so we will look into the possibilities to increase tax 
revenues and/or decrease government outlays, by explicitly 
considering the policy actions available for each revenue and 
expenditure category together with an appraisal of the 
expected changes due to 'exogenous' factors (i.e. those not 
directly resulting from the action of policy-makers). 

7.1. Scope to increase revenues 

In the EC, the free circulation of capital, goods and individ
uals promotes a great deal of tax competition among Member 
States. Tax competition may exacerbate the efficiency costs 
associated with high and differentiated marginal tax rates. At 
identical tax rates, tax competition also occurs through 
variations in the definition of the tax base and, given identical 
tax rates and tax bases, tax competition can still occur 
through differences in enforcement. In addition, fiscal com
petition must be evaluated by simultaneously accounting for 
tax rates and other fiscal incentives (either subsidies and/or 
public expenditure). On the other hand, cooperation among 
different fiscal authorities may allow for increased collecting 
ability since it may reduce the possibilities for tax evasion. 
For countries like Portugal, this seems to be particularly 
important regarding VAT and the taxation of savings. 

Even though tax revenues represent a smaller percentage of 
GDP than in more advanced EC economies, the scope to 
increase tax revenues in Portugal is somewhat limited after 
the implementation of both direct and indirect taxation 
reform. As shown in previous sections, direct taxation reform 
increased the government's ability to collect tax revenues 
from both individuals and corporations. If we compare the 
revenues from both personal income and corporate income 
taxation after and prior to the reform, we conclude for 
an improvement on the tax collection ability. Regarding 
corporate income taxation, fiscal reform eliminated a vast 
array of fiscal incentives which, in turn, reduced the number 
of loopholes. The only existing investment incentives are 
financial incentives and accelerated depreciation schemes. 
Nevertheless, the Government may still increase its ability to 
collect revenues by eliminating some of allowed deductions 
for both individuals and corporations. The 1993 supplemen
tary budget and the 1994 budget proposal already predict the 
elimination of some of current tax deductions. Regarding 
personal income taxation, an increase in rates or an income-
generating redefinition of tax brackets, although technically 
possible does not seem likely, given its political implications 
and the increased monitoring ability it will necessarily re
quire. 

Tax rates on corporate profits are similar in Portugal and 
Spain (35%) but the highest marginal rate on personal income 
is substantially higher in Spain (56%). However, as we have 
mentioned before, political conditions in Portugal do not 
seem to be compatible with an increase in its highest marginal 
rates. In a country like Portugal, increasing even more the 
highest marginal rates on personal income would probably 
have little consequence in terms of increasing government 
revenues at an enormous political cost.2 

Table 8 summarizes oui assessment of the contribution of 
the various revenue categories to budget consolidation in 
Portugal (see box). Regarding personal income taxation, we 
conclude there is some room for improvement. Even though 
the pressures of fiscal competition and public opinion will 
limit the degree of improvement, curbing tax avoidance and 
reducing some exemptions may lead to an overall positive 
contribution to reducing public deficits. The same applies to 
direct taxes on corporate profits, which may generate higher 
revenues if some of the prevailing deductions are eliminated 
and enforcement improved. Its dependence on the economic 

Seignorage revenues were around 8% of GDP in 1984 when other 
implicit taxes on financial intermediation amounted to more than 3% of 
GDP (Matos (1990)). Both have sharply declined in the late 1980s. 

In spite of recent efforts, the ability to monitor the revenues of richer 
individuals is very limited in Portugal. On the other hand, the free 
mobility of factors at the EC level diminishes the effectiveness of tax 
rate manipulation. It also happens that the Supplementary Budget for 
1993 already eliminated or reduced some important deductions and 
exemptions. It addition, we should keep in mind that the 1RS is 
basically a tax on dependent labour income thereby limiting the political 
opportunity of increasing tax rates. 
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cycle and, again, the pressures from fiscal competition, 
clearly limit the aptitude of corporate profit taxation as a 

device to increase revenues, but there is some room for 
improvement. 

Box: Evaluation of contributions to budget consolidation 

Tables 8 and 9 present, respectively, the possible contribution of 
various revenue sources and spending categories to budget 
consolidation, in a horizon of two to three years. Budget 
consolidation resulting from discretionary measures are dis
tinguished from those arising from exogenous factors. With 
regard to government revenues, these exogenous factors may be 
the result of, amongst other things, changes motivated by the 
economic cycle, demographic changes or restrictions imposed 
upon each country by tax competition. Regarding government 
expenditure, the exogenous factors considered are mostly the 
result of changes in demography. In addition to these factors, 
the assessment of existing possibilities for budget consolidation 
has also been constrained by political factors, notably the inertial 
factors resulting from previous commitments and our assessment 
ofthe political willingness to take certain discretionary measures. 
In the light of this, we outlined, for the various sources of 
government revenue and expenditure categories, an array of 
discretionary measures which may lead to the improvement of 
Portugal's public accounts. 

Regarding tax revenues, we point out the positive contribution 
of better enforcement, namely in the personal and corporate 
income taxes, the value-added tax and, to some extent, the social 
security contributions. With respect to the taxation of property, 
we indicate the possible (although politically costly and, in some 
cases, technically difficult) gains from asset revaluation. The 
implementation of user fees for health services and education 
are also additional sources of government revenue as well as the 
proceeds from privatisation. We classify each revenue category 
with pluses and minuses: a plus (minus) indicates a positive 
(negative) contribution to budget consolidation of the revenue 

ratio resulting from relevant automatic and/or discretionary 
policy changes; the single and double plus (minus) signs are 
used to indicate the relative importance of the contributions. 
Combining the effects of both exogenous factors and discretion
ary measures we conclude for the possibility of positive contri
butions to reducing public deficits, arising from the revenues 
generated by the personal income tax, the corporate income tax, 
the value-added tax, excise duties, taxes on property and taxes 
on the use of labour. 

The ongoing reforms of public administration are expected to 
contribute to the decrease of spending pressures in most areas. 
There is also scope for further privatization, which will in tum 
result in less spending on some economic services, namely 
public utilities and transportation. We classify each functional 
expenditure category with pluses and minuses: a plus (minus) 
indicates a positive (negative) contribution to budget consoli
dation of the revenue ratio resulting from relevant automatic 
and/or discretionary policy changes; the single and double plus 
(minus) signs are used to indicate the relative importance of the 
contributions. Again, combining the effects of both exogenous 
factors and discretionary measures we conclude that there is the 
possibility of positive contributions reducing public deficits 
from expenditure cuts in the areas of general public services, 
economic services, recreational religious and cultural affaires 
and in the residual category 'other functions'. 

Our assessment of possible contributions to budget consolidation 
depends mostly upon the success of measures leading to greater 
efficiency of tax collection and monitoring procedures and the 
success of the administrative reform, the reform of local 
government, the reform of the welfare system and the reduction 
of government involvement in providing economic services. 

Indirect taxes increased substantially in 1992, reflecting 
harmonization of the Portuguese tax code with EC 
initiatives. Goods and services which benefited from a 
zero-rating became taxed at 5%; goods taxed at 8%, 
became taxed at either 5% or at the standard rate, which is 
16%. Even though the standard rate is only 1% above the 
Community's minimum standard rate, it is still higher than 
Spain's standard rate (which is currently set at 15%), 
implying that the opportunities to increase VAT revenues 
are not unlimited. The contribution of VAT revenues to 
budget consolidation will have to come from an enlarge
ment of the tax base, which can be widened if many 
transactions which currently go unreported become properly 
accounted for, i.e. it is a case where better enforcement 
will allow for an increase of the tax base, which will in 
turn result in higher revenues. On the other hand, applying 
the standard rate to more categories of goods and services 

should not be discarded as an option that could lead to 
substantial increases in tax revenues. 

There is also scope for revenue-increasing measures regard
ing other indirect taxes, such as the ones on tobacco and 
alcoholic beverages.1 Optimal taxation results indicate that 
tax rates should be higher on goods with more inelastic 
demands, such as alcohol and tobacco. Even though tax 
competition will limit the extent to which tax rates on these 
goods can be raised, there is still some room for raising tax 
revenues from increasing tax rates on both these goods. Tax 
rates on cars and petrol are already amongst the highest in 

Taxes on alcoholic beverages are up to ESC 3 710 per hi. The tax rate on 
tobacco will be set at 56% for 1994, plus an additional surcharge of ESC 
1 452 per 1 000 cigarettes. 
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the EC, thus limiting its future role in increasing government 
revenues. The stamp tax is an economic anachronism and is 
likely to lose its role as an important source of government 
revenue.1 

Revenues from social security contributions of both em
ployers and employees could be increased through better 
enforcement, although its total effect would not be substantial 
since the ability to tax dependent labour is already very 
high.2 Within the general guidelines of the prevailing system, 
this could be coupled with a redefinition of rules leading to 
the widening of the tax base.3 One should note however, that 
while these measures could positively contribute to budget 
consolidation in the short-medium term, they cannot be seen 
as a means to rebalance the Portuguese social security system 
in the long run. Contrary to the 1980s when revenue growth 
proved enough to finance the social security system,4 the 
Portuguese pension system ran a sizeable deficit in 1993 
(over ESC 200 billion) while the system for public servants 
registered a deficit of over ESC 140 billion.5 Borges and 
Lucena (1989) found that, assuming constant contribution 
rates, eligibility criteria and indexation of pensions to price 
developments, the deficit of the social security system 
(including pensions, family allowances and spending related 
to the labour market) would begin rising rapidly within 
the next five to six years, with debt accumulating at an 
unsustainable rate. The magnitude of recent developments 
and the results of these simulations and others (for example, 
those in OECD, Economic Surveys, Portugal, 1993) call for 
the need to reform the system in its current shape. 

Taxes on property could also raise higher revenues, mostly 
through asset revaluation. This could be particularly effective 
as a revenue-increasing measure regarding property but 
would certainly involve an enormous political cost.6 

As in other Member States, the ability to raise revenues could 
be greatly improved by diminishing the weight of the 
informal sector and by improving the ability to detect 

This tax, which is expected to generate over ESC 200 billion in revenues 
in 1994, is a transaction tax on many banking operations and ad valorem 
on wages and salaries. 
This is not contradictory to our previous claim regarding the possibility 
of increasing the tax base on personal income. This increase in revenue 
would come essentially from independent labour and what is today the 
informal sector. 
Today's rules allow certain types of strategic behaviour to hamper the 
system's ability to raise revenues. For example, calculating pensions on 
the basis of the income of the last five years prior to retirement may 
promote the under-reporting of younger people. 
OECD, Economic Surveys, Portugal, 1993. 
Contribution rates for public servants were increased at the beginning 
of 1994. 
Its feasibility would also imply further liberalization of the housing 
market. Since property revenues are partially frozen, a substantial 
increase in effective property taxes would almost certainly lead to 
generalized bankruptcy. 

and avoid illegal tax evasion.7 Avoiding tax evasion will 
necessarily imply, amongst other things, better monitoring of 
revenues at their source and the gradual elimination of the 
informal sector. 

The government has also started to take steps to increase its 
non-tax revenues. It has recently passed a law updating the 
level of tuition payments for higher education (tuition at 
State universities had been kept frozen in nominal terms 
since the 1940s) and there is room for increasing user charges 
in the national health service. The government has often 
stated its willingness to charge users for many of the services 
it now freely provides. 

7.2. Scope to reduce expenditure 

Several reforms have been envisaged to improve the control 
of government expenditure. Among those one could mention 
administrative reform, the reform of local government, the 
reform of the welfare system and the reduction of the 
government involvement in the business sector. 

Since 1987 several steps have been taken aiming at a better 
monitoring of the growth of government expenditure and a 
better allocation of resources. It has been emphasised that 
there is a need for improved responsiveness by the public 
administration, highlighting the possibilities for improving 
the quality of service and for the rationalization of structures 
and procedures. To this end, a commission was created to 
carry out a qualitative and quantitative analysis of the public 
sector and to recommend initiatives that would improve 
service levels and decrease costs. It should also identify 
activities suitable for privatization. In the domain of budget
ing procedures, the old system of a priori monitoring has 
been gradually replaced by a system of a posteriori control 
which gives autonomy to departments in the allocation of 
voted expenditure. Under the new procedures, accounting is 
based on commitments. Complemented by cost-accounting, 
these rules strengthen the control of public expenditure. In 
addition, the government has started the identification of 
areas of excessive manpower and has already started trim
ming its number of employees. There is, however, room for 
much deeper cuts in personnel. The number of public 
servants increased throughout the 1980s to reach more than 
667 000 in 1990. There is a widespread consensus that 
this number is excessive given current levels of public 
administration activity. In addition, in recent years, their 
wages and salaries increased substantially: government ex
penditure on wages and salaries increased by 26,4% in 1991 

7 There are estimates of the size of the informal sector that point to around 
15% of GDP. 
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and 19,5% in 1992, reaching roughly one third of current 
government expenditure in 1992.1 

Table 9 considers the contribution of various functional 
expenditure categories to budget consolidation. The above-
mentioned reforms are expected to lead to a reduction of 
public expenditure on general public services. The ongoing 
restructuring of Portugal's armed forces is expected to 
contribute to lower levels of defence expenditure in the long 
run. However, in the next two to three years, spending on 
equipment is expected to increase.2 Increasing (although still 
low) crime rates will almost certainly require higher spending 
on public order and safety, which is expected to contribute 
negatively to budget consolidation within the next few years.3 

The welfare system in Portugal comprises the social security 
system (largely transfer payments), the national health ser
vice (mainly included in government consumption) and the 
welfare payments to civil servants. Notice that the somewhat 
rapid rise in total welfare payments from 1985 to 1992 came 
at a time when unemployment rates declined from 8,5% in 
1985 to almost 4% in 1992.4 Health expenditure rose broadly 
in line with GDP from 1985 until 1990, but underwent a 
steep increase in the last three years, reflecting the impact of 
the Government's pay reform and the increase in the number 
of health professionals in the national health service. The 
public health care system benefited from sizeable transfers 
in 1993 and the Government has opened negotiations in 
order to curb future cost pressures. Reform seems imperative 
and will probably feature the establishment on a broader base 
of the alternative private system and an increase in user fees 
within the public system. 

Demographic changes will cause additional pressure on 
health spending, especially with the elderly. Although a 
better allocation of resources may promote some savings, 
the need to improve service levels and medical coverage, 
especially in rural areas, will require higher expenditure. It is 
therefore reasonable to expect additional spending pressures 
on health in the short and medium term. 

The old-age pension system also needs reform. Old-age 
pension payments have increased fastest among the different 

This trend was reversed in 1993 and, for 1994, public-sector wage 
increases were set clearly below expected inflation. 
The Segunda Lei de Programação Mililar defines the process of 
re-equipment of the armed forces and its application is expected to lead 
to some increase in spending within the next few years. 
This expenditure category represents a very small share of total 
government spending. Spending on the police forces is expected to 
amount to ESC 154 billion in 1994, representing a nominal increase of 
7,1% relative to 1993. 
All welfare payments, as measured by the European Integrated Statistics 
System for Social Welfare, increased by 1,5 percentage points between 
1985 and 1992. Social security transfer payments, as measured by the 
National Accounts, increased by 1,75 percentage points over the 
same period. 

welfare programmes. As in most EC countries, higher life 
expectancy and a smaller active work force to support the 
elderly are likely to increase tax and spending pressures 
considerably. The political pressure to increase benefits 
and the effects of demographic changes will continue to 
pressurize the social security system. 

There is also some room to reduce public spending on 
housing and community amenities, although some recent 
policies seem to have gone precisely the opposite way. The 
government may take steps to reduce spending on these 
items, but this will require some liberalization measures 
especially in the housing market, which successive govern
ments have seemed to be unable to undertake. 

Government involvement in the business sector, which has 
been traditionally high in Portugal, especially after the 
1974 revolution, has steadily declined since 1989 with the 
implementation of a privatization programme. The reform of 
the large State-owned enterprise system has considerably 
reduced aid to ailing companies while privatization receipts 
have reduced debt accumulation.5 This programme is in
tended to continue throughout the remainder of the decade. 

Given the stage of development of Portugal's economy, 
investments in human and infrastructure capital have yet to 
be announced as priority spending areas. Even though general 
government capital expenditure fell from 10,3% of total 
general government spending in 1988 to less than 8% in 
1991, shifting resources from current spending to investment 
has been consistently set as a goal by successive finance 
ministers since the mid-1980s. The application of the new 
Community support framework since the beginning of 1994 
and the need to meet the criteria set at Maastricht make this 
renewed commitment (and its implementation) much more 
important than ever before. This means, amongst other 
things, that in order to allow for increases in real terms 
in investment spending, volume cuts in other areas will 
become unavoidable. 

The application of the new regional development programme 
will imply investments reaching almost ESC 6,6 trillion be
tween now and 1999.6 Roughly 25% of this will be financed by 
public funds (from the central government, local governments, 
autonomous regions and State-owned companies) rep
resenting close to 1,5% of GDP, on average. This is an im
portant additional effort that will necessarily imply volume 
cuts in current spending, given the targets for public finances 
which were set on the new convergence programme. 

Notice, however, that some recent decisions will necessarily require 
increased government involvement in some areas. This seems to be the 
case in the airline sector. 
According to Plano de Desenvolvimento Regional, Ministry of Planning, 
July 1993, pp. 423-429. 
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Spending on education will almost certainly increase in the 
foreseeable future. A better allocation of public money and 
the steadily decreasing number of children entering the 
educational system may promote some savings. However, 
increased access at both the secondary and university level, 
will require higher spending. The need to expand professional 
training and education and the commitments expressed in the 
new regional development programme regarding human 
capital investment will create an additional burden. User 
charges have already been set at the university level but they 
still represent a minor part of total financing (between ESC 5 
and 6 billion in 1993). 

As we have mentioned, the implementation of the new 
community support framework (which represents unilateral 
transfers of an annual average of 4,5% per cent of GDP) 
will certainly put additional pressure on Portugal's public 
finances due to its cofinancing mechanisms. Given that 
the cofinancing schemes will apply almost exclusively to 
investment expenditure, the possibilities for reducing current 
expenditure must be exploited to the maximum. In addition, 
the government must seriously consider the reform of the 
financing ofthe social security system and the national health 
system. Otherwise, it will be difficult for Portugal to meet 
the criteria set at Maastricht on the agreed schedule. 

Table 8 
Contribution to budget consolidation of revenue categories in Portugal9 

total·1 

1. Taxes on portfolio income of 
individuals 

2. Taxes on corporate profits 

3. Taxes on goods and services 
3.1. VAT 

3.2. Excise duties 
3.3. Other taxes 

4. Taxes on use of labour 
4.1. Social security contributions -

employees 
4.2. Social security contributions -

employers 
4.3. Social security contributions -

self-employed 
4.4. Other taxes 

5. Taxes on income of individuals 

6. Taxes on property 

7. Miscellaneous taxes 
8. Non-tax revenues 

enforcement 
tax base 

enforcement 
tax base 

enforcement; 
tax base 
enforcement 

enforcement 

tax base; 
enforcement 

asset 
revaluation 
tax base 

benefit 
principle 
privatisation 

tax competition 

tax compétition 

tax competition 

real GDP 
growth 
(short ran); 
tax competition 

tax competition 

tax wedge 

- ( - ) 

+ (3,2) 

+ (6,8) 
+ (5,0) 

~ ( 3 , 1 ) 

0(3,6) 
+ (5,8) 

+ (0,4) 

0 

+ (6,8) 

+ (0,9) 

0(0^) 

+ (35,6) 

Budget consolidation resulting from discretionary measures is printed in italic type. 
A plus (+) indicates a positive contribution to budget consolidation (higher revenues, lower deficit) of the revenue ratio (% GDP) resulting from relevant automatic and/or discretionary policy 
changes. The single and double plus signs are used to indicate the relative importance of the contribution. 
A minus (-) indicates a negative contribution to budget consolidation (lower revenues, higher deficit) of the revenue ratio (% GDP) resulting from relevant automatic and/or discretionary 
policy changes. The single and double minus signs are used to indicate the relative importance of the contribution. 
The share of the various revenue categories as a percentage of GDP (1991) is shown in parentheses. 
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Table 9 

Contribution to budget consolidation of functional expenditure categories in Portugal3 

Total·1 

1. General public services 
2. Defence 

3. Public order and safety 
4. Education 

5. Health 

6. Social security and welfare 

7. Housing and community amenities 

8. Recreational, cultural and 
religious affairs 

9. Economic services 
10. Other functions 

overall 
overall 
(current 
spending) 

overall 
demography 
overall 

overall; 
pensions 

overall 

reequipment 

increased 
access 
demography 
increased 
personnel + 
payments 
higher benefits 
demography 
replacement 
ratio 
subsidized 
housing 

privatization 

+ (3,88) 

-(2,24) 

"(4,78) 

- (3,65) 

- (10,45) 

0 (0,70) 

+ (0,61) 
+ (6,90) 
+ (9,38) 

Budget consolidation resulting from discretionary measures is printed in italic type. 
A plus (+) indicates a positive contribution to budget consolidation (less expenditure, smaller deficit) of the expenditure ratio (% GDP) resulting from relevant built-in flexibility and/or 
discretionary measures. The single and double plus sign indicates the relative importance to budget consolidation. 
A minus (-) indicates a negative contribution to budget consolidation (more expenditure, higher deficit) of the expenditure ratio (% GDP) resulting from relevant built-in flexibility and/or 
discretionary measures. The single and double minus sign indicate the relative importance to budget consolidation. 
The share of the various revenue categories as a percentage of GDP (1991) is shown in parentheses. 
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Table 10 

Major revenue-increasing measures in Portugal, 1980-903 

Taxes on 
portfolio income 

of individuals 

Taxes on 
corporate 

profits 

VAT Excise Social security Social security Taxes on Taxes on Non-tax 
duties contributions contributions income of property revenues 

— employees — employers individuals 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1988 

1989 

surtax on 
entertainment 

supplementary 
tax on capital 
income raised 

Levy on capi
tal gains from 
carry-over of 
securities 
Surtax on 
consumer 
credit 

introduction 
of IRC 

introduced 

rates 

petrol 

petrol 
tobacco 

petrol 
beer 

petrol 
tobacco 

higher rates surtax on 
labour and 
capital 
income 

rates 

rates 

introduction 
of 1RS 

1990 

privatization 

privatization 

* This table is based on the monthly summaries of principal economic policy measures in: European Economy, Supplement A 'Recent economic trends', 1980-1989. 
b For simplicity, revenue-increasing measures with a general character, such as combatting tax evasion and avoidance, are indicated in the first column. 
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Table 11 

Major expenditure cuts in Portugal 1980-90» 

General public Defence Public order Education Health 
services1* and safety 

Social security 
and welfare 

Housing and 
community 
amenities 

Recreational, 
cultural and 

religious affairs 

Economic 
services 

Other 
functions 

1980 
1981 
1982 
1983 spending 

cuts 
wages 

1984 spending 
caps 

1985 

1986 public 

enterprises 

1987 

1988 

1989 public 
enterprises 

1990 spending 
caps 

1 This table is based on the monthly summaries of principal economic policy measures in: European Economy, Supplement A 'Recent economic trends', 1980-1989. 
' For simplicity, expenditure cuts with a general character like wage restreints and general spending caps, are indicated in the first column. 
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Fiscal developments in the United Kingdom since 1980 

1. Introduction 
This paper aims to provide a review of fiscal policy in the 
UK over the period since 1980, focusing on the extent of 
flexibility in the budgetary system and the scope for policy 
measures to reduce the scale of the public-sector deficit. The 
context for the analysis is the 1991 agreement between EC 
governments at Maastricht of 'convergence criteria', as a 
precondition for progress towards monetary union; these 
criteria include requirements that public deficits should be 
below 3% of GDP and public debt below 60% of GDP. The 
case for these fiscal rules has been controversial (see, for 
example, Buiter, Carsetti and Roubini, 1993). This paper, 
however, focuses solely on the attainability of the criteria 
rather than their desirability, and follows the structure set out 
by de Haan, et al. (1992). 

The period since the start of the 1980s has been characterized 
by sharp swings in the performance of the UK economy. The 
beginning of the 1980s saw the British economy in severe 
recession; during the middle of the 1980s the UK experienced 
high rates of GDP growth in an unusually sustained economic 
boom; the boom ended abruptly in 1989, and the economy 
entered a period of recession, from which it is only now 
beginning to recover. These sharp fluctuations in economic 
performance have been accompanied by significant moves in 
the fiscal position of the UK public sector. During the boom 
years of the mid 1980s, the budget moved into surplus, and 
significant reductions were made in the level of outstanding 
debt; in the subsequent recession, the budget has moved back 
into large deficit, and policy measures (taking the form of 
tax increases and reductions in planned levels of public 
spending) have been necessary to prevent the emergence of 
unsustainable levels of public-sector borrowing. The two 
budgets during 1993 (the March budget for 1993 and the 
November budget for 1994) contained measures intended to 
achieve a substantial reduction in the projected budget 
deficit. For 1994-95, the March budget measures reduced the 
projected deficit by some UKL 6,5 billion and the November 
budget further reduced the deficit by UKL 1,75 billion; for 
1995-96, the March budget is projected to raise some 
UKL 10,5 billion and over the two financial years 1995-96 
and 1996-97, the November budget is expected to raise 
additional revenues of UKL 5 billion and UKL 6 billion re
spectively. 

The structure of the paper is as follows. Following a general 
description of the macroeconomic context in Section 2 and a 
general review of economic policy since the start of the 
1980s in Section 3, it provides a detailed analysis of trends 
in government spending (Section 4) and in government 
revenues (Section 5). Section 6 contains a description of the 
budgetary process in the UK as background for considering 
the political scope for fiscal policy measures to reduce the 

scale of the UK budget deficit, and more generally, to 
increase budgetary flexibility. Section 7 makes an assessment 
of the scope for measures to reduce the scale of public-sector 
borrowing in the UK through increased tax revenues or 
reduced spending; this section is accompanied by summary 
tables which present some of the main options in the same 
format as other country studies in the exercise. 

2. Macroeconomic context 

(a) The 1980s' boom 

The British economy started and ended the 1980s in the 
midst of a severe recession; during the intervening period, 
however, the economy experienced a sustained period of 
rapid growth. GDP growth fell from the first quarter of 1980 
until the first quarter of 1981, reaching a low point of some 
5,5% below its previous peak at the end of 1979. During the 
period between 1982 and 1988, GDP grew at an increasing 
rate, reaching 4,9% by 1988. 

The unemployment rate followed the changes in GDP, 
although with a significant lag. Unemployment was at 5,0% 
in 1980 and the rate continued to rise until 1986, peaking at 
11,2%. Unemployment then began to decline sharply, and by 
the beginning of 1990 the rate had fallen back to 5,7%, 
slightly lower than its 1980 level. Throughout the 1980 to 
1990 period, the unemployment rate was not merely a 
reflection of general slackness in the labour market. At least 
some of the unemployment, especially in the regions, could 
be attributed to structural changes such as the decline 
in metal manufacture, engineering and other traditional 
manufacturing industries in the UK. Interpretation of changes 
over time in the unemployment rate is complicated by 
definitional changes, and by the impact of employment and 
training schemes like the Youth Training Scheme, introduced 
in 1983, which may have absorbed some of the unemploy
ment. 

The inflation rate started the beginning of the decade at 18% 
and fell dramatically until 1983. One factor which played an 
important role in UK inflation was the exchange rate which 
had risen very sharply in real terms at the end of the 1970s, 
and was maintained at a high level for much of the early part 
of the 1980s. The inflation rate reached its lowest point of 
the decade in 1986 at 3,4% and then gradually weakened, 
under the combined pressure of buoyant demand and ex
change-rate depreciations. By 1988, the rate reached 4,9% 
and, a rapid rise then followed until 1990 when the UK 
inflation rate hit 9,4%. 
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From 1980 to 1984, nominal interest rates followed a 
downward trend with reductions every year apart from 1982. 
The three years 1986 to 1988 denoted a period of stability 
with nominal interest rates hovering around the 9% mark. 
After 1988, however, nominal interest rates moved sharply 
upward, reaching 14,4% in 1990, reflecting the renewed 
inflation and policies arising to maintain the exchange rate. 

At the beginning of the 1980s both exports and imports fell 
— imports falling because of the contraction in GDP and the 
increase in North Sea oil production (up to the point where 
the UK was entirely self-sufficient in the commodity) and 
exports were affected by the high exchange rate that prevailed 
at the time. The current account surplus was 2,6% of GDP in 
1981 and 1,7% of GDP in 1982. As GDP growth started to 
pick up during the mid 1980s, so the current account slipped 
into deficit reaching a level of - 4,4% of GDP in 1988. 

The government budget deficit deteriorated over the first part 
of the 1980s, reaching almost 4% of nominal GDP in 1984. 
There was then a sharp improvement during the period of 
rapid economic growth that followed, and the budget moved 
into large surplus for a period towards the end of the 1980s. 

(b) The 1990s' recession 

The latter part of the 1980s and the start of the 1990s saw the 
British economy fall into recession again. The rate of growth 
of GDP started to fall after 1988 and the level of GDP fell 
from the second quarter of 1990 to the second quarter of 
1992 (apart from in the fourth of 1991 when there was a 
slight increase in the level of output), with the sharpest fall 
occurring in 1991 when GDP was 2,3% lower than the 
previous year's level. Not surprisingly, the recession in the 
UK led to rises in the unemployment rate, although this time 
it was the South and South-East of the country which bore 
the brunt of the slow-down rather than the industrial base of 
the North and Midlands which was most bruised by the 
previous recession. 

The inflation rate, which had increased gradually through the 
mid to late 1980s, accelerated during 1989, and reached a 
peak of 9,4% in 1990. However, the early 1990 has seen a 
remarkable decline in the inflation rate to less than 2% in 
1993, and the prospects for a continuation of low inflation 
are strong given the length and depth of the recession 
(although it is expected that early 1994 may see some slight 
increase in the rate reflecting the tax changes made in the 
last two UK budgets). 

Predictions for macroeconomic indicators for 1994 and 
beyond suggest that the UK economy may emerge from 
recession more rapidly than the rest of the Community. The 

latest OECD forecasts suggest that GDP growth will be 2,9% 
over 1994 (OECD, December 1993). The unemployment rate 
has also responded much more quickly than expected to the 
increase in GDP growth over 1993; there does not appear to 
have been the usual lag before growth in demand in the 
product market filters through to the labour markets. One 
explanation for the surprising reduction in the unemployment 
rate has been that firms over-reacted to the scale of the 
recession and shed many more workers than was necessary 
and so they are willing to employ workers more quickly now 
that there seems to be signs of recovery. 

Discretionary changes in spending and the move back into 
recession have led to a sharp deterioration of the budget 
position at the start of the 1990s. In 1990-91, the UK budget 
approximately balanced; by 1991-92, the PSBR formed 
approximately 2,25% of GDP, and 5,75% the year after. 
However, despite the recent improvement in the UK econ
omy, one issue that is still providing cause for concern is the 
state of the budget deficit, equivalent to some 7,25% of GDP 
in 1993-94. Cyclical factors, it is true, have caused much of 
deterioration in the public-sector finances, but it is also 
believed that the problem of rising government debt can also 
be explained by structural changes in public spending and 
the public finances, which are in need of correction if the 
debt is to be sustainable (Davies, et al, 1993; Pain, et aL, 
1993). In response to this, the Government announced 
substantial increases in taxation in the March 1993 budget 
and stringent reductions and controls on public spending in 
the November budget. Consequently, some improvement in 
the Government finances are predicted over the medium 
term. The latest set of government figures (HMSO, 
November 1993) indicate that the PSBR will form 5,5% of 
GDP in 1994-95, 4,25% in 1995-96 and by 1998-99, the 
PSBR will be approximately 0,25% of GDP. 

3. General outline of economic policy 
in the 1980s and the early 1990s 

Throughout much of the 1970s, much of economic policy 
had been centred on the use of fiscal policy to smooth out 
cyclical variations in income, output and employment, and 
the introduction of various forms of incomes policy to control 
inflation. This broadly Keynesian demand-management ap
proach to macroeconomic policy continued until the govern
ment accepted IMF conditions for assistance following an 
exchange-rate crisis in 1977; thereafter, the use of fiscal 
policy for demand management was severely restricted. The 
election of a Conservative government in 1979 confirmed 
this change in approach to economic policy; the new 
government explicitly endorsed a Monetarist view of econ
omic policy in which short-term demand management and 
incomes policies were to play no further role. 
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Table 1 

Main economic indicators, 1980-93 

1980 1981 1982 1983 1984 198S 1986 1987 1988 1989 1990 1991 1992 1993 

GDP growth (%) -2,1 -1,1 1,8 3,7 2,0 4,0 4,0 4,6 4,9 2,3 0,6 -2,3 -0,4 2,0 

Unemployment rate (%) 5,0 8,3 9,6 10,6 10,7 10,9 11,2 10,0 7,9 6,2 5,7 8,4 9,8 10,4 

Inflation rate (%) 18,0 11,2 8,6 4,5 5,0 6,0 3,4 4,2 4,9 7,8 9,4 5,9 3,7 1,6 

Interest rate (%) 163 12,2 12,7 9,5 9,1 12,6 9,5 9,0 9,2 14,1 14,9 11,0 9,7 5,3 

Nominal unit labour costs 100,0 102,6 95,3 88,1 86 87,3 81,6 82 90,2 93,1 98,2 98,0 96,1 86,1 

Current account (% GDP) 1,2 2,6 1,7 1,2 0,5 0,6 -0,2 -1,2 -3,5 -4,4 -3,3 -1,3 -1,4 -1,7 

Dependency ratio 55,8 55,5 55,2 53,3 52,3 52,3 52,2 52,5 52,8 53,0 53,1 53,6 

Participation rate men (%) 91,5 90,9 89,3 87,7 88,1 88,2 87,8 87,9 88,4 88,9 88,9 85,7 

Participation rate 
women (%) 61,7 61,3 60,8 60,2 62,8 63,3 64 65,1 66 68,1 68,5 65,5 

Source: GDP growth (at constant factor cost, year over previous year) taken from 1993 Blue Book, Table 16.10, p. 135, 1993 figure taken from Economic Trends February 1994, Table 1. 
Unemployment rate (seasonally adjusted mid year quarter 3) taken from 1993 ETAS, Table 22, pp. 132-33,1993 figure taken from Economic Trends February 1994, Table 20. Inflation rate data 
(general index of retail prices year average over previous year) taken from 1993 ETAS, Table 25, p. 140. 
Current account data has been calculated using current balances taken from 1992 Pink Book, Table 1.1, p. 14 and Economic Trends February 1994, Table 1 for 1993 data expressed as a 
percentage of GDP data taken from 1993 ETAS Table 1 (1993 is estimated), Interest rate data (June Treasury Bill rate) taken from 1993 ETAS, Table 47, p. 245 and Economic Trends February 
1994. Labour costs data for the years 1980-1990 are taken from European Economy, No 50, December 1991, table 48, pages 242, 229 and 238 and from the statistical annex of European 
Economy, June 1993, tables 48, 34 and 43 for the years 1991-93; the figure for 1993 is a forecast Dependency ratio data is taken from Social Trends (CSO) for the years 1980-88 and from the 
Annual Abstract of Statistics for the years 1989-91. Participation rate data is taken from OECD Labour Force Statistics. 

Table 2 

General government budget indicators, 1980-93 
(% GDP at market prices) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 

Current receipts 39,7 41,7 41,5 41,5 41,4 41,4 40,4 39,7 39,3 39,1 38,4 37,4 36,4 36,2 

Total expenditure 43 44,3 44,7 44,8 45,4 44,3 42,8 41,1 38,2 37,9 39,1 40,2 42,6 43,9 

Net borrowing -3 ,4 -2 ,6 -2 ,5 -3 ,3 - 4 -2 ,8 -2 ,4 - 1 , 3 1,1 1,2 -0 ,7 -2 ,8 -6 ,2 -7 ,7 

Gross public debt 54,3 53,4 59,3 59,0 60,4 59,0 58,0 55,8 49,5 43,2 39,8 40,4 45,7 51,9 

Source: Data taken from EC tables on public finance, June 1993. 
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Economic policy in the early part of the 1980s was charac
terized by control of the money supply, with the primary aim 
of controlling inflation and the medium term financial 
strategy (MTFS) set out targets for the M3 measure of the 
money supply over a period of four years ahead. However, 
early on into the first term of the Conservative government it 
became clear that control of the money supply was not 
working as had been predicted (not least because the 
government had chosen a very broad monetary measure 
to monitor) and although the MTFS was never formally 
abandoned, less emphasis was given to monetary control by 
the mid 1980s. For a time before the UK's entry into the 
ERM in October 1990, the exchange rate appears to have 
been an informal target for monetary policy, although this 
was not publicly acknowledged, and during the UK's period 
of membership of the ERM, the exchange rate became the 
primary target of monetary policy. Subsequently, monetary 
policy has made use of a more eclectic set of indicators 
and targets. 

One consequence of the MTFS was that interest-rate policy 
was dictated, in the short term, by the need to control the 
money supply; having set broad targets for various monetary 
aggregates, the government then used interest rates to ensure 
that the targets were met. Thus in the early 1980s, interest 
rates were kept at high levels despite the depth of the 
recession, a factor which also contributed to the high 
exchange rate at that time. Over the longer term, interest 
rates could be affected within the MTFS only by changing 
the public sector borrowing requirement (PSBR), for any 
given level of the money supply. Consequently, the PSBR 
also became a target within the MTFS; by setting targets for 
the PSBR, the authorities sought to influence the interest rates 
required to meet the targets for controlling the money supply. 

The combination of high interest rates and high exchange 
rates were, in the eyes of many, the chief factors in accounting 
for the slow emergence of the UK economy out of the 
1980-81 recession and, although GDP growth picked up in 
1982 and the inflation rate seemed to have been subdued, the 
issue of unemployment proved to be a difficulty throughout 
much ofthe 1980s. 

wage levels and high wage increases in the unionized sector 
was placed and more resources were devoted to checks upon 
the eligibility of claimants for unemployment and other 
benefits, as it was thought that over-generous benefits may 
have also discouraged the unemployed from seeking employ
ment. 

The final area where there was evidence of a fundamental 
change in philosophy was in the introduction of a group of 
policies that aimed at 'rolling back the frontiers of the public 
sector'. The main elements of this were the privatization, 
liberalization and deregulation programmes that were im
plemented in the 1980s. Privatization was a priority of the 
Conservative government for a number of broad political and 
economic reasons but the programme also had a useful side 
effect of providing a new source of revenue to the government 
at a time when the size of the public sector deficit was still a 
problem. The first significant receipts of privatization came 
in 1981-82, when the government received around UKL 500 
million from the sale of a miscellaneous small block of 
shares. In total, over the period 1980-90, the privatization 
programme gave the government an income of approximately 
UKL 25 billion in 1990 prices. 

The 1990s has seen substantial changes in UK macro-
economic policy. In October 1990, the UK joined the 
exchange-rate mechanism (ERM) at a central parity of DM 
2,95 (or ECU 0,6969) to the pound. From a UK perspective, 
undoubtedly, one of the major attractions of membership was 
that it added credibility to the government's anti-inflation 
strategy. Joining the ERM effectively tied UK monetary 
policy to that of Germany, whose record in maintaining low 
inflation through the 1980s had been unparalleled throughout 
the rest of Europe. However, sterling's participation in the 
system lasted for less than two years. By the early autumn of 
1992, the pound had repeatedly become subject to speculative 
pressure and was in danger of falling below its permitted 
lower band, despite extensive interventions in the foreign 
exchange markets by the monetary authorities and sharp rises 
in UK interest rates. The announcement that sterling had 
been temporarily suspended from the mechanism was made 
on 16 September 1992. 

In contrast to the 1970s, the problem of unemployment was 
seen to be a microeconomic rather than a macroeconomic 
phenomenon and this change in approach was reflected in a 
number of 'supply side' measures adopted to reduce the rate 
of unemployment. One such measure was the introduction of 
a whole host of training schemes, the biggest of which was 
the Youth Training Scheme which was started in 1983 
mainly in response to rising youth unemployment, but also 
in the hope of avoiding skill shortages as the economy 
recovered. Reforms were also introduced to curb the power 
of trade unions, upon whom much of the blame for high 

Since leaving the ERM, the UK authorities have repeatedly 
stressed that one of their main objectives continues to be the 
stabilization of the underlying rate of inflation within a range 
of 1% to 4% for the remainder of the Parliament. However, 
sterling's departure from the ERM has permitted a substantial 
relaxation of monetary policy. Since interest rates were no 
longer required to support the currency, there has been a 
steady stream of interest rate reductions. In addition to 
stimulating investment, the lowering of interest rates has 
undoubtedly reduced the burden of household debt levels 
which had grown to enormous proportions throughout the 
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1980s and so may, in the medium term, encourage some 
consumption-led recovery. A second factor which may lead 
to improvement in GDP growth in the medium term is the 
immediate devaluation of sterling that followed the UK's 
departure from the ERM. During the past year, government 
policy has also focused upon regaining control of the 
public-sector finances, and so whilst monetary policy has 
been relaxed, fiscal policy has been tightened in response to 
this. This is discussed in greater detail in Section 7. 

4. Detailed analysis of government spending 
Table 2 shows that UK general government spending as a 
proportion of GDP rose from 43% in 1980 to a peak of about 
45,5% in 1984. Then, during the long 1980s' boom, spending 
fell steadily as a proportion of GDP, to a low of 37,9% in 
1989. The ratio of spending to GDP has since risen sharply, 
to nearly 44% in 1993. 

A number of forces contributed to the fall in the ratio of 
government spending to GDP during the mid 1980s. Some 
of the fall in the ratio can be attributed to the broadly 
contra-cyclical behaviour of government spending, and the 
rapid rate of economic growth, especially over the period 
1985 to 1988. Also, a proportion of government debt was 
eroded by the high inflation rates at the beginning of the 
1980s. Government interest payments formed 3% of GDP in 
1990 compared to 4,9% in 1984. A number of policy changes 
also contributed to reduced levels, or a reduced rate of 
growth, of public spending: 

(i) Over the period 1980 to 1990 a number of changes were 
made to social security arrangements which may have 
helped to reduce social security spending — or at least 
may have helped to counterbalance the gradual upward 
impact of adverse demographic trends. Firstly, a switch 
was made from indexing pensions and benefits to 
average wages in favour of indexation to prices. This 
has generally reduced the rate of growth of the social 
security budget by a couple of percentage points each 
year, and over a number of years this switch has 
significantly reduced total social security expenditures, 
compared to what would have been spent if indexation 
to wages had continued (Disney and Whitehouse, 1991). 
Average earnings rose by some 110% during the 1980s 
whereas the retail price index (RPI) increased by just 
over 70% over the same period. Other social security 
changes which have tended to reduce expenditures have 
included legislation to make certain benefits taxable, and 
decisions not to increase the universal child benefit in 
line with inflation in some years. Additionally, the 
tightening up of eligibility rules for claiming unemploy
ment benefit, a move which aimed to reduce the 
incentive for the unemployed to claim benefit rather 

than seek employment, may have also had an impact 
on spending. 

(ii) A sharp reduction has occurred in government spending 
on industrial policy. In the second half of the 1970s, the 
government had pursued an interventionist industrial 
and regional policy, including the use of subsidies to 
delay adjustment, 'planning agreements' between the 
public sector and private industry, and other measures. 
The election of the Conservative government in 1979 
led to a change in philosophy regarding activist industrial 
policy. Spending by the Department of Trade and 
Industry on regional and industrial support fell by some 
30% in real terms during the latter half of the 1980s. 

(iii) The privatization programme of the 1980s contributed 
significantly to reducing the scale of the public-sector 
deficit through the revenues contributed by privatization 
receipts; in addition, however, the programme also 
had the effect of reducing government spending as a 
proportion of GDP. Although spending by the na
tionalized industries has ceased to be considered as 
public expenditure since 1976, central government sub
sidies (which were included in the definition of public 
spending) to the nationalized industries prior to privatiz
ation were still a substantial element in public spending. 

(iv) Public-sector pay awards were also stringently controlled 
over the 1980s for most public-sector employees (al
though there were notable exceptions, including the pay 
of both the police force and the forces). Table 3 shows 
that on average government real wages did not rise at 
all in real terms during 1980-84, and even fell during 
1985-90. Given the scale of public-sector pay in total 
public spending, low public-sector pay awards have prob
ably been amongst the most significant explanations for 
the relatively slow growth of public spending during 
the 1980s. 

(v) Government investment also tailed off during the 1980s 
before picking up again in 1990 when it was approxi
mately 1,7% of GDP. 

(vi) Finally, changes to local government finance during the 
1980s acted to reduce central government expenditures 
(although having considerably less impact on total 
public spending in both central and local government). 
Towards the end of the 1980s, expenditure on transfers 
to local government by the Department of the Environ
ment fell appreciably in real terms, and the proportion 
of local spending financed by local taxes increased 
sharply as a result. This shift in responsibility for 
financing local spending was largely reversed when the 
government took steps to end public disquiet over the 
local poll tax, the 'community charge', by transferring a 
part of the burden of local finances to central government 
(and financing this by an increase in the VAT rate from 
15 to 17,5%). 
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Looking at government expenditure by function (Table 4), it 
is evident that the biggest single category of government 
spending throughout the 1980s has been social security and 
welfare, which was equivalent to nearly 11% of GDP in 
1990. The share of social security expenditure has seen 
significant variation over the period since 1980, but this is 
not surprising as this expenditure heading has a strong 
cyclical component. There have also been factors leading to 
an upward trend in this category, which rose by nearly 6% 
over the period 1980 to 1990. A large part of the noncyclical 
increase in expenditure is attributable to greater spending on 
State pension schemes, partly reflecting increased numbers 
of pensioners, but also reflecting the increasing entitlements 
of new generations of pensioners under the State earnings
related pensions scheme (SERPS) introduced in the 1970s. 
These upward pressures are likely to continue for some time. 
Nevertheless, their impact in the medium term on public 
spending is likely to be less severe than in many other EC 
countries, since measures have been taken (as part of the 
1986 social security reforms) to curb the growth in State 
pensions entitlements for those retiring after the turn of 
the century and demographic pressures in the UK are 
substantially less acute than in most other countries (Fry, 
Smith and White, 1990). 

Public spending on health has remained a roughly constant 
share of GDP throughout the 1980s. The shares of GDP 
devoted to education expenditure and public order have 
increased, with the latter almost doubling over the period 
1984 to 1985. Spending on defence has been cut, reflecting, 
in particular, a sharp reduction in the naval fleet. 

Table 6 gives a detailed breakdown of trends in social 
security and welfare expenditure. This reflects changes both 
in the level of benefits paid per recipient and in the number 
of benefit recipients. Over the period 198090, there is some 

evidence that the real value of benefits per recipient has 
fallen, although that is not true for all benefits. For example, 
the real value of unemployment benefits has increased by 
0,5% but the value of many of the universal benefits, such as 
retirement pensions (down 4%) and child benefit (down 
15%), are lower. Overall, the number of recipients of social 
security benefits of any type have increased by nearly 5% 
over the 1980s (Department of Social Security, 1991). 

The 1990s saw a reversal of the downward trend in public 
expenditure as a percentage of GDP (see Table 2). By 1993, 
public expenditure as a proportion of GDP was almost 1% 
higher than its level in 1980. Over the four years 1990 to 
1993, the proportion of GDP devoted to public expenditure 
increased by nearly 5%. Undoubtedly much of this increase 
can be attributed to a rise in cyclical social security spending; 
for example, in 199192, there was a UKL 3,3 billion increase 
in social security expenditure. 

However, there were also large discretionary increases in 
spending on health, law and order and transport. In 199192 
spending on health was UKL 0,8 billion higher than planned 
and UKL 0,4 billion higher the year after. Much of this extra 
expenditure was allocated to finance the rising demand for 
family health services (primarily the demand for pharmaceut
icals) and to meet the costs of pay awards determined by the 
review bodies. Addititionally, there has been an increase in 
general medical services, a category that includes contri
butions to the costs of running general practices. UKL 689 
million were allocated for these purposes in 199293, an in
crease of some 150% since 198788. Similarly, in 199192, 
expenditure on transport was in the region of UKL 0,3 billion 
higher than planned, as the government increased its allocation 
of funds to British Rail. For the same period, actual expendi
ture on law and order was some UKL 0,4 billion higher than 
expected, due to increases in manpower in the prison service 
and the higher costs of keeping prisoners on remand. 

Table 3 

Employment in the public sector 
(1000) 

1988 1989 

Government employment 5 349 5 318 5 265 5 290 5 301 5 318 5 347 5 374 5 403 5 236 5 262 

As a % of total employment 21,08 21,84 22,02 22,41 22,03 21,67 21,77 21,43 20,84 19,55 19,25 

Growth of government 

real wages 0,0a  l,6b 

Growth of government 
relative wages 0,5a  3,lb 

■ Average for the period 1980^4. 

* Average for the period 198590. 

Source: Lines 1 and 2 taken from National Accounts for OECD Countries, Table 15, page 543; lines 3 and 4 taken from Oxley and Martin (1991). 
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Table 4 

General government spending by functions, 1980-90' 
(as a percentage of GDP) 

General public services 

Defence 

Public order and safety 

Education 

Health 

Social security and welfare 

Housing and communal 
amenities 

Recreational, cultural and 
religious affairs 

Economic services 

Other functions 

Total outlays 

1980 

1,98 

5,28 

0,49 

0,91 

5,17 

10,24 

1,28 

0,14 

2,88 

9,99 

38,35 

1981 

1,59 

5,34 

0,51 

0,91 

5,42 

11,61 

1,00 

0,14 

3,37 

10,77 

40,65 

1982 

1,58 

5,57 

0,51 

0,90 

5,23 

12,39 

0,87 

0,13 

3,21 

10,58 

40,98 

1983 

1,51 

5,58 

0,52 

0,90 

5,36 

11,68 

0,71 

0,14 

3,21 

10,81 

40,44 

1984 

1,47 

5,59 

0,56 

0,87 

5,27 

11,63 

0,73 

0,14 

3,00 

11,19 

40,44 

1985 

1,43 

5,32 

1,03 

1,07 

5,07 

12,46 

1,03 

0,20 

3,57 

8,67 

39,85 

1986 

1,44 

5,15 

1,04 

1,08 

5,04 

12,57 

1,07 

0,17 

3,01 

8,31 

38,87 

1987 

1,34 

4,63 

1,15 

1,05 

5,03 

11,94 

1,18 

0,16 

2,70 

8,21 

37,38 

1988 

1,43 

4,35 

1,08 

1,00 

5,02 

11,18 

1,03 

0,16 

2,34 

7,32 

34,91 

1989 

1,41 

4,21 

1,17 

1,11 

5,06 

10,97 

1,11 

0,15 

2,56 

6,93 

34,69 

1990 

1,68 

4,27 

1,27 

1,22 

5,09 

10,85 

1,35 

0,16 

3,26 

9,17 

38,33 

1 Due to this difference in definitions, the bottom line of this table does not correspond to the bottom line of Table 7. 
Source: IMF, Government Finance Statistics Yearbook 1991,1992. 

Table 5 

General government spending in UK by economic categories 
(as a percentage of GDP) 

Consumption 

Compensation of employees 

Current transfers 

Transfers to households 

Interest payments 

Capital transfers 

Investment 

Total expenditure 

1980 

21,2 

12,7 

14,3 

11,0 

4,7 

0,4 

2,5 

43,1 

1981 

21,8 

13,2 

15,4 

12,3 

5,0 

0,3 

1,8 

44,4 

1982 

21,7 

12,9 

15,9 

13,2 

5,0 

0,4 

1,7 

44,7 

1983 

21,7 

12,9 

15,8 

13,1 

4,7 

0,6 

2,0 

44,8 

1984 

21,5 

12,7 

16,2 

13,2 

4,9 

0,3 

2,2 

45,3 

1985 

20,7 

12,2 

16,1 

13,1 

5,0 

0,0 

2,1 

44,2 

1986 

20,7 

12,2 

15,5 

13,3 

4,5 

0,0 

1,9 

42,6 

1987 

20,2 

12,1 

14,7 

12,4 

4,3 

0,1 

1,7 

40,8 

1988 

19,5 

11,7 

13,5 

11,5 

3,9 

0,0 

1,3 

38,1 

1989 

19,3 

11,5 

13,0 

11,1 

3,7 

0,9 

1,8 

37,8 

1990 

20,0 

11,7 

13,2 

11,3 

3,4 

0,5 

2,3 

40,0 

Source: EC, Tables on public finance, June 1993. 
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Table 6 
Detailed analysis of social welfare expenditure, 1980-90 

(as a percentage of GDP) 

Health 

Sickness 

Invalidity, disability 

Occupational accidents and 
diseases 

Pension schemes 

Old-age 

Survivors' 

Maternity and family 

Maternity 

Family 

Unemployment 

Placement, vocational 
guidance, etc. 

Unemployment 

Housing and miscellaneous 

Housing 

Miscellaneous 

Total 

1980 

6,82 

4,75 

1,82 

0,25 

8,85 

8,40 

0,45 

2,71 

0,35 

2,37 

1,99 

0,29 

1,70 

0,34 

0,14 

0,20 

20,71 

Source: EC, Social protection expenditure and receipts 

1981 

6,99 

4,84 

1,92 

0,23 

9,70 

9,24 

0,46 

2,83 

0,34 

2,49 

2,78 

0,37 

2,41 

0,53 

0,22 

0,31 

22,82 

1982 

7,01 

4,80 

1,98 

0,23 

9,66 

9,22 

0,44 

2,82 

0,33 

2,49 

2,77 

0,37 

2,40 

0,62 

0,37 

0,25 

22,89 

1980-89,1991. 

1983 

5,56 

3,33 

2,02 

0,21 

9,79 

9,37 

0,42 

2,73 

0,30 

2,42 

2,57 

0,24 

2,32 

. 1,09 

0,83 

0,26 

21,74 

1984 

6,97 

4,68 

2,09 

0,20 

9,98 

9,58 

0,41 

2,70 

0,29 

2,41 

2,44 

0,24 

2,20 

1,23 

0,90 

0,33 

23,32 

1985 

6,75 

4,48 

2,08 

0,20 

9,87 

9,49 

0,39 

2,73 

0,30 

2,43 

2,55 

0,24 

2,31 

1,65 

1,33 

0,32 

23,55 

1986 

6,94 

4,66 

2,08 

0,20 

10,00 

9,63 

0,38 

2,60 

0,25 

2,36 

2,35 

0,27 

2,07 

1,76 

1,35 

0,40 

23,65 

1987 

7,01 

4,67 

2,13 

0,20 

9,89 

9,54 

0,36 

2,46 

0,20 

2,25 

1,81 

0,27 

1,54 

1,67 

1,30 

0,37 

22,84 

1988 

7,00 

4,60 

2,19 

0,21 

9,11 

8,82 

0,29 

2,45 

0,19 

2,26 

1,32 

0,28 

1,04 

1,41 

1,13 

0,28 

21,29 

1989 

6,90 

4,50 

2,21 

0,20 

9,18 

8,93 

0,25 

2,36 

0,18 

2,17 

1,23 

0,48 

0,75 

1,40 

1,12 

0,28 

21,07 

1990 

7,20 

4,60 

2,40 

0,20 

941 
9,27 

0,24 

2,35 

0,19 

2,16 

1,27 

0,41 

0,86 

1,61 

1,29 

0,32 

21,94 

5. Detailed analysis of government revenues 

Table 7 shows that the share of public receipts in GDP 
increased marginally over the period 1980 to 1990; in 1980 
total revenue formed 35% of GDP and by 1990 the figure 
was 36,7%. Within that period however, there was a rapid 
rise in tax receipts as a proportion of GDP earlier (reaching a 
peak of 39,2% in 1982), followed by stabilization at around 
37% over the rest of the decade. Much of the increase in tax 
receipts in 1982 (approximately 6% on the previous year) 
can be accounted for by an increase in the share of revenue 
coming from the taxation of goods and services and a rise in 
social security contributions paid by employees. There has 
also been a slight rise in the revenue collected from profit 
taxation. The period 1990 to 1993 has seen an increase in 
taxation expressed as a proportion of GDP. In 1993 taxation 
receipts were approximately 40% of GDP. 
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Apart from in 1982, taxation as a percent of GDP has always 
been at least 2% lower in the UK than the average for the EC 
as a whole over the period 1980 to 1990. The difference 
increased during the 1980s and by 1990, UK taxation as a 
proportion of GDP was some 4% lower than the EC average.1 

Table 7 indicates a trend away from direct taxation towards 
greater indirect taxation. At the beginning of the 1980s, taxes 
on individuals (mainly the taxation of personal income) were 
the biggest single source of revenue for the government. By 
1990, taxes on goods and services had taken that position 
although taxes on individuals still constituted the second 
largest source. The shift away from high rates of direct 

1 See OECD revenue statistics for full comparison of EC average tax rates 
and revenues and UK position. 
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taxation was an explicit policy of the government in the 
1980s, as it was believed that high rates act as a disincentive 
to supply labour.1 This policy has also been continued into 
the 1990s, most notably with the controversial decision to 
extend the VAT base. 

The share of GDP collected in the form of taxes on corporate 
profits increased substantially during the 1980s, from about 
3% of GDP in 1980 to just over 4% in 1990. Profits tax 
revenues have since fallen sharply during the early-1990s 
recession. The sharp rise in the yield of taxes from corporate 
profits during the late 1980s reflected the high income 
elasticity of corporate tax revenues. However, the time 
profile of corporate tax receipts has also been influenced by 
the major reform of corporation tax in 1984, when the rate 
was reduced from 52 to 35%, whilst tax allowances were 
reduced. Abolition of stock relief further widened the tax 
base. Further changes in the first part of the 1990s reduced 
the rate of tax to 33% for 1991-92 profits. 

Taxes on goods and services expressed as a proportion of 
GDP were approximately 11% in the UK in 1990, nearly 2% 
below the EC average. But despite this difference between 
the UK percentage and the EC average (a differential which 
has increased over the 1980s), the UK Government has 
moved towards a greater reliance upon revenues from the 
taxation of goods and services, and although the share of 
revenue from these taxes has fallen since reaching a peak of 
11,87% of GDP in 1985, the proportion of GDP raised 
through indirect taxation in 1990 is still well up on the 
1980 figure. 

In the UK, as in other EC countries, there are two main types 
of taxes on goods and services — value-added tax which is 
an ad valorem tax levied upon most transactions, and excise 
duties charged on a specific (i.e. quantity-related) basis on a 
limited number of goods, especially on spirits, beer, wine, 
motor fuels and tobacco products.2 

Increases in both the rate and coverage of VAT have been 
the main reason why there has been a rise in the share of 
revenues derived from the taxation of goods and services; 
major reforms to the VAT since 1980 have included an 
increase in the rate of VAT from 15 to 17,5% in 1991, and 
the planned extension of VAT to cover domestic fuel (which 
was previously zero-rated) in April 1994 (Crawford, et al, 
1993). The standard UK VAT rate, at 17,5%, is slightly 

This may or may not be true; however since it is the real purchasing 
power of the wage that individuals presumably consider when making 
labour supply decisions, an increase in indirect taxation could lead to the 
same disincentive effects (by reducing the purchasing power of the net 
wage) as an increase in direct taxation (which reduces the net wage itself). 
The tobacco excises include ad valorem as well as specific elements. 

lower than the EC average standard rate of just over 18%; 
moreover, few EC countries make such extensive use of 
zero-rating as the UK where, on average, approximately 
40% of all expenditure is zero-rated. 

Although there have also been rises in the real value of 
excise duties on beer, leaded petrol and cigarettes, the real 
values on wine and spirits have fallen somewhat since 1980. 
The real value of excise duty on wine in 1990 was equivalent 
to around 70% of its value in 1980 and for spirits the 1990 
level was approximately 25% less than in 1980. However, 
despite these real reductions in the levels of excise duties, 
the UK still imposes duties which are relatively high 
compared to the rest of the EC. 

Taxes on the use of labour are low as a proportion of GDP in 
the UK compared to the EC average; over the period 1980 to 
1990, taxes on the use of labour were approximately 7% of 
GDP in the UK, whereas the EC average over the same 
period was 11,7%. Moreover, the importance of revenue 
from the taxation of labour has declined by around 1 percen
tage point during the 1980s, a move which has been part of 
the switch away from direct taxation. 

The main tax on the use of labour takes the form of 'national 
insurance contributions' which is paid by employers, em
ployees and the self-employed. Contributions are paid to 
give entitlements to national insurance benefits, although the 
scheme does not run on a strict insurance basis, and the 
contributions should, in the view of most commentators, be 
regarded as a tax (Dilnot, 1988; Sandler, 1993). National 
insurance contributions have been revised considerably since 
1980 (Dilnot, 1989). Between 1980 and 1983, four successive 
budgets raised the employees' rate from 6,5 to 9%. In 1985, 
graduated tax rates were introduced to address the problem 
of marginal tax rates in excess of 100% for employees with 
wages around the lower earnings limit for contributions; to 
finance this move the 'upper earnings limit' which places 
a ceiling on contributions was abolished for employer 
contributions. The March 1993 budget included further 
increases in the contribution rate. 

Like taxes on the use of labour, the amount of revenue raised 
from taxes on individuals as a percentage of GDP has fallen 
slightly over the period 1980 to 1990. In 1980, taxes on the 
income of individuals were 10,56% of GDP and in 1990 the 
proportion was almost the same at 10,42%. Within that 
period however, the proportion was as low as 9,92% in 1987. 
Comparing the revenue from taxes on individuals as a 
proportion of GDP for the UK with the EC average, the UK 
proportion was below the EC average for the greater part of 
the 1980s, again a reflection of the switch in emphasis in the 
UK away from direct taxation. 
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Throughout the 1980s, most income taxpayers faced a single 
marginal rate of income tax; the system consisted of a tax 
free allowance, plus a long basic rate band applying to 
income above the allowance. Higher rates of tax were only 
applied to a small proportion of income taxpayers — about 1 
in 20 during most of the period. In the budget of 1980, the 
standard rate was 30% and the highest rate was 60%. Over 
the three years from 1986 to 1988, the basic rate of taxation 
was reduced from 30 to 25%, and the higher rate structure of 
the income tax was also substantially reformed in 1988 when 
the graduated structure of higher rates was simplified to a 
single higher rate of 40%. 

The 10 years from 1980 to 1990 also saw a considerable real 
increase in the value of personal allowances; the single 
person's allowance rose by around 20% over that period. 
Reforms to income tax have been slowed by the move back 
into budget deficit during the early 1990s, and there has been 
less-than-full indexation of certain allowances. In 1992, 
however, a new reduced 20% rate band was introduced, and 
has since been widened, although for most taxpayers the 
marginal income tax rate remains the basic rate of 25%. For 
1993 to 1994, the single person's allowance is UKL 3 445 

per year, the first UKL 2 500 of taxable income is taxed at a 
rate of 20%, the next UKL 21 200 at 25% and the remainder 
at 40%. 

Until 1990, the proportion of GDP raised through property 
taxation had remained relatively stable throughout the 1980s, 
at approximately 4% of GDP. The main taxes on property in 
the UK during the 1980s were domestic and non-domestic 
rates which were used to finance local government activities, 
although both of these taxes were changed as a result of 
reforms to local government finance at the start of the 1990s. 
Since 1990, non-domestic rates have been levied at a uniform 
national rate, although the revenues continue to be distributed 
to local government. Domestic rates were abolished in 1990, 
and during 1990 to 1993 local government was instead 
financed through a local poll tax, the community charge. 
Since 1993 local government again has been financed 
through a domestic property tax, the new council tax, a 
banded tax very similar to domestic rates. Apart from the 
period when the community charge was in operation, revenue 
collected from property taxation as a proportion of GDP in 
the UK has generally been at least 2% greater than the 
EC average. 

Table 7 

Detailed analysis of government revenues 

Taxes on proñt 

Taxes on goods & services 

— VAT 

— Excises 

— Other 

Taxes on labour 

— Employees 

— Employers 

— Self-employed 

— Other 

Taxes on individuals 

Taxes on property 

Miscellaneous 

Total revenue 

1980 

2,95 

10,33 

5,11 

3,91 

1,30 

7,34 

2,36 

3,37 

0,13 

1,47 

10,56 

4,24 

0,00 

35,42 

1981 

3,47 

10,40 

4,57 

4,44 

1,40 

7,32 

2,53 

3,24 

0,13 

1,41 

10,82 

4,70 

0,00 

36,72 

1982 

3,88 

11,36 

5,25 

4,65 

1,47 

7,99 

3,01 

3,50 

0,17 

1,31 

10,96 

4,95 

0,00 

39,15 

1983 

4,08 

11,20 

5,25 

4,62 

1,33 

7,23 

3,10 

3,45 

0,18 

0,51 

10,36 

4,60 

0,00 

37,48 

1984 

4,47 

11,66 

5,62 

4,67 

1,36 

7,14 

3,13 

3,45 

0,18 

0,38 

10,17 

4,52 

0,00 

37,96 

1985 

4,79 

11,87 

5,99 

4,56 

1,32 

6,73 

3,10 

3,41 

0,20 

0,03 

10,08 

4,54 

0,00 

38,02 

1986 

3,98 

11,83 

5,95 

4,57 

1,31 

6,88 

3,19 

3,50 

0,18 

0,00 

10,24 

4,91 

0,01 

37,84 

1987 

3,93 

11,75 

5,95 

4,47 

1,33 

6,80 

3,05 

3,57 

0,18 

0,00 

9,92 

4,93 

0,04 

37,37 

1988 

4,03 

11,70 

6,15 

4,30 

1,24 

6,97 

3,04 

3,63 

0,20 

0,10 

9,93 

4,89 

0,08 

37,60 

(as a percentage of GDP) 

1989 

4,50 

11,32 

6,17 

3,94 

1,20 

6,56 

2,72 

3,52 

0,21 

0,12 

9,80 

4,67 

0,16 

37,01 

1990 

4,04 

11,14 

6,07 

3,94 

1,12 

6,43 

2,43 

3,66 

0,21 

0,12 

10,42 

3,07 

1,59 

36,69 

Source: OECD, Revenue statistics, 1992. 
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6. Budgetary process 

6.1. Organization 

The UK is a unitary State with two basic levels of government 
— central government and local authorities. In some areas, 
local government is divided into two tiers, counties and 
districts.1 In the UK the social security system does not 
operate on a separately-defined budget although there is a 
largely notional national insurance fund which receives 
national insurance (NI) contributions, but is substantially 
augmented by revenues from general taxation.2 Parliament 
consists of two chambers — the House of Lords (the Upper 
Chamber) which is not elected and the House of Commons, 
where Members of Parliament are elected at least every five 
years. Both taxation and expenditure plans have to be 
accepted by the Lower House but not by the Upper House. 
The government alone has the right to initiate legislation 
involving taxation or public expenditure. 

In the UK central government spending is approximately 
70% of public expenditure and local government spending 
accounts for the rest. Of the remaining 30%, spending on 
education accounts for nearly half of local government 
expenditure; other major local government functions are law 
and order, social services, refuse collection and recreational 
activities.3 

Controls on local government's spending activities are tight; 
local government is compelled by statutory law to provide a 
certain list of services and their financial independence from 
central government is limited as a large proportion of their 
finance comes from centrally-determined grants. Central 
government may restrict expenditure or tax levels of individ
ual authorities ('capping'), where it judges this necessary. 
Broadly speaking, local authorities may borrow only for 
purposes of capital expenditure. Furthermore, approval of 
central government for large capital investment plans must 
be sought before such programmes can commence, a rule 
which limits planning autonomy. 

6.2. Budgetary rules and procedures 

Budgetary rules and procedures in the UK are currently in a 
stage of transition. Up until 1993, tax and spending decisions 
had been organized on a separate basis, with public spending 

This two-tier structure is currently under review, on an area-by-area 
basis, by the Local Government Commission. 
See Dilnot (1988). 
See Smith and Squire (1987). 

plans being presented to Parliament in the November 
'Autumn Statement' and taxation proposals in the 'Budget' 
the following March, just before the start of the financial 
year. Revenue and expenditure plans were then brought 
together in the 'Financial statement and budget report' 
(HMSO), issued at the time of the Budget. 

From 1993 onwards, this split budgetary process has been 
replaced by a single budget statement covering both revenue 
and expenditure sides of the budget, taking place in Nov
ember. In effect, the 'Budget' tax proposals have been 
brought forward by three months to coincide with the 
spending 'Autumn Statement'. The Chancellor's Budget 
Statement to Parliament in this new procedure covers tax 
proposals for the year ahead and spending proposals for the 
next three years, and is accompanied by the detailed material 
previously contained in both the Autumn Statement and 
the Financial statement and budget report. The measures 
proposed in the Budget are to be enacted in a 'Finance Bill' 
to be discussed by Parliament in early January. 

The first year for which this procedure has applied was the 
budget for 1994, which was presented in November 1993; 
thus the calendar year 1993 contained two 'Budgets', in 
March and November, for 1993 and 1994 respectively. 

Budgetary planning and control in the UK is run on a 
three-year framework when each year the government re
views its plans for year t +1, year t + 2 and formulates a new 
plan for year t+ 3. Since 1981 plans for future expenditure 
have been based around cash limits (Bevan, 1980; Likierman, 
1983) which plan and constrain departmental expenditures to 
the authorized nominal totals, in place of an earlier system of 
budgetary planning in constant-price terms. 

In recent years, the formulation of expenditure plans by 
function (i.e., health, education, defence etc.) and by econ
omic category (i.e., current and capital expenditure) in the 
UK has been run according to a strict timetable involving 
negotiations between the Cabinet and departments with the 
Treasury acting as an intermediary. During the first four or 
five months of the year departments have liaised with the 
Treasury to compile the public expenditure survey (PES) 
which has outlined the spending plans and commitments that 
each department has for the next three years, taking into 
account the assumptions made about the performance of the 
macroeconomy and any general restrictions imposed by the 
Treasury relating to the overall spending limits. In June, the 
Cabinet has received the PES from the Treasury and over the 
summer it has come to a collective agreement over the 
amount that each department should be allowed to spend. In 
August, the Chief Secretary to the Treasury has written to 
each department with the outcome of the discussion and 
further bilateral negotiations have followed in September 
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between each department and the Treasury to try to reach 
agreement on the expenditure plans. If no agreement has 
been reached, a third set of trilateral negotiations follow 
involving the 'Star Chamber', an informal group of senior 
cabinet ministers, to adjudicate on disputed issues.1 In the 
Autumn Statement in October/November, the Government's 
expenditure plans have then been presented to Parliament. 
The final stage of the public expenditure decision process 
has been the decision taken by Parliament in the following 
January on the public expenditure White Paper (PEWP). 

While public expenditure in the UK has been planned and 
controlled by making forward estimates for a number of 
years in advance, taxation has not been treated in the same 
way; tax proposals have been announced late in the process, 
and generally only for the year immediately ahead. With 
expenditure plans already in place, the Chancellor has 
presented a revenue budget to the House of Commons in 
March (in a statement known as 'The Budget') and this has 
then formed the beginning of Parliamentary discussion of the 
revenue side of the budget. It is this separation of the tax and 
spending decisions which the reform of the UK budgetary 
procedures implemented during 1993 has been intended to 
rectify; under the new procedures, tax and spending decisions 
are made concurrently. 

There are two votes relating to the passage of the taxation 
plans through Parliament. The first vote concerns the general 
content of what should be included in the Finance Bill and 
any amendments to the budget are discussed here, although 
the nature of any changes are somewhat restricted since the 
only amendments which parliamentary procedure permits 
are those which would reduce, rather than increase, taxes. 
The second vote is on the Finance Bill which contains the 
finalised budget proposals, and this bill is time-limited. 
Under the March Budget timetable, the deadline for the 
Finance Bill to pass through Parliament has generally been 
set for early August. 

Compared to other Member States, certain aspects ofthe UK 
budgetary rules and procedures can be viewed as encouraging 
fiscal discipline (von Hagen, 1992). Features in the UK 
system such as the existence of multiannual budgets, the 
degree to which spending targets are observed, the degree of 
transparency in budgetary plans and the relative lack of 
importance placed on off-budgetary activities give strong 
incentives for fiscal discipline. The limitation on parliamen
tary initiatives to increase taxes or spending also imparts a 
restrictive bias to the system. 

7. Flexibility of fiscal policy 

7.1. Public borrowing 

The reduction of government borrowing was a continuing 
theme of policy in the 1980s. During the first half of the 
decade, net borrowing was around 2,5 to 4 per cent of GDP 
(Table 2); in 1984, the gross debt of the public sector was 
some 60% of GDP. The period 1984 to 1990 witnessed a 
dramatic reduction in net borrowing as a proportion of GDP 
to such an extent that the government ran a surplus during 
the years 1988 and 1989 equivalent in both years to 
approximately 1 % of GDP. Gross public debt fell to about 
40% of GDP in 1990. 

There were a number of factors which contributed to the 
successful contraction in government debt. There was a 
steady build-up in tax and royalty revenues from North Sea 
oil, reflecting the rise in UK oil output from some 80 million 
tonnes in 1980 to a peak of 128 million tonnes in 1985.2 

Privatization proceeds were an important source of revenue 
during the 1980s; over the period from 1980 to 1990, total 
net privatization receipts amounted to nearly UKL 25 billion 
at 1990 prices.3 In addition, high rates of growth in GDP 
meant that tax receipts were higher and spending on social 
security and employment programmes lower. 

Since 1990, however, the surplus has been eroded away in as 
dramatic a fashion as it was built up and the level of gross 
public debt has once again risen to some 50% of GDP in 
1993. Also, the decline both in oil output, and, more 
importantly, in oil prices, has reduced revenues from North 
Sea production; the collapse in oil prices has forced the 
government to accept lower revenues per tonne in order to 
keep fields in production. There appears to have been a 
significant relaxation of control over public expenditure prior 
to the 1991 general election. Partly, this reflects the move 
back into recession which has led to a sharp worsening of the 
budgetary position; the duration and depth of the recession 
has been unusually sharp and its budgetary impact consider
able. 

The latest government estimates (HMSO,1993) indicate that 
the PSBR was predicted to be in the region of 8% of GDP 
over 1993-94, clearly outside the required ratio required to 
satisfy the Maastricht convergence criteria. There are two 
factors which will determine the likelihood ofthe UK moving 

Departments are encouraged to reach agreement before the Star Chamber 
stage, by the threat that the Star Chamber might choose to set a spending 
total lower than that on offer at an earlier stage from the Treasury. 

UK oil production has since fallen appreciably from the mid-1980s peak, 
to some 91 million tonnes in 1991. 
Hills (1989) notes that the discounts at which the privatization shares 
were sold, together with the expenses involved in selling them, amounted 
to some £4 billion (1987) prices) over the same period. 
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towards the 3% debt to GDP ratio in the medium term: the 
first is how much below capacity the UK is at the present 
moment and the second is how much of the present deficit is 
cyclical. If all of the present deficit is due to the existence of 
automatic stabilisers within the economy, then as the econ
omy starts to grow, then the deficit should disappear over the 
medium term. The June 1993 OECD Economic Outlook 
suggests that between one-half and one-quarter of the deficit 
is due to a cyclical component. This would suggest that 
changes have to be made either to the structure of taxation or 
to the level of public expenditure if the 3% target is to 
be reached. 

The OECD estimates are broadly in line with those in a 
recent study by Pain, Young and Westaway (1993) which 
concluded on unchanged government policy, the current 
deficit would be unsustainable. This conclusion seems to be 
broadly consistent with the UK Government's most recent 
round of tax and public expenditure proposals outlined in the 
November 1994 Budget. Here, the Chancellor announced a 
number of tax increases, not only for the next fiscal year 
1994-95 but also for the following two years after that. Given 
that the March 1993 Budget also contained a number of 
pre-announced changes, the years leading up to 1996-97 are 
likely to witness a substantial increase in the tax burden. In 
total, the two 1993 Budgets taken together should raise 
approximately UKL 24 billion during the period 1993-94 to 
1996-97. Furthermore, the Chancellor also indicated an 
intention to reduce public expenditure during the latter part 
of the current Parliament. Reflecting this tightening of fiscal 
policy, the latest government predictions indicate a decrease 
in the PSBR of around UKL 5,25 billion over 1994-95, 
UKL 7 billion over 1995-96 and UKL 10,5 billion over 
1996-97. However, these estimates rely on an assumption of 
2,5% annual GDP growth, and unprecedented restraint in 
the public-sector pay bill, neither of which may be easy 
to achieve. 

It is clear that much has already been done to reduce the 
substantial budget deficits projected for the late 1990s. So 
long as the UK emerges from the recession into a period of 
strong and sustained economic growth, relatively minor 
changes might be all that is necessary if the UK were to aim 
to achieve the Maastricht convergence target at some time 
during the 1990s. On the other hand, economic growth could 
turn out to be considerably lower than expected — for 
example, if the weakness of the balance of payments 
turns out to be a significant brake on recovery. Also, the 
government's commitment to tight control over the rate of 
growth of public spending might be difficult to achieve; 
for the 1994 Budget plans to be achieved would require 
unprecedented restraint in public-sector pay and other major 
components of public spending. 

For these reasons, it would be necessary, if the UK were to 
seek to meet the Maastricht convergence criteria, for there to 
be further measures, either to increase tax revenues or to 
reduce public expenditures. 

7.2. Scope to increase tax revenues 
Viewed as a purely technical issue, there is considerable 
scope for further increases, if required, in UK tax revenues. 
The primary limitations on further increases in tax revenues 
are political, reflecting the large increases in the tax burden 
already being planned, and the Government's commitment to 
low taxation. Moreover, although the 1993 budget statements 
clearly placed long term considerations ahead of short-term 
demand considerations, in that the tax burden was increased 
sharply during a period of recession, there may be some 
reluctance on the part of the UK Government to introduce 
further major tax increasing measures in the short-term given 
that the strength of the recovery of the UK economy is still 
rather fragile. 

Perhaps the easiest area where changes could be implemented 
is in the main indirect tax, value-added tax. Two main 
options would be available: either an increase in the standard 
rate of VAT (currently at 17,5%) or widening the coverage 
by reducing the proportion of consumer spending subject to 
a zero rate. The first option could certainly be exercised; 
although fears concerning the effects of higher VAT rates on 
compliance may discourage this option. Each additional 
percentage point on the VAT rate would add approximately 
UKL 1,7 billion to total revenues (assuming unchanged com
pliance). 

The second option of broadening the base would be an 
extension of a policy that was introduced in the March 1993 
Budget where it was announced that VAT zero-rating of 
energy supplied to domestic customers was to be abolished; 
VAT at 8% would be levied from 1994, and at the standard 
rate from 1985 onwards. Food, books, newspapers, public 
transport, childrens' clothing and water and sewerage ser
vices are the main categories of goods currently zero-rated; 
abolition of all zero rates, and imposition of VAT on these 
items at the standard rate, would raise approximately UKL 11 
billion in 1993 prices (Davies, et al, 1993b). Such a 
policy could have some marginal administrative advantage 
in simplifying the VAT system and reducing compliance 
costs, and the distributional implications of taxing necessities 
at the standard VAT rate could be addressed by using part of 
the additional revenues for compensation of poorer house
holds through higher pensions, benefits, and income tax 
allowances1. However, the experience of extending the 

These issues are discussed in the context of the abolition of zero-rating 
on domestic energy by Crawford et al (1993). 
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standard VAT rate to domestic energy suggests that it would 
have high political costs. 

An alternative to levying VAT on currently zero-rated goods 
at the standard rate would be to introduce a reduced rate, for 
example at 5%, on currently zero-rated items. Reduced rates 
are widely used in many EC countries, and a 5% rate on 
most items currently zero-rated would conform with EC 
agreements on VAT rates. This would be less regressive in 
distributional terms than levying VAT on necessities at the 
standard rate, and might encounter less (although still 
substantial) public opposition, but it would not have the 
administrative advantages of a single VAT rate. 

Finally, further revenues from indirect taxation could be 
raised from increasing excise duties by more than the rate of 
inflation. As the main excise duties are levied on goods 
whose consumption is generally believed to be harmful to 
the individual (alcohol and tobacco) or damaging to the 
environment (motor fuels), the Government could justify this 
measure on health and environmental policy grounds. A 10% 
real increase in duties would raise around UKL 1,8 billion. 
However, the Government may be reluctant to increase 
duties by much more than the inflation rate for a number of 
reasons. Large increases in excise duties add to inflationary 
pressures, and may be damaging to industry. Also the UK 
already has relatively high excise duties compared to the rest 
of Europe. This latter issue may constrain the UK's ability to 
raise substantial additional revenues from excises — HM 
Customs and Excise estimates that the current loss in revenue 
due to cross-border shopping is around UKL 250 million 
per year.1 

There are a number of ways in which changes could be made 
to personal income taxes which would raise substantial 
amounts of revenue: 

(i) Increasing the basic rate at which income tax is levied 
would be the obvious way to increase revenue; each one 
percentage point on the basic rate raises approximately 
UKL 1,5 billion. The Government has, however, made 
extremely firm political commitments to a long-term 
reduction in income tax rates,2 and these make increasing 
the basic rate very difficult in political terms. 

The argument is not that increases in duty rates would reduce UK 
revenues; relative duty rates in the UK are probably still well below the 
level at which this would be true. Instead, the concern is simply that the 
scale of cross-border shopping, the growth in illegal commercial 
cross-border transactions, and its impact on retailers in the geographical 
areas most exposed to cross-border shopping (mainly the South-East) 
would be unacceptable in political terms. 
The government's declared intention is to move eventually to a basic 
rate of income tax of 20%. 

(ii) Alternatively, the government could abolish the 20% 
band, which would have some economic merit. The 20% 
rate band is narrow and few taxpayers are faced with the 
20% rate as their marginal income tax rate; for most, 
the 20% band is experienced simply as a lump sum, 
equivalent to an additional allowance. Replacing the 
20% rate with an equal-cost addition to the basic 
allowance would confer greater benefit on poorer house
holds, would take some taxpayers out of income tax 
altogether (with consequent administrative savings), and 
would have negligible impact on the majority of tax
payers. 

(iii) Raising the higher rate (currently 40%) would also be an 
option; each one percentage point increase would raise 
approximately UKL 180 million. Again, however, the 
measure would be highly visible, and would reverse 
what has been seen as an earlier political achievement of 
the government in reducing higher marginal rates. 

There are other, less obvious options which would raise 
revenue through changes to the system of allowances. 

(i) One option is to less-than-fully index the levels of all 
allowances and thresholds in the income tax system; for 
example if both the March and November 1993 Budgets 
froze the value of allowances in nominal terms. 

(ii) A feature of the UK income tax system is that the tax 
allowances to single taxpayers and married couples are 
worth more to taxpayers who are taxed at the higher rate 
that at the basic rate; a higher-rate tax-payer would pay 
more in extra tax than a basic rate tax-payer if the 
allowance were to abolished, since the allowances have 
the effect of reducing the income level at which higher 
rate tax is payable. It would be possible to restrict the 
value of allowances to the basic rate of taxation, raising 
additional revenues from higher-rate taxpayers. The UK 
Government has already moved part of the way towards 
restricting allowances; from April 1994 the married 
couples' allowance will be restricted to 15%. 

(iii) The Government could also limit the value of the small 
number of significant tax reliefs which serve to reduce 
the tax base. The two most important tax reliefs within 
the UK personal income tax system are mortgage interest 
relief and payments to approved pension schemes. 
Similarly, in recent years, the Government has estab
lished a number of schemes to promote investment 
and saving where the income from these schemes are 
partially or wholly exempt from tax. Already, steps have 
been taken to reduce the value ofthe reliefs for mortgage 
interest; the government restricted the value of this to 
the basic rate in the 1991 Budget and from April 1994, 
relief will be restricted to the 20% rate. 
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Finally, the Government could seek to increase revenues 
through limiting the scope for tax evasion and avoidance in 
the income tax system. There is evidence of appreciable 
income under-reporting, perhaps in excess of 20%, by 
taxpayers not subject to deduction at source — mainly 
self-employed 'Schedule D' taxpayers (Baker, 1993). Devot
ing additional resources to compliance currently has a 
financial return to the exchequer which is substantially higher 
than the expenditures involved, especially in the case of 
compliance work on taxation of income of the self-employed 
(Schedule D). Nevertheless, the financial return to the 
exchequer should not be taken as the sole consideration in 
assessing the social benefit of devoting additional resources 
to compliance; neglecting distributional (and moral) con
siderations, a more appropriate yardstick for the social gain 
from additional compliance expenditures might be given by 
the opportunity cost of tax revenues, in terms of the resource 
costs (excess burden) of raising revenues through other 
instruments (Smith, 1986). 

National insurance contributions could also provide a source 
of substantial additional revenues, less encumbered than 
income tax by political commitments to reduce income tax 
rates. Furthermore, the reforms could be made in such a way 
that some of the structural anomalies in the current system of 
national insurance (NT) which lead to high marginal tax rates 
at certain points on the income scale could also be corrected. 
Thus for example, the upper income limit beyond which no 
further NI contributions are levied could be raised up to the 
higher rate threshold for income tax, or alternatively the base 
for NI contributions could be extended to unearned income. 

The third field where major reforms could be made with the 
aim of raising revenues is in environmental taxation. These 
could have an impact in two ways: either new taxes, such as 
a carbon tax or road charges, could be introduced or else 
existing taxes could be changed for environmental reasons. 

The alteration of taxes currently in place on motor vehicle 
use would provide plenty of scope for raising additional 
revenues. One possibility is the introduction of charges for 
certain categories of road use (such as motorways); the 
Government is currently considering a number of options of 
this sort. Changes to existing motoring taxes such as an 
increase in the rate of excise duty on motor fuels or increases 
in the annual vehicle excise duty (VED) on use of a motor 
vehicle could also raise substantial revenues. The evidence 
suggests that were higher rates of taxation levied on petrol, 
they would have little immediate effect on discouraging 
motor vehicle use, unless they were imposed at very high 
levels. But while use of such taxes would not produce the 
desired effect for environmental reasons, higher rates of 
taxation on petrol would be an effective way of raising 
revenue. In the most recent Budget of November 1993, the 

Chancellor raised the flat rate VED by UKL 5 and also 
increased petrol taxation by 3p per litre. Government esti
mates suggest that these two measures should raise around 
UKL 0,75 billion over the next financial year. 

The scope for additional revenues from some other parts of 
the tax system currently appears to be limited. Thus, taxes on 
business (either in the form of changes to corporation tax, or 
increases in the 'non-domestic rate' on business property) 
are unlikely to be possible until the economy emerges from 
recession. The non-domestic rate is already levied at high 
rates, and the recent revaluation coupled with the introduction 
of a uniform national tax rate have led to considerable 
disquiet about the resulting changes in the tax burden. Further 
change, except in the form of reductions in the rate, would 
appear difficult. 

Local taxation, too, is probably sufficiently fragile to permit 
any large increase in revenues from this source. The cata
strophic experience of the community charge, which was 
subject to widespread resistance and evasion, may have 
severely weakened past traditions of local taxpaying (Besley, 
Preston and Ridge, 1993). It remains to be seen whether the 
resistance to the community charge may carry over, in part, 
to the new local property tax (the council tax). 

There is probably only limited scope for the Government to 
increase revenues through further sales of public assets. The 
1980s saw the privatization of the major utilities such as gas, 
water and electricity, and a certain amount of revenue is 
expected to accrue from disposal of the remaining govern
ment stake in some of these issues up until the year 2000. 
The sale of British Coal is the next major privatization to 
occur, although it is unclear whether it will raise much in 
the way of revenues. Possible further options include the 
privatization of certain government administrative functions, 
and disposal of government assets such as the sale of 
government buildings. Quite apart form the limited scope for 
large revenues from further asset sales, it may be questioned 
whether asset sale should be regarded as the appropriate 
response to a continuing excess of expenditures over current 
revenues. Although UK public accounting practice counts 
privatization revenues as current receipts rather than simply 
changes in the form of the public sector's asset holdings, it is 
far from clear that any economic significance should be 
attached to changes in the public sector's deficit as a result 
of the accounting treatment of privatization and other asset 
sales (Hills, 1989). 

7.3. Scope to reduce expenditures 
Public-sector pay. Public-sector pay awards have been the 
focus of much recent attention, culminating in a 1,5% pay 
increase for 1992-93 and a announcement of a freeze on 
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aggregate labour costs in the public-sector (not necessarily 
on pay rates) for the next three years after that. It is unlikely 
that there is much scope for further tightening of public 
sector pay restraint. There must, indeed, be some doubt as to 
whether the stringent control over the government depart
ments' labour costs will prove feasible to maintain beyond 
the end of the period for which it has been announced, 
without in the long term leading to a significant impact on 
recruitment, staff turnover, and staff quality. 

Social security spending. Given that social security spending 
forms the largest part of total government expenditure, efforts 
to make a significant reduction in aggregate government 
expenditure would need to include measures in this area 
(despite the potential political sensitivity). As with tax policy, 
a number of pledges in the last Conservative election 
manifesto (such as commitments to maintain child benefit) 
restrict the Government's policy options. 

Measures announced in the 1994 Budget will have the effect 
of reducing the period for which individuals can claim 
unemployment benefit from 12 to 6 months; the benefit will 
be renamed a 'Job-seeker's allowance'. The net impact of 
this on public expenditure will, however, be modest, since 
means-tested social security benefits will continue to be 
available for the unemployed beyond the six-month time-
limit. The main saving will be on unemployment benefit 
that would have been paid between 6 and 12 months to 
unemployed people who would not qualify for means-tested 
benefits — those with significant assets, and the unemployed 
spouses of employed individuals. 

Attention is also currently being given to social security 
spending on invalidity benefit (IVB), paid to those who are 
unable to work for (long-term) health reasons. IVB spending 
is around UKL 6 to 7 billion per year, and has doubled since 
the early 1980s. There is a suspicion that at least some of the 
growth reflects a form of disguised unemployment, with IVB 
being paid instead of other benefits to minimize the stigma 
involved in claiming benefits.1 In the November 1993 
Budget, measures were taken to limit the amount of public 
expenditure on (short-term) sickness benefits, and a new 
incapacity benefit has been introduced to replace IVB. The 
new incapacity benefit is to be taxed and will have more 
stringent tests for eligibility. It is not yet possible to produce 
reliable estimates of the size of any reduction in public 
spending that may result. 

A further social security issue that has also been subject to 
great interest recently has been more the control of fraudulent 

1 See Disney and Webb (1990) for a discussion of the links between 
unemployment and social security expenditures and other benefits. 

claims for benefits. A recent clamp-down over the last year 
is reported to have saved the Department of Social Security 
approximately UKL 500 million. However, it appears that 
marginal resources devoted to benefits compliance results in 
a considerably smaller direct financial return than marginal 
resources devoted to income tax compliance (Smith, 1986), 
although of course, there may, be less quantifiable gains in 
terms of discouraging other fraudulent claims, and main
taining public support for the benefits system. 

State pensions. One particular area of government spending 
that has received much attention is the State pension. Under 
present rules, the basic State pension is a flat rate benefit 
payable to all individuals over State pension age (currently 
65 for men and 60 for women) who have paid social security 
contributions (national insurance) for around nine tenths of 
their working lives. In addition, individuals can also receive 
an earnings-related element, under the State earnings related 
pension scheme (SERPS), set up in the 1970s. Expenditures 
on the earnings-related pension are rising rapidly, due to the 
build up of individual entitlements to the earnings-related 
component. However, major changes have already been 
made to the SERPS system in order to reduce long-term 
public expenditure commitments. The government has, for 
example, encouraged individuals to 'contract out' of SERPS; 
under this scheme, individuals can pay a proportion of their 
national insurance contributions into an approved private 
pension scheme. The 'generosity' of SERPS provisions for 
certain groups, especially married women, has also been 
sharply reduced. 

Current attention is focusing on the basic State pension, 
which cost UKL 24,7 billion in 1991-92, and especially on 
options such as restricting the universal nature of the State 
pension or raising the entitlement age. In the November 1993 
Budget, the Chancellor announced that the State pension age 
is to be equalized at 65 for men and women from the year 
2010; the pension age for women has thus been raised from 
60 to 65. The government could also make substantial 
expenditure savings by means-testing the basic pension. 
However, there are clear political difficulties. In addition, the 
scope for much immediate effect on pension costs is limited 
by the fact that those currently past or approaching retirement 
age have made irreversible decisions in the expectation of a 
certain level of State pension, and have little opportunity 
now to make alternative arrangements. 

Defence. The defence budget has already been subject to 
major reductions in planned spending over recent years. The 
1993-94 defence budget is likely to be around 15% lower in 
real terms than the previous peak of 1984-85. Ridge and Ron 
Smith (1991) argue that the scope for further reductions in 
defence spending depend largely on a redefinition of the 
military commitments borne by the UK and the institutional 
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context in which they are borne. For example, they suggest 
that UK military expenditure could be reduced to around 2% 
of GDP, (on favourable growth assumptions, and on the 
assumption that the threat from the Eastern Block continues 
to diminish), if the UK were to operate within the framework 
of a European multilateral alliance. A solution to the political 
problems in Northern Ireland may provide even more scope 
for cutting the defence budget, but the likelihood of this 
outcome is difficult to predict. 

Nevertheless, there are constraints on spending reductions. 
The Government would have to contend with a strong 
military lobby. Some resources and commitments are not 
divisible — and there has to be a minimum level or size of 
force to meet certain commitments. Also there may be risks 
in reducing defence expenditures to such an extent in the 
face of political uncertainty, especially in the former USSR. 
Defence requirements depend to a large extent upon factors 
which are intrinsically unpredictable, and long-term budget
ary and strategic planning is therefore difficult. 

initial capital spending, whilst increasing future current ex
penditures. 

Health. Demographic factors such as the ageing of the UK 
population and the rapid advancement of medical technology 
are both placing increasing demands on health care resources. 
The Government's past reforms to the National Health 
Service, taking the form of an NHS 'internal market' for 
hospital treatment, 'budget holding' by individual family 
doctors (general practitioners), and 'trust' status for major 
hospitals, have all been designed with the intention of 
improving the cost-effectiveness of the NHS, in the light of 
these long-term pressures for increased spending. To date the 
impact of the reforms on spending has been mixed (spending 
on NHS administration has increased sharply), and the 
impact on the cost-effectiveness ofthe NHS has been difficult 
to identify with certainty, since the reforms have changed the 
interpretation of many of the throughput and activity 
measures (admissions, beds, etc.) on which measures of 
output might be based. 

Capital projects. For some capital projects it may be possible 
to attract private finance to replace public expenditures. 
Prisons or hospitals could, for example, be built (and, in 
some cases, run) by the private sector, with a government 
department as the main customer. Some moves in this 
direction are being made across a range of central government 
functions, including health, education, the prison service, 
etc. Subcontracting has been more extensive in the local 
government sector, where a wide range of functions are now 
subject to mandatory requirements for competitive tendering. 
The impact on the public-sector budget may be felt in two 
ways. Firstly, there will be a change in the timing, though 
not necessarily in the level, of public spending, as a result 
of the difference in the accounting treatment of capital 
expenditures within such subcontracted activities. Second, to 
the extent that contracting out increases competitive press
ures for efficiency, it may lead to genuine reductions in the 
public expenditure required to provide a given range of 
public services. 

Transport. The Government is currently considering the 
possibility of introducing road charges for the use of motor
ways in the UK. Under some form of road-charging scheme, 
it is possible to envisage a situation where the private sector 
designs, builds and maintains roads and in return receives a 
stream income from the road charges. Alternatively, the 
Government could issue contracts to the private sector for 
road construction projects and the contractors would receive 
payments from the Government, related to the amount that 
the roads were used. Although this latter scheme would not 
provide as much scope for expenditure savings as the first, it 
could change the timing of government spending, reducing 

Pending further experience with the NHS reforms, there is 
unlikely to be much scope for major expenditure-reducing 
measures, if they were sought, in the area of health spending. 
One area where short-term savings could be made is an 
extension of user charges for the service. Thus, for example, 
prescription charges, the flat-rate charge made for prescribed 
medicines, could be increased; there has in fact already been 
a steady upward trend in these charges for some years. 
Econometric evidence (Smith and Watson, 1990) indicates 
that this leads to a significant reduction in consumption 
without any evidence that the reduction is borne by medically 
'marginal' prescriptions. Also, savings could be made by 
tightening the eligibility rules for free prescriptions. Under 
existing arrangements, around 80% of all prescriptions are 
issued free of charge, out of a total of some 400 million 
prescriptions issued annually, dispensed at an average cost to 
the NHS of UKL 4,25. 

Overall, however, the scope for substantial reform in the UK 
health care system is limited. There is a strong predilection 
in the UK towards a national system of health care and so 
privatization is not so much of an option in the UK 
as elsewhere. 

Education. Again, to a certain extent the government only 
has limited scope to reduce spending here. Schools are 
primarily a local government responsibility, and central 
government planning of schools expenditure is therefore 
difficult (although an increasing number of schools are being 
encouraged to 'opt out' of local authority control in favour 
of direct central funding). As with health, the long term 
expenditure implications of these reforms are unclear. 
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Table 8 

Contribution to budget consolidation of revenue categories in the UK" 

1. 

2. 

3. 

4. 

Taxes on portfolio income of 
individuals 

Taxes on corporate profits 

Taxes on goods and services 
3.1. VAT 

3.2. Excise duties 

3.3. Other taxes 

Taxes on the use of labour 

++» 

GDP growth 

abolition of 
zero-rating; 
increase rates 
increasing petrol 
tax rates 

+» 

better inter
national exchange 
of compliance in
formation; in
crease rates 

increasing rate; 
higher inflation 

GDP growth; 

increasing rates 
on alcoholic 
drinks/tobacco; 
changing VED 

_c 

increasing VAT 
registration 
threshold 
cross-border 
shopping in 
alcoholic 
drinks/tobacco 

c 

harmonization of 
dudes on alcoholic 
drinks 

Total" 

0(3,07) 

++(4,04) 

++(11,14) 

++(6,07) 

0(3,94) 
+ (1,12) 

+ (6,43) 
4.1. Social security contributions -

employees 

4.2. Social security contributions-
employers 

extension to invest- GDP growth 
ment income; 
ending of UEL; 
higher rates; 
higher rates; - GDP growth 
contributions on 
benefits in kind 

reduction in base 
due to pension 
contracting out 

reduction in base 
due to pension 
contracting out 

4.3. Social security contributions— GDP growth 
self-employed 

4.4. Other taxes 

5. Taxes on income of individuals 

6. Taxes on property 

7. Miscellaneous taxes 

8. Non tax revenues 

reducing 
allowances; 
increasing basic 
rate; 
GDP growth; 
increased 
expenditure on 
Schedule D 
compliance; 
higher inflation 

higher council 
tax rates 

GDP growth 

abolition of 
MIRAS; higher 
rate; 
abolition of 
20% rate 

reducing bask rate 

higher entitlements 
to rebates 

new environmental 
taxes 

privatization 

+ (2,43) 

+ (3,66) 

+ (0,21) 
+ (0,12) 

+ (10,42) 

0(3,07) 

+ (159) 

+ (1,04) 

Budget consolidation resulting from discretionary measures is printed in bold type. 
A plus (+) indicates upward flexibility (higher revenues, lower deficit) of the revenue ratio (% GDP) resulting from relevant automatic and/or discretionary policy changes. The single and 
double plus signs are used to indicate the relative degree of flexibility. 
A minus (-) indicates downward flexibilty (lower revenues, higher deficit) of the revenue ratio (% GDP) resulting from the relevant automatic and/or discretionary policy changes, The single 
and double minus signs are used to indicate the relative degree of flexibilty. 
The share of the various revenue categories as a percentage of GDP (1990) is shown in parentheses. 
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Table 9 

Contribution to budget consolidation of functional expenditure categories in the UK" 

Total" 

1. General public services reducing public 

sector pay + + (1,68) 

2. Defence overall reduction overall reduction 

3. Public order and safety 

4. Education 

in defence 

capability 

(long term); 

political 

settlement in 

Northern Ireland 

reduction 

in defence 

capability 

(short term) 

higher police pay 

expansion; 

demographic 

change 

+ (4,27) 

0(1,27) 

-(1,22) 

5. Health increasing charges; ageing population 

private sector 

finance 0(5,09) 

6. Social security and welfare contracting out of increased 

pensions; compliance 

tightening expenditures 

eligibility rules for social 

security 

greater increase in 

rebates for energy 

expenditure due to 

environmental 

legislation 

ageing population 

■(10,85) 

7. Housing and community amenities 

8. Recreational, cultural and religious 

affairs 

further sales of 

public sector 

housing 0(1,35) 

0 (0,16) 

9. Economic services 

10. Other functions 

private-sector 

finance + (3,26) 

0(9,17) 

Budget consolidation resulting from discretionary measures is printed in bold type 
A plus (+) indicates downward flexibility (less expenditure, smaller deficit) of the expenditure ratio (% GDP) resulting from relevant built-in-flexibility and/or discretionary masures. The 
single and double plus signs are used to indicate the relative degree of flexibility. 
A minus (-) indicates upward flexibilty (more expenditure, higher deficit) of the revenue ratio (% GDP) resulting from the relevant built-in-flexibilty and/or discretionary measures. The 
single and double minus signs are used to indicate the relative degree of flexibilty. 
The share of the various revenue categories as a percentage of GDP (1990) is shown in parentheses. 
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Part I — Possibilities for reducing budget deficits in the Community 

Table 10 

Major revenue changing measures in the UK, 1980-93a 

Year Taxes on Taxes on 
portfolio corporate 
Income profits 

VAT Excise Social Social 
duties security security 

employees employers 

Income tax Property 
tax 

North Sea 
oil taxes 

Non-tax 
revenues 

1980 

1981 

1982 

1983 

Capital tax 
threshold 
doubled 

Beer, 
cigarettes, 
petrol 

Rate increase 

Rate increase 

Rate increase 

Rate increase 

Rate increase 

Employer 
NI surcharge 
cut 

NI 
surcharge 
cut 

Reduced 
rate band 
abolished 

Allowances 
frozen 

Real 
allowance 
increase 

Real 
allowance 
increase 

SD 
threshold 
increase 

MTRAs 
ceiling 
raised 

Rate 
increased 

Supplemen
tary tax 
introduced 

Rate increase 

Licence fee 
royalties 
abolished 

1984 Investment 
income 
surcharge, 
top rate tax 
on capital 
transfers 
and relief on 
life assurance 
abolished; 

Rate cut; 
Stock relief 
and 1st year 
allowances 
abolished; 
25% 
writing 
down 
allowances 

Wine duty 
cut; Beer, 
cigarettes 
raised 

Employer Real SD 
NI allowance threshold 
surcharge increase donbled; 
abolished rate cut 

BT sold 

1985 Indexation Development 
of capital land tax 
gains abolished 
extended 

Reduced 
rate for 
lower 
earners; 
Upper 
ceiling 
abolished 

Real 
allowance 
increase 

1986 

1987 

Tax relief 
for PEPs; 
inheritance 
tax replaces 
capital gains 
tax; SD on 
shares cut; 

Inheritance 
threshold 
increase and 
fewer rates; 
personal 
pensions 
encouraged; 

Rate cut 

Held 
constant; 

Basic rate 
cut; tax 
relief for 
profit-
related pay; 
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Table 10 (Continued) 
Taxes on Taxes on 
portfolio corporate 
Income profits 

Excise 
duties 

Social 
security 

employees 

Social 
security 

employers 

Income tax Property 
tax 

North Sea 
oil taxes 

Non-tax 
revenues 

1988 Pre-1982 
capital gains 
written off; 
capital 
gains tax 
rate change; 
one rate for 
inheritance 
tax; PEPs 
extended 

Real 
personal 
allowance 
increase; 
higher 
taxation of 
company 
cars; 

1989 Low band 
abolished 

Favourable 
tax 
treatment of 
old; 

Water sold 

1990 

1991 

1992 

1993 

Favourable 
treatment of 
savings; no 
SD on 
shares; 

PEPs 
extended 

PEPs 
extended 

Basic rate 
limit not 
indexed; 

Corporation 
tax rate 
reduced 
from April 
94;tax on 
dividends 
reduced; 

Standard rate 
rise to 
17,5% 

VAT 
extended to 
fuel from 
April 94 

VED 
increased; 
real 
increases m 
petrol and 
tobacco 
duties 

Increased 
rate for 
employees 
and self-
employed 

Employer 
NICs 
charged on 
company 
cars and free 
fuel 

MCA frozen; 
higher 
taxation of 
company cars 

Reduced 
rate band 
of 20% 
introduced; 
MCA and 
basic rate 
limit frozen 

Frozen 
allowances 
(MCA and 
personal); 
Company car 
taxes up; 
wideneded 
20% band 

MIRAs 
restricted to 
basic rate 

Council tax 
introduced 

MIRAs 
restricted; 
SD 
threshold 
doubled 

Note: SD - Stamp duty; PEP - Personal equity plan; NI - National insurance; MIRA - Mortgage interest relief allowance; BT - British Telecom. 
' Changes leading to increases in the defict in bold. 
Source: This table is based on the monthly summaries of principle economic policy measures in European Economy, Supplement A 'Recent economic trends' 1980-89. 
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Part I — Possibilities for reducing budget deficits in the Community 

Table 11 

Major expenditure changes in the UK, 1980-93" 

Year General public 
services 

Defence Public 
order 

Education Health Social 
security 

Housing Recreation Economic Others 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

Target 

reduction in 

staff (10% 

over 4 yeats) 

General cut 

Increase in 

law and 

order 

spending 

Cuts 

Public sector pay 

general reduction 

Real pay cuts 

Gulf war; 

cut in armed 

forces 

Public sector pay Reduction in 

restraint spending 

Internal markets 

Increase in 

spending 

Small increase 

in spending 

1993 Real pay cuts Spending on Expansion 

police up 4% of training 

for 

unemployed 

Cut in 

contribution 

to EC 

budget 

Cut in 

capital 

spending 

Cuts in benefits 

Budget trimmed 

Child benefit 

frozen and 

restriction of 

unemployment 

benefit 

New drive 

against fraudulent 

claims and child 

benefit frozen 

Deepening 

recession 

Deepening 

recession; higher 

Community 

charge benefit 

Deepening 

recession 

Deepening Reduction 

recession in 

spending 

Cut in 

industrial 

support 

Cut in 

industrial 

support 

Increase in 

debt 

interest 

Transport 

expenditure 

■ Changes leading to increases in the defict in bold. 

Source: This table is based on the monthly summaries of principle economic policy measures in European Economy, Supplement A 'Recent economic trends' 198039. 
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Spending on higher education (a central government re
sponsibility) has been subject to a central government 
commitment to expand provision of higher education pro
vision. However, it is possible that at least part of this 
expansion could be funded by increasing the extent to which 
students are required to make use of private sources of 
finance to cover tuition and living costs. Under current 
arrangements, students in higher education are given a 
maintenance grant (the size of which is related to parental 
income) and they also have the option to take out a 
low-interest student loan to increase their income. One way 
in which expenditure on student finance could be reduced 
would be by increasing the loan component of higher 
education funding, while at the same time reducing the grant 
component; the 1994 Budget includes a measure of this sort. 
A more radical option could involve a complete restructuring 
of the way in which students are financed by having some 
form of graduate income tax. 

8. Conclusions 

In the UK, the problem of the scale and possible unsustaina-
bility of the budget deficit has arisen abruptly, reflecting the 
unprecedented length and severity of the current economic 
recession. Only recently, as a result of the long boom in the 
mid 1980s, the UK had enjoyed a period of budget surplus. 

Much has already been done to ensure that the UK's public 
finances are on a long-term sustainable path. Both in the 
1983 Budget and in the 1994 Budget, a package of measures 
was taken, designed to close the medium-term gap between 
spending and tax receipts. In the former case, the measures 
largely related to taxation; a series of measures to increase 
the tax burden in future years was announced. In the latter 
case, unprecedentedly stringent controls were announced for 
public expenditure, including a freeze on the pay bill in the 
public sector, restrictions on eligibility for two major social 
security benefits, and tight settlements for other areas of 
public spending. How far these measures succeed in eliminat
ing future deficits will depend on a number of key factors, 
especially on the rate of economic growth, and the effective

ness, in practice, of the proposals for public-sector wage re
straint. 

Regardless of the deficit out-turn over the medium term, 
from an institutional point of view the UK appears to be 
relatively well-placed to prevent the emergence of large-scale 
structural public sector deficits. The UK system involves a 
high degree of central control, with little decentralization, 
either within central government, or to lower levels of 
government. The political process in the UK allows the 
government to keep tight control of initiatives for public 
spending and taxation; individual politicians outside the 
government are not permitted to propose tax or spending 
measures. The electoral system in the UK has the merit that 
it normally delivers stable governments, in office for a period 
of some four years, and able to count on political support 
within Parliament for decisive measures during this period. 
Demographic pressures on public spending in the UK are 
mild, compared to many other industrialized countries. On 
the taxation side, the UK's geographical position means that 
it has a substantial measure of independence in indirect tax 
policy; revenue losses from cross-border shopping are likely 
to be small, even with large tax differentials. 

On the negative side, room for manoeuvre over the public 
finances is limited in the short term by political commitments 
entered into by the UK Government. 'Manifesto' pledges, or 
other firm political statements and commitments which 
would be costly — in political terms — to reverse, restrict 
the Government's ability to increase revenues through in
creases in the basic rate of income tax, or through reducing 
the scope of VAT zero-rating. Second, the period prior to 
general elections has tended to involve rather less fiscal 
discipline; the next general election is due in 1997 at the 
latest. Third, the predicted recovery in the budget balance in 
official forecasts depends on growth assumptions which may 
yet prove to be optimistic. Fourth, the continuing uncertainty 
about the basis of UK monetary policy and the UK's 
commitment to the European monetary system may mean 
that credibility in both monetary and fiscal policy is rather 
more costly to achieve than in countries which are committed 
to eventual full participation in EMU. 
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Summary 

In many of the Member States of the European Union and 
many other countries, high and rising levels of public debt 
and large government deficits have been, and are, matters of 
concern. They cast doubt on the soundness and credibility of 
the financial stance of the governments and on the stability 
of their currencies. In the European Union, such questions 
assume additional importance because of the advent of 
economic and monetary union. 

It is an important aspect of the principle of subsidiarity that 
taxing and spending remain largely matters for the individual 
States. However, the Member States have a corresponding 
responsibility for the soundness of their own public finances. 
They cannot be 'bailed out' by the Community or by 
each other. Furthermore, they have an obligation to the 
Community to avoid 'excessive government deficits' and to 
take measures to fulfill this obligation. This is also in the 
interests of individual countries, since disregard of public 
finance risks is a threat to the basis of political cohesion. 

Article 3 of the Protocol on the Excessive Deficit Procedure 
requires that 'the Member States shall ensure that national 
procedures in the budgetary area enable them to meet their 
obligations in this area deriving from this Treaty'. This report 
examines the question of how 'national procedures in the 
budgetary area' relate to budgetary outcomes and what 
kinds of procedures may be conducive to the avoidance of 
excessive deficits. 

The government budget is the focal point of decisions about 
matters of public finance. It decides how large the public 
sector should be relative to the private, what the priorities are 
for public spending and how the tax burden is to be 
distributed. While we consider the question of how the 
budget process may affect the size of the public sector, we 
do not make any judgment that a small public sector is better 
than a large one, or vice versa. Our central contention is that 
reforms of the budget process provide a solution to the 
problem of high and rising public debt from below, rather 
than prescribing standardized solutions from above. 

The basic approach we take to the issue is one of political 
economy. We interpret the budget as a locus of conflict 
resolution and the budget process as a constitutional mechan
ism to structure and solve disputes and reach agreements. 
The central question addressed is how specific institutions 
determine fiscal policies, particularly choices over spending 
and financing. Institutions are important in this regard for 
several reasons. By vesting individual participants with 
certain powers in the budget process, they determine strategic 
roles and advantages. By shaping patterns of interaction, they 

determine flows of information that result, again, in strategic 
advantages and disadvantages. Furthermore, institutional 
set-ups create or destroy opportunities for collusion among 
groups of participants against others. 

A budget process should facilitate effective and accountable 
conflict resolution. This has two aspects. One relates to the 
actual procedure, which should lead to stable agreements 
among all participants as a basis for consistent and predict
able planning of public activity during the budget period. 
The other relates to the efficient use of public resources, 
meaning both to maximize the volume of output from a given 
volume of inputs, and 'effectiveness', i.e., the best possible 
achievement of objectives of public programmes. The two 
sources of inefficiency in budgeting decisions on which we 
focus are: (1) fiscal illusion, meaning the systematic bias in 
favour of excessive spending which arises if the marginal 
cost of financing a public activity is not fully accounted for 
in the decision over the volume of that activity; (2) deficit 
bias, i.e., the inclination to finance too large a part of 
current public spending by issuing debt, caused by the 
under-representation of the interests of future taxpayers in 
current decisions. These inefficiencies result from lack 
of mechanisms of accountable conflict resolution in the 
budget process. 

To remedy this, there exist two types of institutional commit
ment technology; commitment to a numerical target, or 
commitment to an appropriate procedure. Theoretically, 
either of them should work, but there may be additional 
factors to consider. A closer look at the EU Member States 
reveals a remarkable pattern. All governments of relatively 
large EU economies that have succeeded in maintaining 
fiscal discipline and sustainability were committed to a 
procedure rather than a numerical target. All governments 
of relatively small EU economies with successful fiscal 
performance were committed to a numerical target rather 
than a procedure. 

Empirical evidence supports the claim that such institutional 
commitment technologies matter for the fiscal performance 
of the member States of the EU. This evidence is presented 
in the appendix and discussed in Chapter 5 of this study. We 
find that States committing to a numerical target or an 
appropriate procedure have systematically lower deficits and 
public debts relative to GDP than others. Furthermore, the 
fiscal stance of these States is systematically better sustain
able than the fiscal stance of others. There is some evidence 
that deficits are lower where the budgeting process is tied 
into a multiperiod framework than elsewhere. There is even 
stronger evidence that multiperiod frameworks foster the 
sustainability of fiscal policy. 

One important indication of inefficiency in the budget 
process is a large share of open-ended expenditures in the 
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budget. Open-ended expenditures make spending largely 
dependent on past rather than current political decisions. 
Our empirical evidence shows that both commitment to a 
numerical target or an appropriate procedure and the exist
ence of a multiperiod framework are systematically paired 
with a relatively low share of open-ended expenditures in the 
budget. In turn, States with a low share of open-ended 
expenditures have systematically lower deficits and debts 
than others and a more sustainable fiscal stance. This suggests 
that appropriate procedural design provides a check against 
open-ended expenditures and, thereby, fosters sustainability. 

In addition to their core function of conflict resolution, 
budgets are used for other purposes: as a forecasting tool; as 
mechanisms for administrative planning and control; and as 
instruments of macroeconomic stabilization. It is possible, in 
theory, that institutional design of the budget process to 
improve its core function would diminish its quality with 
regard to these other functions. We analyse this possibility 
empirically in Chapter 6. The empirical evidence for the 
Member States of the EU gives no reason to believe 
that commitment to a numerical target or an appropriate 
procedure nor the existence of a multiperiod framework for 
budgeting reduce the scope for macroeconomic stabilization. 
Furthermore, the forecasting and the control functions do 
not seem to be affected adversely by these institutional 
mechanisms. For States of the EU, there is, therefore, no 
reason to expect that implementation of our recommen
dations below would have any detrimental effect oh these 
other aspects of budgeting. 

Five recommendations follow from our theoretical and 
empirical analysis. 

Recommendation I — Conflicts over resources should be 
resolved through the budget process. The budget process 
should neither be bypassed, nor reduced to a mere record of 
prior commitments. Conflicting claims and decisions be
tween them should be clearly identified and made. 

This recommendation has a number of specific implications. 
Taking particular activities or agencies off budget bypasses 
the budget process and should be eliminated. Legislation 
creating the legal basis of government agencies and activities 
should neither authorize nor mandate particular levels of 
spending. Spending commitments should not be open-ended. 
Where this is unavoidable for reasons of equity or adminis
trative flexibility, the budget process should clearly dis
tinguish those elements of the spending which are predictable 
and controllable from those which are not. The budget 
process should include effective mechanisms for periodic 
review of whether established spending programmes can be 
eliminated or reduced in scale. The method used for calculat
ing the budget baseline should avoid prior commitment to 

the way in which the effects of unanticipated changes in pay 
and price levels will be dealt with. 

Our analysis of budgeting suggests that inefficiencies in 
decisions over public finances, regardless of their deeper 
origins in the political process, lead to the same consequence, 
namely that government borrowing is too large. Even where 
there is no deficit bias, borrowing is excessive when the 
budget, and, hence, the part of it financed by future taxpayers, 
is too large due to fiscal illusion. Similarly, even where there 
is no fiscal illusion, borrowing is excessive when future tax 
liabilities are discounted too heavily by current decision
makers. This suggests that the government budget deficit is 
the most critical control parameter to achieve efficiency in the 
budget process. This leads us to our second recommendation: 

Recommendation II — The budget process should be 
structured so as to ensure that there is clear accountability 
for the annual budget deficit. 

This is essential if excessive deficits are to be avoided. 

The third recommendation is for an institutional mechanism 
to achieve this. We recommend that there should be an 
annual decision on the maximum permissible change in the 
total stock of public debt in the next budget year; the 'debt 
change limit' (DCL). The DCL should be determined by the 
national debt board: 

Recommendation III — In each country, a national debt 
board (NDB) should be established as an institution indepen
dent from government but with democratic accountability. 
The national debt board announces each year at the beginning 
of the budget process the maximum debt change limit which 
the government can foresee in the budget and which the 
Parliament can pass. 

The law establishing the national debt board should require 
it to safeguard the soundness and stability of public finances 
and, without prejudice to that objective, to support the 
general economic policies of the government. It should also 
provide that the NDB's determination of the debt change 
limit, to be announced at the start of the planning stage of the 
budget process, would be final. It could not be changed by 
Parliament, by government, nor by the NDB itself, and there 
would be mechanisms to enforce it during the implementation 
stage of the budget. To this rule there would be only 
two exceptions: 

(i) Government could suspend the DCL if it declared war 
against another country; 

(ii) The NDB could revise the DCL if it determined that a 
natural disaster made it necessary to do so. 
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We make more detailed proposals to safeguard the indepen
dence of the NDB and to ensure that it would be made 
accountable in a number of ways. 

The remainder of the budget process is covered by our fourth 
recommendation: 

Recommendation IV — Following the announcement of 
the DCL by the national debt board, the budget process uses 
either a binding numerical target for aggregate spending or 
strategic dominance of the finance minister as a commit
ment technology. 

The alternatives recognize that small countries tend to 
achieve successful commitment through the first technology 
while large countries do so through the second. More 
generally, however, it is plausible that commitment to 
numerical targets is facilitated by a large degree of political 
cohesiveness in government. Where this is not the case, 
commitment through strategic dominance may be advisable 
even in a small country, since it assigns the responsibility for 
successful budgeting to an identifiable person. 

Our final recommendation recognizes that there may be a 
number of obstacles to implementation of Recommen
dation III: 

Recommendation V — If a national debt board is not 
established, the spending target under a 'numerical target' 
type of budget process should be derived explicitly from a 
multiannual series of targets announced formally by the 
government as part of its political platform. Under the same 
circumstances, the spending bids and revenue estimates 
under a 'strategic dominance' type of process should be 
required to be derived and presented as parts of multiannual 
fiscal programmes at the level of the individual spending 
department and the finance ministry. 

This would strengthen the consistency of spending and 
revenue plans over time and give long-term considerations 
greater weight in the budget process. 

These recommendations can serve as a basis for im
plementing the commitment the Member States have under
taken, in the Protocol on the Excessive Deficit Procedure of 
the Treaty of Maastricht, to assure that national procedures 
in the budgetary area are conducive to fiscal discipline. 
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1. Introduction 
In many of the Member States of the European Union and 
outside, high and rising levels of public debt have been, and 
are, matters of concern. Rising levels of debt and persistent, 
large government deficits cast doubt on the soundness 
and credibility of the financial stance of the government, 
including the stability of its currency. At the same time, 
rising levels of debt have increased the share of interest 
payments in total government spending, barring governments 
from using their revenues for more pressing needs. For many 
countries, returning to a regime of more stable public 
finances has become a political priority in view of these 
developments. 

The advent of the economic and monetary union (EMU) in 
Europe raises additional concerns over high and rising levels 
of debt and large government deficits. The second stage of 
EMU began on January 1 1994. From that date, States must 
aim to avoid 'excessive government deficits'. From the same 
date, it is possible for the procedure of Article 104c of the 
Maastricht Treaty to be activated, which could lead to a 
Council Decision that a State had an excessive deficit and 
could complicate entry to the third stage of economic and 
monetary union. Once the third stage has started, such a 
decision might entail that Member States be barred from 
enjoying the full benefits of the Union. 

Despite this potential for involvement by the Community, 
issues of public finance remain the responsibility of the 
individual States. This is an important aspect of the principle 
of subsidiarity as it is laid down in the Maastricht Treaty 
(Article 3b) and as it applies to the division of competencies 
between Member States and the Community.1 It is for each 
State to decide how much of the incomes of its citizens to 
levy in taxes and to allocate its total public expenditure 
between competing priorities. States also have a correspond
ing responsibility for the soundness of their own public 
finances. Article 104b of the Treaty of Maastricht, the no 
bail-out provision, forbids the assumption of liability for the 
public debt of a Member State, either by the Community, or 
by another State. 

Furthermore, it is for Member States to take the measures 
necessary to ensure that they avoid 'excessive deficits' as 
defined in the Treaty. Article 3 of the Protocol on the 
Excessive Deficit Procedure requires that: 

'The Member States shall ensure that national procedures in 
the budgetary area enable them to meet their obligations in 
this area deriving from this Treaty'. 

For a discussion ofthe principle of subsidiarity in connection with public 
finances see CEPR (1993). 

The excessive deficit procedure is not designed to create 
budgetary discipline for the Member States, but to identify 
'gross errors' which may have harmful consequences for 
other States and for the Community as a whole. It is likely 
that before the procedure came to a decision that there was 
an excessive deficit, the interests of the country concerned 
would already have been seriously damaged. These interests, 
of course, include sound public finances, but the issues 
involved go deeper. 

Borrowing represents an attitude to the future. Forecasts are 
uncertain. What is certain is that unexpected events will 
occur. In addition to prudence, a degree of optimism about the 
future may be considered healthy. However, decision-making 
about government borrowing which regularly disregards its 
future consequences produces a steady deterioration of the 
public finances. Disregard of public finance risks is based 
either on pessimism — a fatalistic belief that nothing can be 
done— or on an absence of sufficient political cohesion. 
To hold together, societies need sufficient agreement on 
constitutional mechanisms to channel and resolve disputes. 
Without these, a focus on the short-term becomes natural, 
since there is no basis for trust in the future actions of others 
on which to base long-term plans. Excessive deficits are thus 
an aspect of a broader social pathology. They can also be a 
cause, since unstable public finances themselves threaten the 
basis on which rational plans for the future can be made 
and so encourage a short-term maximizing attitude to the 
public purse. 

This report examines the question of how 'national pro
cedures in the budgetary area' relate to budgetary outcomes 
and what kinds of procedures may be conducive to the 
avoidance of excessive deficits. The basic approach we take 
to the issue is one of political economy. We interpret the 
budget as a locus of conflict resolution, and, accordingly, the 
budget process as a mechanism to structure and solve 
disputes and reach agreements. Like any mechanism, success 
and failure of its use depends largely on how it is designed. 
In our context, the relevant issue is the design of institutions. 
The central question addressed in this report is how specific 
institutions determine fiscal policies, particularly choices 
over spending and financing alternatives. 

Since the budget is one of the major instruments of govern
ment, the report is also concerned with how far deficit control 
is compatible with, or may even promote, the many other 
purposes that budgeting serves in the public sector. The latter 
term is used to refer to public goods and services and 
transfers. The issue of public production through State 
ownership of commercial enterprises is not addressed in the 
report, though our recommendations have implications for 
borrowing by such bodies. 
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Unlike some previous work on the political economy of 
budgeting, our focus is not the size of the public sector as 
such. Our primary concern is with the budget process, i.e., 
the collection of institutions, rules, and procedures through 
which decisions about government spending and taxation are 
made. We are interested in features of the budget process 
that make it conducive to the avoidance of excessive deficits. 
There is no a priori reason to suppose that States with a large 
public sector are more likely to produce big deficits than 
States with a small public sector. Empirically, some States 
with a large public sector have very small deficits and others 
have large deficits; some States with a small public sector 
have large deficits and others have small deficits. While we 
do consider the question of how the budget process may 
affect the size of the public sector, we do not make any 
particular judgment that a small public sector is better than a 
large one, or vice versa. 

The purpose of this report is to develop a set of recommen
dations with regard to the institutional design of the budget 
process. These recommendations aim at reform of the budget 
process at the national level and are compatible with national 
idiosyncrasies in political traditions, political culture, and 

economic systems. In this sense, reforms of the budget 
process provide a solution to the problem of high and rising 
public debt from below, rather than prescribing standardized 
solutions from above. From that perspective, the approach 
and the solutions adopted in this paper have relevance 
beyond the specific needs and constraints created by the 
Maastricht Treaty. 

This study proceeds as follows. In Section 2, we lay out the 
basic purposes of budgeting and their link to the general 
functions of public finances from a politico-economic point 
of view. Section 3 explains the basic dimensions of the 
budget process. Section 4 reviews the budget processes 
currently being followed in the Member States of the 
European Union. Section 5 discusses the theory of how 
institutional design affects decision-making in public 
finances. This section also provides empirical evidence 
regarding our theory. Section 6 discusses the link between 
the politico-economic and other functions of the budget. 
Section 7 concludes this study with a set of recommendations 
for reform of the budget process. All technical analysis and 
many ofthe institutional and empirical details supporting our 
argument is relegated to three appendices. 
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2. Public finance and the purposes of budgeting 

'Located at the centre of dispute, the budget process can 
hardly be expected to function neatly and without error, if 
only because it is created by the same conflicting interests 
which it must reconcile. ' (Musgrave, 1986, p. 76) 

One of the basic characteristics of modern society is the 
large-scale involvement of government in almost all aspects 
ofthe economy. In the theory of public finance, it is common 
to distinguish conceptually between three economic functions 
of government activity: allocation, distribution, and stabiliza
tion. Allocation deals with the question, which goods — in
cluding public goods and publicly-produced goods — and 
services should be produced in response to decisions by 
public officials, rather than as a result of demand expressed 
through private decisions in the market, and what quantity of 
such goods and services should be produced. 

The distribution function refers to the use of taxes and 
transfers to achieve a greater perceived degree of equity in 
the distribution of income and wealth among the population. 
Stabilization refers to the task of smoothing cyclical move
ments of income and employment and, at the same time, 
assuring general price stability. 

Although the conceptual distinction between these functions 
is clear, it is often difficult to determine which one of them 
government actions aim at in practice. Suppose, for example, 
that government decides on health grounds to give a public 
subsidy (in the form of a grant, or a tax concession) for 
milk production. This changes the allocation of economic 
resources towards producing more milk. At the same time, 
however, it causes a redistribution of income in favour both 
of milk-producers and of households with a higher than 
average consumption of milk. Similarly, unemployment 
benefits aiming at stabilizing cyclical movements affect the 
allocation of time in the economy and redistribute income in 
the society. The use of public resources for one purpose 
generally touches, positively or negatively, on other policy 
goals, resulting in a high degree of interdependence between 
the three economic functions. 

This interdependence implies that all decisions about taxation 
and all decisions about public spending involve conflicts of 
interest. By this is meant not just that a government will 
face conflicts between its policy objectives (though this is 
obviously true), but that there are conflicts between the 
interests of different individuals, groups and organizations 
affected by taxing and spending decisions aiming at particular 
policy objectives. Given two basic facts of the human 
condition, scarcity of resources and limited altruism, such 
conflicts of interest are unavoidable. 

Conflicts occur in a number of different dimensions. There 
are conflicts about the uses to be made of public funds, i.e., 
over choices between different goods provided by the 
government, between different transfers, and between the 
provision of goods and transfers, and there are conflicts 
between different groups of taxpayers at a given point in 
time and between taxpayers at different points in time. 

2.1. The role of budgeting in public finances 

The focal point of decisions about matters of public finance 
is the government budget. In the broadest sense, the budget 
is a list of revenues and a list of activities financed by these 
revenues covering a certain time period and applying to a 
certain jurisdiction and its government. To the informed 
reader, the budget conveys what the government expects to 
do during the period considered and how and from which 
sources it expects to pay for it. 

The budget process, in this broad sense, describes the way in 
which decisions over the use and funding of public resources 
are made: It is the answer to the question, who does what, 
when, and how. To answer this question, it is necessary 
to identify: 

(i) the participants, or range of actors, involved in making 
decisions and putting them into effect; 

(ii) their various institutional roles and how they relate; 

(iii) the ways in which decisions are arrived at; and 

(iv) the sequence of events involved. 

The budget process, in this broad sense, is partly governed 
by rules and principles of a formal kind, for example, 
constitutional, organic, or ordinary laws, government decrees 
and regulations, or parliamentary standing orders. There are 
also informal and generally understood and accepted norms 
of behaviour, some of which are officially written down, 
others are not. Finally, there are practices that the participants 
in the budget process may consider as more or less important 
but which they do not regard as binding. Although the 
conceptual distinction between them is clear, informal prac
tices and formal norms of conduct tend to shade into each 
other in actual behaviour. 

The rules and principles that apply to the budget process are 
of various kinds. Some concern the form that the budget 
takes, for example, the classical budgetary norms of aim u al i ty 
and comprehensiveness. Others concern procedure, such as 
rules governing amendments by parliament. There are also 
substantive norms, such as the 'golden rule' of public finance 
that restricts government borrowing to the level of investment 
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expenditures, that aim at prescribing or limiting the outcomes 
of the process. 

Fundamental to the analysis and the recommendations of this 
study is the claim that the institutional design of the budget 
process is an important factor determining the outcomes of 
the continuous conflicts arising in decisions about public 
finance. This claim is not limited to substantive norms but 
includes the formal and informal rules of behaviour in the 
budget process. 

2.2. The political economy of budgeting 

Every budget process can be thought of as a mechanism to 
solve three central problems of public finance. The first is 
the question of how large the government should be relative 
to the private sector and to what extent government should 
be involved in economic activities. The budgeting aspect of 
this is the decision about the overall level of funds to be 
raised and expended. 

The second central question is which specific activities 
government should be engaged in and which groups in 
society should receive special attention and financial benefits 
from government. Given a total size of public resources, the 
budgeting aspect of this is the rationing decision allocating 
the funds raised among the various spending agencies 
competing for these funds. 

The third central question is who should carry the burden of 
financing government activities and when. In budgeting, this 
is the decision about the distribution of the tax burden over 
current and future sources of public revenues. All three 
questions involve important conflicts of interest as private 
individuals and groups of society wish to extract net benefits 
from government activities for themselves and politicians 
wish to direct such benefits to the constituencies to which 
they are politically accountable. 

The basic political-economy purpose of a budget process is 
to provide a framework for conflict resolution with regard to 
these core elements of budgeting. Politico-economic analysis 
of the budget process starts from the assumption that 
outcomes of budgeting decisions are framed to a large extent 
by the institutional environment in which these decisions are 
made. Institutions are important in this regard for several 
reasons. By vesting individual participants with certain 
powers in the budget process, they determine strategic roles 
and advantages over other participants. By shaping patterns 
of interaction among the participants, they determine flows 
of information that result, again, in strategic advantages 
and disadvantages. Furthermore, they create or destroy 

opportunities for collusion among groups of participants 
against others. Finally, political and constitutional theories 
argue that clarity and intelligibility of decision-making 
processes — both for those involved and for those who 
observe and bear the consequences — create accountability 
and tend to raise the willingness of all concerned parties to 
accept the resulting decisions. 

To make the claim that institutions frame the decisions made 
within them a relevant one for political processes, one must 
contend that the same participants in a given decision reach 
different agreements under different institutional settings. 
This implies the possibility that institutions effectively con
strain choices. The obvious objection to this approach can be 
expressed in the question, why do the participants not rid 
themselves of the institutions and change the rules if they 
feel constrained under the current institutions? After all, as 
noted by Musgrave quoted above, institutions are themselves 
man-made and subject to the possibility of change. Without 
a satisfactory answer to this question, the power of decision
making rules and procedures must be in doubt. 

The answer is twofold. On the one hand, participants in the 
budget process do not always have the authority themselves 
to change the rules. Thus, such rules may consist of 
constitutional law or historical tradition which are difficult 
to modify. On the other hand, the claim that institutions and 
procedures impose constraints on participants does not imply 
that they will necessarily wish to change those institutions 
and procedures. They will only seek to alter the framework 
within which they make decisions if they are confident that 
by doing so they will reach a more desired outcome under 
the modified environment.1 Complex processes of political 
and economic choice do not generally permit decision
makers to enjoy such confidence. 

From a normative point of view, a budget process should 
facilitate effective conflict resolution. This has two aspects. 
One relates to the actual procedure, which should lead to 
stable agreements among all participants as a basis for 
consistent and predictable planning of public activity during 
the budget period. The other relates to efficiency in the use 
of public resources, meaning both to maximize the volume 
of output from a given volume of inputs, and 'effectiveness', 
i.e., the best possible achievement of objectives of public pro
grammes. 

A necessary condition for efficiency is that the social benefit 
of extra public money spent on a government activity equals 
the social cost of raising the extra money required to finance 

1 For a detailed discussion of these arguments see Shepsle and Weingast 
(1984). 
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that activity. If the social benefit of the last increase of a 
public activity falls short of the social cost of financing it, 
the government would waste resources in the sense that 
social welfare could be increased by reducing that activity. 
To achieve this, the costs and benefits of public activities for 
all citizens must be fully evaluated when the relevant 
decisions are made. 

A second necessary condition for efficiency is that the future 
costs and benefits of today's spending decisions be weighed 
appropriately against the present costs and benefits. Budget 
decisions should not favour short-run benefits over long-run 
costs of public activities. To achieve this, the interests of 
future citizens must be fully represented in the budget pro
cess. 

Finally, efficiency requires that the government's current 
spending, taxation and borrowing be consistent with its 
intertemporal budget constraint, i.e., the requirement that the 
government's future expected revenues and expenditures 
balance in a present value sense. If expected revenues fell 
short, in present value, of expected future spending, current 
policies would be unsustainable, i.e. they would require 
significant, and, most likely, painful adjustment in the future. 

Public finance theory commonly identifies three sources of 
inefficiency in budgeting decisions: (1), fiscal illusion, 
meaning the systematic bias in favour of excessive spending 
which arises if the marginal cost of financing a public activity 
is not fully accounted for in the decision over the volume of 
that activity; (2), deficit bias, meaning the inclination to 
finance a larger than efficient part of the budget through 
deficits that caused by the under-representation of the 
interests of future taxpayers in current decisions; and, 
(3), misuse of public funds for private agendas of the 
decision-makers. While actual fraud is a part of the latter, 
the more relevant aspect is the over-expansion of public 
administrations to enhance the power of individual adminis
trators (Niskanen, 1971). This latter source, which is dealt 
with by traditional public choice theory is not of primary 
concern here. Our more detailed analysis in Section 5 will 
focus instead on fiscal illusion and deficit bias, and on the 
remedies budget processes can provide for them. 

The promotion of efficiency requires a number of matters to 
be taken into account: the relationship between the volume 
of public-sector spending and the demands to which it 
responds, the financial resources of the public sector, and the 
timing of the financing of its activities. Beyond that, our 
notion of efficiency does not imply a judgment of the size of 
the public sector in the economy, nor a ranking of the various 
activities the public sector may engage in nor of the various 
sources of tax revenues of the public sector. In this sense, 
promoting efficiency is a general interest of public finances 

and does not bias the budget process towards a small public 
sector nor towards specific uses of public funds. 

2.3. Other purposes of budgeting 

The politico-economic function of the budget as a framework 
for effective resolution of conflicts over scarce resources is 
not the only use budgets have in government. In fact, for 
historical and other reasons, the design of budget processes 
in some countries emphasizes other purposes of the budget 
much more than effective conflict resolution. Among these 
other purposes, administrative considerations are of primary 
importance. 

Administrative purposes of the budget include three core 
aspects. The first is the use of the budget as a forecasting 
tool, i.e., as an instrument to provide the private and 
the public sectors with reliable data as a basis for good 
decision-making. From this perspective, the budget can 
be interpreted as a forecast of government revenues and 
government expenditures. This is most easily understood 
for tax revenues and demand-led expenditures such as 
unemployment benefits. Good quality as a forecasting tool 
requires that the budget is responsive to relevant information 
as it occurs and that outcomes have a high correlation with 
what is foreseen in the budget. 

The second core administrative element is the use of the 
budget as a planning tool, i.e., as an instrument to assure 
the consistency of public expenditures with stated policy 
objectives. As such, the budget should allow a clear link to 
be drawn between policy objectives and fields of public 
activities that often involve administratively separate units of 
government. The 'planning-programming-budgeting' (PPB) 
systems tried out by many governments in the 1960s and 
1970s emphasized this function of the budget.1 

The third core element is the use of the budget as a control 
instrument, i.e. as a standard against which performance can 
be measured to assure that the administration does what it 
has promised to do or has been mandated by the legislature 
to do. As a control instrument, the budget should create 
accountability by defining clearly who in government is 
responsible for which part of public sector activities. 

To some extent, the administrative and the politico-economic 
functions of the budget process are complementary. Bad 
properties of a budget process from an administrative per
spective almost certainly imply bad features as a framework 
for conflict resolution. Inconsistency of objectives and activi-

For a review of PPB systems see Premchand (1983). 
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ties reduces efficiency of the use of public resources. 
Similarly, absence of accountability in the administration of 
public resources and lack of reliable budget data would 
make the budget process impractical for settling conflicts 
of interest. 

However, good features of a budget process from an adminis
trative perspective are not necessarily desirable from a 
politico-economic point of view. For example, regular re
visions of the budget during the fiscal year may be desirable 
from a forecasting point of view if they allow the government 
to respond to new incoming information and to make this 
information available to private and public decision-makers. 
From the point of view of conflict resolution, frequent 
revisions counteract the desire for stable agreements and 
dilute accountability. 

While this study focuses on the politico-economic function 
of the budget, we cannot escape the question to what 
extent effective conflict resolution becomes an obstacle to a 
satisfactory administrative performance of a budget process. 
We will address this question by looking for empirical 
evidence of the hypothesis that budget processes with 
good characteristics for conflict resolution are conducive to 
unsatisfactory administrative performance. 

Another important aspect of the government budget in public 
finance is its usefulness for macro-economic stabilization, 

i.e. the use of the public sector budget to counteract business 
cycle fluctuations. Although the notion of using fiscal policy 
in conjunction with monetary policy to fine-tune the economy 
over the cycle has generally fallen into disregard after the 
failures of this approach in the 1970s, automatic and built-in 
stabilizers such as income tax progression and unemployment 
benefits remain important elements of all national govern
ment budgets. In a future monetary union in Europe, these 
elements may even become more important than today. 
Under EMU, national governments will no longer be able to 
use national monetary policies and exchange rate policies to 
deal with economic disturbances on a national level. EMU 
monetary policy will only be able to stabilize shocks that hit 
all member countries in the same way. This leaves fiscal 
policy as the main instrument to cope with asymmetric 
shocks. Unless the EMU will be equipped with a mechanism 
to stabilize such shocks at the level of the Community, such 
as a European unemployment insurance, national fiscal 
policies will have to be used for that purpose.1 

Again, the important question is whether effective conflict 
resolution prevents the use of the budget as a macro-
economic stabilizer. We will address this question by looking 
at empirical evidence on the relationship between good 
characteristics of budget processes from the point of view of 
conflict resolution and their stabilizing performance. 

For a discussion of a fiscal stabilizing function for EMU see the 
MacDougall Report (1977), von Hagen (1991) and European Economy 
53,1993. 
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3. Fundamental aspects of the budget process 
Every budget necessarily consists of four core elements. A 
budget involves bids for resources by spending agencies and 
decisions about: the overall level of funds to be raised; the 
distribution ofthe resulting financial burden over the sources 
of public revenues; and the allocation of funds to spending 
agencies. 

The first two sections of this chapter consider how these core 
elements are embodied in the structure of the budget and the 
basis of budget planning. The final section of this chapter 
examines the constitutional dimension of the budget and its 
relationship to the concept of economic efficiency that was 
elaborated in Chapter 2. 

3.1. The structure of the budget 
As the State has grown, government has become more 
complex. So has budgeting, reflecting the overlapping and 
competing demands made upon government and the variety 
of responses to those demands. In spite of this complexity 
and the resulting variety of budget practices, it is possible to 
identify necessary structural features of any budget docu
ment, corresponding to the core elements of the budget 
process identified above. Table 1 lists the main dimensions 
of the budget and the important parameters. 

Table 1 
Basic dimensions of the budget 

Dimension of the budget Main elements 

Time 

Content and 
organization 

Coverage of 
appropriations 

Accounting base 

1. periodicity (annuality) of authorization 
2. timing of authorized actions 
3. integration into multiannual planning 

framework 
1. scope: comprehensiveness, relevance of 

off-budget activities 
2. unity versus disunity of revenues and 

expenditures 
3. number of budget documents 
4. type and level of disaggregation: 

administrative, functional, economic 
classifications 

5. treatment of guarantees and tax expendi
tures 

1. payments within year 
2. commitments entered within year 
1. cash 
2. transactions 

The budget covers a defined period, normally one year (the 
principle of annuality; though different periods are possible). 
The budget document lists expenditures and revenues for the 
year, presenting them both as totals and disaggregated by 
spending department. Budgets are often related to a multi-
year economic and financial programme and/or forecast, 
though this is not usually enacted as part of the budget in a 
formal sense. 

The budget also specifies the borrowing (or lending; for 
simplicity, reference is made hereafter only to borrowing) 
that will occur if total expenditure does not equal total 
revenue from other sources. The budget identifies net bor
rowing; that is, additions to the stock of debt resulting from 
an excess of expenditure over revenue in the budget year. 
This is different from gross borrowing, which also includes 
the refinancing of debt incurred in previous years. Short-term 
borrowing for liquidity purposes is also treated separately. 

The scope of the budget is determined by the extent to which 
it encompasses all public agencies, of whatever form or type. 
Lower territorial levels of government (local and regional) 
normally have their own budgets, separate from that of the 
State or central government. The way in which social security 
is dealt with differs between States. In some it is presented 
as a separate item, in others it is part of the general budget. 
The choice of budgetary treatment is, in part, explicable by 
the type of social security system which is in operation. 

The wider the scope of the budget, the more comprehensive 
a picture it can present of the development of the public 
finances. Restrictions on scope limit the extent to which the 
budget process itself can weigh competing claims and 
interests and, therefore, reduce its usefulness for conflict 
resolution. 

A related aspect to scope is unity. The budget displays unity 
if all revenue is available to cover all expenditure. Unity is 
reduced if revenue is earmarked for specific purposes, or if 
spending appropriations are not fungible. For example, 
spending departments in Germany may use appropriations 
for personnel cost to cover purchases of goods, but not vice 
versa. Another reduction in unity follows from making 
appropriations on a net rather than a gross basis. This occurs 
when a spending agency receiving revenues from its activities 
can spend those revenues without their being appropriated in 
the budget. The coverage of some budgets extends to 
non-cash types of instrument, such as government guarantees 
for private sector liabilities or for borrowing of off-budget 
entities and tax expenditures, i.e., reliefs or allowances that 
reduce the amount of tax payable.1 Guarantees and tax 

The term was invented to emphasize that such reliefs and allowances 
have effects similar to those of government grants, although they 
are usually treated very differently from such expenditures in the 
budget process. 
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expenditures are usually presented separately either within 
the budget, or in an appendix to it. 

The importance of comprehensiveness and unity is that they 
assure that all relevant choices are included in the budget. 
The presentation of these choices may be obscured if the 
budget is divided between too many documents, or if 
different budget documents are presented at different points 
intime. 

As well as presenting the budget aggregates (total expendi
ture, revenue and borrowing) and the allocation of expendi
ture to individual spending agencies, the budget may also 
classify the information it presents in other ways, reflecting 
some of the multiple purposes which budgets serve. Func
tional categories of spending are usually shown, correspond
ing to a particular public service (e.g. defence). They may be 
further broken down into programmes and specific activities 
within programmes. These classifications are associated with 
use of the budget for purposes of planning and management 
and for measurement and evaluation of the efficiency and 
effectiveness of public expenditure. They may be formulated 
as systems of programme and/or performance budgeting as 
is the case, for example, in Spain. Programme budgets 
organize expenditures by the principal policy goal they aim 
at rather than by spending agency. Performance budgets, 
while being organized in the same way as programme 
budgets, shift the emphasis of budgeting from the planning 
of inputs to the achievement of programme objectives. 

Most budgets also include an economic classification of 
expenditures. In the broadest terms, this shows consumption, 
subsidies, transfers and capital formation. These classifi
cations may be further broken down to provide greater detail. 
In many States there is also a separate capital spending 
budget, often associated with attempts to limit (or justify) 
deficits by reference to public investment expenditures. Its 
focus is usually the characterization, ambiguous as it might 
be, of expenditures as public investments rather than con
sumption. This is different from attempts to measure changes 
in the net worth of the public sector as has been discussed in 
the context of the British privatization programme. De
preciation of public capital is not usually charged as an 
expenditure item, since this would introduce a non-cash 
element into the current budget. 

Reforms of the budget structure in the 20th century have 
mainly been designed to enhance its ability to serve mana
gerial and economic purposes. At the level of the budget 
aggregates, what came to be known as 'Keynesian econ
omics' provided a rationale for abandonment of the classical 

public finance norm of a balanced budget and for the 
acceptance of budget deficits as legitimate.1 

Reforms focused on planning and management have some
times had the effect of downgrading the relative importance 
attached to the allocation of defined levels of funding to 
different agencies. However, this remains an essential core 
element of budgeting. Since resources are limited, spending 
agencies are in competition for funds; if the budget did not 
resolve the conflict, an outcome would necessarily have to 
emerge through some other mechanism. To the extent that 
this other mechanism is inappropriately designed and is not 
conducive to informed decision-making, accountability is 
eroded and effective conflict resolution is prevented. 

In the budget process, the allocation of resources to spending 
agencies takes the form of spending appropriations, approved 
by parliament. These normally constitute binding limits 
(crédits limitatifs), so that a supplementary or rectificatory 
law is needed if an appropriation is exceeded. 

Four different conceptual bases of 'appropriation' can be 
identified. In the first, parliamentary appropriations relate to 
payments (cash outlays) made within the budget year. 
Commitments or obligations which will result in payments 
in subsequent years do not require parliamentary approval in 
the budget. This is the basic framework in the UK and 
Ireland, for example. 

Budget systems exist in which 'appropriation' has quite the 
opposite meaning. There, the budget law gives authority to 
enter into commitments, or obligations, during the year, up 
to the amount of the appropriation. Without such authority, 
no commitment may be made. However, the budget law 
imposes no restrictions on when the cash outlays resulting 
from authorized commitments may take place. This is the 
conceptual basis of an 'appropriation' in the United States. 
The same was true of Italy until 1978, when an additional 
budgetary control of cash outlays was introduced. The Italian 
system was thus brought closer to the third type, in which 
the fundamental principle is that the authorization of the 
budget law is required for both: 

(i) cash outlays during the budget year; and 

(ii) new commitments, to be entered into during the year, 
which will result in outlays in future years. 

This is the system in Germany.2 The Netherlands moved to 
type 1 appropriations in 1976, with the budget law imposing 

1 See Buchanan and Wagner (1977) for a discussion of the impact of 
Keynesian economics on budgeting. 

2 See Law on Budgetary Principles, section 3 (1). 
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additional limits on commitments for some items. More 
recently, this was extended to all new commitments, thus 
producing a type 3 system. 

taken into account as the liability to pay is incurred.2 In the 
latter case, as in type 2, the effective focus of the budget is 
on obligations rather than actual cash outlays. 

French budgetary principles provide a fourth concept of 
appropriation. The French system attaches great importance 
to the legal effects of the budget on the process of adminis
tration. The execution of the budget is divided into two 
distinct phases. The first, which is the responsibility of the 
ordonnateur, begins when a legal commitment (engagement) 
is made that will result in a budgetary charge. The second 
consists of the verification of the order to make a payment. 
This is given by the visa of the comptable public, who also 
makes the payment. In principle, the visa must be given 
within the budget year in which the funds were appropriated, 
though a limited degree of flexibility exists.1 The authoriz
ation provided by the budget is thus understood to provide 
the legal basis both for the engagement of a charge and for 
the subsequent payment within the same budget year. Unlike 
type 1 appropriations, no commitment can be entered without 
the authorization of the budget law. However, unlike type 3, 
the authorization of commitments relates to those that will 
result in payment in the budget year itself, rather than in 
subsequent years. 

It must be stressed that the four types relate only to the basic 
concept of an appropriation. There are important differences 
in how they are applied in different States. In Belgium, for 
example, a distinction is drawn between so-called 'split' and 
'un-split' appropriations. The first represents a variant of the 
type 4 concept. The commitment must be made within the 
budget year but, in most cases, the visa for payment may be 
granted at any time up to the end of the year following 
the budget year. In contrast, 'un-split' appropriations are 
basically a type 2 concept in Belgium. Although commit
ments must again be made within the budget year, the timing 
of the corresponding payments is, in principle, unrestricted. 
In practice, however, additional controls on the carry-forward 
of unspent balances were introduced in the 1980s. In 
some countries, furthermore, the concept applied to current 
expenditure differs from that applied to investment; for the 
latter the type 2 concept is more often used. 

With appropriations of types 1 and 3, it is possible for the 
accounting principle of the budget to be either cash, in which 
case expenditure is taken into account as money is actually 
paid, or transactions (accruals), in which case expenditure is 

Either one of these two accounting principles can also be 
applied to revenues, taking revenues into account either 
when payments come in (cash) or when a tax or other 
revenue-generating claim occurs (accruals). The budget 
necessarily contains revenues only as forecasts; and the 
importance of these two principles derives from the fact 
that they imply different forecasting methods. Consistent 
decision-making in the budget process requires that the same 
accounting principle be applied to revenues and expenditures. 
For example, combining cash accounting for revenues with 
accruals accounting for spending tends to produce an overly 
optimistic picture of the budget balance, when the revenue 
forecast allows for inflation to affect revenues.3 

In all cases except type 2 authorizations of unlimited 
duration, the question arises of whether an appropriation may 
be carried forward to a future budget year. National rules 
vary considerably and investment expenditure is often treated 
differently from current expenditure. 

In addition to the requirement of parliamentary appropriation 
of spending, an authorization given by the ministry of 
finance may also be required. This applies in particular to 
the following: 

(i) the commitment and/or payment of money appropriated 
in the budget year; 

(ii) commitments that will lead to expenditure in future 
years; 

(iii) virement between budget heads; 

(iv) requests to parliament for supplementary appropriations; 

(v) the carrying forward of budgeted appropriations to 
subsequent years. 

The extent of the finance ministry's practical power in these 
matters varies from country to country. Its formal powers 
may not be a good indicator in practice, since considerable 
authority is often delegated to the spending ministries. For 
example, spending ministries may be allowed to enter 

See Ordonnance organique, 2 January 1959, art. 16; décret, 14 March 
1986, art. 9-12. 

Accruals accounting is normal in commercial practice, and there is 
growing interest in its potential use in the public sector as part of reforms 
designed to improve public sector management. In New Zealand, for 
example, individual departmental budgets are based on accruals and the 
accounting principle for government financial statements was changed 
from cash to accruals in mid-1992. A move to accruals-based accounting 
was also announced for the UK in late 1992. 
The (illegal) violation of this consistency condition was the fundamental 
cause of the well-known bankruptcy of the City of New York. 
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commitments up to a certain amount without formal authoriz
ation by the finance ministry. 

There may also be limits on the purposes for which the 
ministry's powers may be used. In France, for example, the 
visa of the financial controller may only be refused on 
specified grounds. In the UK, there are no formal limits on 
Treasury control, which is concerned not only with the 
regularity of expenditure, but also with economy, efficiency 
and effectiveness and with implications for future spending. 
Although there is considerable delegation, a fairly high 
degree of central control is retained. In Denmark, on the 
other hand, spending ministries do not require any additional 
permission from the Ministry of Finance to spend money 
appropriated by Parliament. 

If the permission of the finance ministry is required before 
requests to parliament for supplementary appropriations can 
be made, the ministry has the possibility to use cash-limits as 
an in-year control technique. A cash-limit is a pre-announced 
total of main and supplementary appropriations for the year 
which the spending ministries cannot exceed. The ministry 
of finance may also have power to block the expenditure of 
appropriations during the budget year for economic reasons 
or if a budget overrun is to be feared. This power exists 
formally or de facto in Belgium, France, Germany, Ireland, 
Spain and the UK. Limited powers exists in Greece and 
Portugal. In Italy, the finance ministry has no power to 
block expenditures. 

3.2. The basis of budget planning 

Most budgeting is incremental in the sense that the baseline 
for spending decisions is the previous year's level of 
spending. Decisions in the current budget round are then 
focused on departures from the baseline. Incremental budget
ing reduces transaction costs and preserves accumulated 
learning. At the same time, it reduces the intensity of disputes 
to more manageable proportions, because the stakes for 
spending agencies are limited. However, it also reduces 
the usefulness of the budget process for effective conflict 
resolution, because the process then lacks a mechanism to 
contest the status quo. 

A variety of auxiliary tools can be used to address this 
problem and facilitate more fundamental re-evaluation of the 
purposes and achievements of spending programmes in the 
presence of incremental budgeting. In practice these tools are 
applied to specific areas for particular periods rather than 
attempting to evaluate the entire status quo at a time. Among 
these tools is zero-base budgeting (ZBB), which requires 
budget bids to be made for entire programmes assuming that 

they did not exist before. An alternative tool is the Dutch 
reconsideration procedure, introduced in 1981. This pro
cedure aims at reviews of existing programmes and allows 
the consideration only of alternatives that do not cost more 
than the existing one, while requiring the presentation of one 
alternative costing 20% less. Programmes are chosen for 
reconsideration by the Council of Ministers, and the process 
can be initiated either by the finance minister or the spending 
minister concerned. 

The practical importance of incremental budgeting is illus
trated by the fact that those involved in the budget process 
perceive a large part of the budget as predetermined by 
decisions made in previous budget rounds. Estimates from 
finance ministry officials in the EU, which are, of course, 
subjective in nature, range from 66 to 97%, indicating that 
most of the budget is regarded as given. 

The term incrementalism is sometimes used to mean not only 
that the previous year's baseline is the starting-point, but also 
that decision-making concerns only the rate of increase for 
the coming year. Such practice implies that stable or declin
ing appropriations are not an option. Incrementalism in this 
sense is not a feature of traditional budgeting, but rather 
evidence of its breakdown. 

Although there is a clear conceptual distinction between the 
two senses of incrementalism, the practical difference may 
be blurred by the way the baseline is calculated in the 
planning stage of the budget. The baseline determines what 
will count as an increase or a cut and so structures the 
decision-making process in an important way. 

Since the key issue is the treatment of rises in pay and price 
levels, baseline calculation is also bound up with in-year 
control of spending, and with the existence or otherwise of a 
multi-year spending plan. Because of these complexities, the 
range of possibilities is quite large. Discussion will therefore 
be confined to three specific examples drawn from Denmark 
and the UK 

In the UK the spending appropriations made by Parliament 
used to be considered to represent a volume of goods and 
services, expressed in the pay and prices prevailing at the 
beginning of year t. Supplementary estimates were presented 
later in the year to cover pay and price rises during the 
year. The volume system was retained when multi-year 
expenditure planning was introduced. Spending plans for 
future years were expressed in constant prices (i.e. the pay 
and price level at the beginning of year t). As the multi-year 
framework was rolled forward each year, the so-called 
constant prices were converted to the pay and price levels of 
the new year t. That is, the baseline was automatically 
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adjusted to accommodate actual rises in pay and prices in the 
previous year. 

by all is that the budget constitutes a bond between the 
executive branch of government and the legislature.1 

The system thus had two interlocking features: automatic 
adjustment of baselines to accommodate inflation in the 
previous year and (defacto) automatic increases in appropri
ations to accommodate price and pay rises in-year. Decision
making was structured so that anything other than complete 
indexation of the public sector against the effects of rising 
pay and prices required a positive decision to make expendi
ture cuts. The volume approach was greatly modified during 
the mid-1970s by the addition of cash-limits and abandoned 
altogether a few years later. 

The present system in Denmark also expresses spending 
estimates for future years in terms of year t price and pay 
levels. However, there are major differences from the former 
UK system. First, ministerial expenditure ceilings have 
operated as an in-year control since 1987. Before that year, 
the pay and price levels of year t-1 were used and ministries 
were entitled to exceed appropriations by the amount of 
actual pay and price increases in year t. In the planning stage 
of the budget, baselines for year t+1 are based on the t+2 
figures from the previous budget, adjusted for anticipated 
inflation and reduced for assumed efficiency gains amounting 
to 2% of total personnel costs annually. There is no adjust
ment of the baseline to reflect any difference between actual 
changes in pay and prices over the previous year and those 
that were forecast. 

The current system in the UK operates as follows. As in 
Denmark, spending in the current budget year is now 
expressed in terms of year t prices. However, multi-year 
spending plans also include an allowance for anticipated 
inflation. As is Denmark, there is also an efficiency squeeze, 
i.e., an adjustment for assumed productivity gains applied to 
total cost. The baseline figures are rolled forward each year 
without further adjustment. The baseline for what will 
become the new year t+3 in the published plans is set by 
rolling forward the t+2 figure with an adjustment for 
anticipated inflation. 

3.3. The constitutional function of the budget 

33.1. The budget process as a constitutional instrument 

The budget process is a central part of the constitution of 
every Member State of the European Union. Although each 
State has its own constitutional framework, an idea shared 

The key historical moment was when the legislature achieved 
control of taxation. This meant not that parliament approved 
the amount of revenue to be raised, but that taxes could be 
imposed only by laws enacted by parliament. This established 
a basic civil right of individuals and also provided a 
lever that could be used to make government responsible 
to parliament. 

It was through application of this lever that parliament 
developed power over spending. In contrast to taxation, the 
reason for requiring government's spending intentions to be 
embodied in a law was not to create individual rights. The 
budget law does not entitle citizens to receive payments or 
services, since its legal effects are confined to the relationship 
between government and parliament. Rather, the purpose is 
to secure democratic accountability for the policies that 
spending represents, and for government's performance in 
carrying out those policies. In most Member States, there is 
a clear constitutional distinction between these financial laws 
and ordinary laws that regulate the activities of government 
and its relationships with the citizens. 

At the most basic level, accountability requires that the 
figures included in the budget should be accurate. From this, 
derives the principle that spending appropriations (unlike the 
budget figures for revenue) normally constitute binding 
limits. A necessary corollary is the principle that money may 
not be spent unless it has been appropriated in the budget. 

The budget law itself contains different chapters, headings 
and titles which describe, in varying degrees of detail, the 
allocation of spending to different purposes. However, the 
budget itself does not normally create the legal basis for the 
activities, programmes and agencies which it finances. This 
principle has two purposes. The first is to enable parliament 
to have a greater opportunity to scrutinize and control the 
structure and functioning of the administration than is 
possible through the budgetary process. The second is to 
ensure that the budget debate itself focuses on the conflicts 
of interest that underlie public finance, rather than being an 
opportunity to open up any and every issue of public concern. 
Both aspects are illustrated by the rule of the Belgian and 
French budget processes prohibiting cavaliers budgétaires 
(budgetary riders), that is, provisions in a financial law that 
do not relate to budgetary questions. This rule limits the 
scope of debate in the legislature during the consideration of 
financial laws. In France, this rule also prevents the govern-

See Premchand (1983). 
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ment from using the expedited procedures of the budget 
process for non-budgetary matters.1 

To be effective as a mechanism of democratic accountability, 
the budget must embody decisions that can be explained and 
defended. The budget process should not be conceived as a 
kind of unregulated political market-place, in which the 
conflicting interests compete without rules. Citizens could be 
given no coherent explanation or justification of the results 
of such a process. Nor could they meaningfully vote for a 
political programme which represented one set of attitudes 
to budgetary choices in preference to another. There can be 
no democratic accountability if the budget merely express 
the outcomes of a process in which no one is responsible. 

This applies not only to the choice of spending priorities, but 
also to the overall division between private and public 
spending implied by the total public expenditure figure and 
to government borrowing. When government borrows, it 
promises to tax in the future to service the debt. If the 
principle of parliamentary control of taxation is to be 
maintained, such a promise can only be made with the 
approval of parliament. The constitutional role of the budget 
process is to ensure that the conflicting interests that underlie 
these choices are clearly identified, that decisions are made 
about the conflicting interests and that the decisions are 
explained and justified by those responsible for making them. 

In order to fulfill this role, it is essential that the budget 
documents are informative in the sense of providing a clear 
picture of the intentions of government, the forecasts on 
which decisions have been based, and the projections of the 
likely effects of current policies. This requires the application 
of consistent and appropriate accounting principles and 
standards. Informativeness can be enhanced by tying the main 
budget aggregates to macroeconomic data, by presenting 
spending by functions and programmes as well as by 
administrative categories, and by the publication of multian
nual projections. 

33.2. Constitutional inefficiency 

There are two main ways in which a budget process may fail 
to ensure accountable conflict resolution: 

(i) if the process leads to 'non-decisions'; that is, if it 
operates under rules which do not ensure that conflicting 
claims, and decisions between them, are clearly ident
ified and made; 

1 See Ordonnance organique, 2 January 1959, Article 1. 
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(ii) if the conflict-resolution function is removed from the 
budget process. This happens if either the budget process 
is bypassed entirely, or if the budget becomes merely a 
record of prior commitments. 

These types of accountability deficit also tend to produce 
results that are inefficient in the sense identified in Chapter 2. 
That is, they are conducive to fiscal illusion and to fiscal 
deficit bias, i.e., ignoring the future tax costs of borrowing. 
To emphasize this connection, the effects of the two broad 
types of accountability deficit identified above will be 
referred to as constitutional inefficiency. 

Design of the budget process should seek to eliminate rules, 
practices and procedures that are conducive to constitutional 
inefficiency, because they involve non-decisions, removal of 
conflicts from the budget process, or a combination of the 
two. For example, Italian and American experience has 
shown that use of type 2 appropriations for current expendi
ture tends to produce non-decisions, since appropriations 
which are not limited in time insulate spending agencies 
from the annual re-evaluation of the public finance position 
in the budget process. As is shown in the Spanish example, 
discussed in Case Study 2 below, shows, the same effects are 
produced by carry-over provisions that are not subject to 
strictly defined criteria and control. The principles applied to 
the budget baseline calculation may also amount to a 
non-decision in favour of increased spending. The Danish 
and the UK examples, discussed in Section 3.3.1. above, 
illustrate how the method of calculating the baseline may be 
redesigned in an attempt to avoid this type of non-decision. 

Removal of the conflict-resolution function from the budget 
process occurs if laws creating the legal basis of programmes 
violate the constitutional principle that money may not be 
spent unless it has been appropriated in the budget. This 
happens if laws that are not budget laws themselves authorize 
expenditures, which do not then appear in the budget 
(débudgétisation). Such laws may create entities which are 
off-budget, or they may apply to certain types of expenditure. 
In the latter case, the spending authority is often not limited 
in time. The American literature refers to these types of law 
as creating permanent appropriations, to emphasize the 
contrast between them and appropriations granted through 
the annual budget process. 

Debudgetization and permanent appropriations are often 
linked to, but are not identical with, mandatory spending. 
Laws other than the budget may make certain public expendi
tures compulsory. Such laws sometimes create permanent 
appropriations in the sense defined above. If they do not, the 
expenditure will appear in the budget, mamtaining formal 
respect for the principle that money may not be spent unless 
it is appropriated in the budget. However, this principle is 
violated in substance, since the budget must provide the 
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necessary funds. Mandatory spending represents budgeting 
with prior commitment, resulting from the resolution of 
conflict outside the budget process itself. 

The effects of budgeting with prior commitment can be seen 
from the example of Italy. Article 81(3) of the Italian 
Constitution is interpreted to mean that the budget must 
make provision for all spending authorized by expenditure 
laws. In effect, almost all spending is mandatory; only if the 
relevant expenditure law so provides is the amount of 
spending determined in the budget process itself. A reform 
effected in 1978 was intended to reduce the impact of the 
resulting high level of prior commitment. Since that date, the 
budget legislation has been preceded by a Financial Act 
which can modify existing expenditure laws. However, the 
reform has not succeeded in establishing the budget process 
as the locus of conflict resolution. 

For some types of mandatory spending, the amount that will 
be required to fulfil the State's legal obligations cannot 
be specified in advance. Such spending programmes are 
open-ended. Examples include social security and social 
welfare benefits, where total spending depends not only on 
the rates of benefit, but on the number of people who meet 
the conditions of eligibility. Debt servicing costs also vary to 
some extent with prevailing interest rates, so that they too 
are open-ended. Government also has contractual commit
ments to its employees and, in some States, there are public 
law provisions which constrain government's ability to 
reduce their number by dismissals, though freezes on new 
recruitment to replace natural wastage are not so restricted. 
Legal provisions may also restrict government discretion in 
determining public-sector pay. For these reasons, public-
sector pay costs have a degree of open-endedness, though 
one which varies between States. 

In general, therefore, we need to distinguish between expen
diture which is necessarily open-ended and expenditure 
which governments choose to treat as open-ended. The 
latter choice is another example of a non-decision in the 
budget process. 

In some cases, open-ended expenditures are authorized 
through permanent appropriations and thus taken outside the 
budget system. In the UK, for example, payment of interest 
on the national debt is treated in this way. There are also two 
formal ways of presenting open-ended expenditure within 
the budget: 

(i) By the normal process of appropriation, creating a legally 
binding spending limit, with recourse to a supplementary 
or rectificatory law if the amount proves inadequate; 

(ii) By a special category of estimate which may be exceeded 
if necessary without new legislation (crédits évaluatifs). 

Entitlements are a form of open-ended expenditure that has 
given rise to particular concern in many European States and 
in the US. The defining characteristics of an entitlement are 
that the payments are made to individuals in accordance with 
rules laid down in advance, rather than by the exercise of 
administrative discretion at the time when the benefit is paid. 
In the US, entitlements such as social security have been 
argued to be a major source of budgetary inflexibility for the 
federal government. However, it is important to distinguish 
clearly between different aspects of prior commitment that 
may result from entitlements. 

Some element of prior commitment is inherent in the legal 
concept of an entitlement. What individuals receive is 
determined by the application of rules, so that the total cost 
of an entitlement programme depends on the number of 
qualifying individuals that come forward to claim the benefit 
and on their individual circumstances. For this reason, 
cash-limits cannot be used to control entitlement expendi
tures, since cash-limits would require that payments to 
individuals become a matter of administrative discretion. In 
this case, the benefit concerned ceases to be an entitlement, 
as is the case, for example, for payments from the UK 
Social Fund. A choice must be made, then, between the 
constitutional inefficiency of the budget process resulting 
from an entitlement and the gain to individual rights resulting 
from a rule of eligibility. 

Another, important source of uncertainty that makes cash-
limits inapplicable to many benefits is the cyclical character 
of the needs to which they are addressed. This is the case, for 
example, for unemployment benefits and other forms of 
income-maintenance. Spending that is intended to vary with 
the business cycle cannot be cash-limited effectively. This is 
so, whether or not the payments concerned are made as a 
matter of entitlement, or of administrative discretion. The 
formal element of prior commitment may, in fact, be 
relatively small but the effective degree of prior commitment 
relatively large, if a spending programme is intended to 
behave counter-cyclically. 

Entitlements create the largest degree of prior commitment, 
when the substantive contents of the rules of eligibility and 
benefit are decided outside the budget process. However, it 
is not inherent in the concept of entitlements that this should 
be the case for either one of these matters. In practice, for 
example, the rates of social security entitlements are varies 
through the budget process in some States. Thus, the degree 
of prior commitment can be reduced by determining the rates 
of benefit in the budget process. Conditions of eligibility, 
however, are usually established by non-financial laws. 

Nevertheless, control over total spending for entitlements 
can be strengthened, if the relevant non-financial laws are 
regularly reviewed and adjusted in conjunction with the 
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budget process. For example, ministerial expenditure ceilings 
in Denmark apply to spending resulting from entitlement 
programmes as well as other expenditures. It is part of the 
responsibility of each minister to propose adequate changes 
in the relevant non-financial laws to prevent expenditure 
overruns as part of the budget proposal. 

However, cyclically-induced changes in the total cost of 
welfare benefits are excluded from the Danish expenditure 
ceilings. This allows spending on such benefits to rise in an 
economic downturn, but the provisions explained before 
prevent ratchet effects whereby reduced expenditures on 
these benefits in an economic upswing are absorbed by other 
spending programmes. The exclusion of cyclically-induced 
changes in social security spending from the UK govern
ment's New Control Total for public expenditure (see 
Appendix CI) is designed to have the same effects. 

It would thus be a mistake to regard open-endedness of 
entitlement expenditure as meaning that nothing can be done 
about the constitutional inefficiency it produces. On the 
contrary, constitutional inefficiency can be limited, if: 

(i) the effects of the economic cycle are distinguished in the 
budget process from the effects of policy decisions about 
the rates and coverage of benefits; and 

(ii) the latter decisions are retained within the budget process 
itself, or are reviewed and adjusted within it. 

The Danish and UK examples also show that expenditure on 
public-sector pay is not necessarily open-ended. Unless 
there are unalterable legal constraints on governments, 
open-endedness of public-sector pay costs is not inevitable. 
In the UK administrative costs (including pay) were sub
jected in 1986 to 'running-cost cash limits', separate from 
programme expenditure. In setting baselines, there is an 
assumed annual efficiency gain for running costs of 1,5%. A 
similar system exists in Denmark where running costs are 
subject to separate control within the system of ministerial 
expenditure ceilings, also with assumed efficiency gains. 
Unlike entitlements, therefore, it would be a mistake to 
regard open-endedness as an inherent characteristic of public-
sector pay costs, although in many States they are treated as 
such in practice. 

In contrast, debt-servicing costs are inherently open-ended. 
While efficient debt management can ensure that public debt 
is serviced as economically as possible, nothing can be done 
to reduce the open-ended nature of the commitment itself. 
There is, therefore, a risk that debt-servicing costs become 
an ever-growing part ofthe budget, increasingly reducing the 
government's ability to use its financial resources for other 
purposes of public policy. This would create incentives to 
look for ways to liberate the budget from the constraint of 

debt servicing. Overt debt repudiation is illegal, but there are 
more subtle ways to achieve the same purpose, such as 
surprise bouts of inflation and exchange-rate depreciation, ex 
post taxation of interest income on public debt, or the 
imposition of capital controls. This is part of the reason why 
prevention of excessive public borrowing is of fundamental 
constitutional importance at the national level and for the 
orderly functioning of the EU. 

3 3 3 . Parliament and borrowing 

Government borrowing used to be regarded as wrong in 
principle. It could be justified only by exceptional circum
stances such as war. With the general acceptance of Keyne
sian principles of economic policy following the Second 
World War, however, this classical balanced-budget norm of 
public finances was abandoned.1 As a result, no simple 
rule now exists to determine either the proper relationship 
between aggregate spending and revenue in any particular 
budget year, or the overall total of public borrowing. 
Deciding what is an appropriate or inappropriate level of 
deficit and borrowing is a complex matter, one on which no 
clear theoretical verdict exists, and on which there may, 
therefore, well be reasonable differences of judgment 

This makes it very difficult to hold government to account in 
any meaningful way. To do so, parliament would need to 
be able to distinguish between different reasons for which 
government was seeking borrowing authority, for example, 
macroeconomic stabilization, investment to provide public 
goods and services, short-term political interests of govern
ment. 

In practice, parliament does not and cannot do this. Even 
when its approval of borrowing is required in the budget law, 
it is dependent on the process in the executive branch to 
determine the appropriate level of borrowing. If this process 
could reasonably be expected to weigh properly the conflict
ing interests of present and future taxpayers, then parliament 
could rely on the executive's own system. Constitutional 
inefficiency would be avoided indirectly through the design 
of the process that makes decisions, rather than through 
direct accountability for the substance of the decisions. 

How far such reliance on the executive process can reasonably 
be justified is examined in the next two chapters. To anticipate, 
we will conclude that the executive process needs to fulfill 
certain conditions before parliament would be vindicated in 
relying on it. Constitutional efficiency would be best served 
by parliament entrusting the decision about the amount of 
borrowing to an agency independent of government. 

For a review of the influence of Keynesian economics on budgetary 
policies see Buchanan and Wagner (1977). 
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4. Budget processes in the EU 

4.1. Stages and actors in the budget process 

Budget cycles are usually continuous. They can be analysed 
as sequences of four stages: 

(i) the planning process in government (the government 
stage), culminating in the submission of a draft budget 
law to parliament; 

(ii) the parliamentary stage, ending with a formal act approv
ing a budget; 

(iii) the implementation stage, during which the budget act is 
put into effect and revisions may occur in the form of 
supplementary budgets; 

(iv) an ex post control stage of a posteriori accountability. 
At any particular point in time, different stages of at least 
two, often three successive budgets will have been reached. 
This is illustrated in Table 2. For example, in financial year 
t, the current year's budget is in the course of implementation, 
the next year's budget is in the planning stage or the 
parliamentary stage, and the outcome of the previous year's 
budget is being subject to some accountability process. The 
current year's budget was planned in year t-1 and will be 
subject to ex post control in year t+1. Multi-year frameworks 
for budget preparation and lengthy accounting and discharge 
procedures may create even more overlap. 

Table 2 
Stages of the budget process 

Government and 
parliamentary 
stage 

year/-2 

Implementation 

Government and 
parliamentary 
stage 

year/-./ 

Ex post control 

Implementation 

Government and 
parliamentary 
stage 

year/ 

Ex post control 

Implementation 

yearr+7 

Ex post control 

year/+2 

Table 3 
Critical dates of budget processes 

Country 

Belgium 
Denmark 
Germany 
Greece 
Spain 
France 
Ireland 

Italy 
Luxembourg 
Netherlands 
Portugal 
UK 

Beginning of 
government phase 

(months before start 
of financial year) 

11-12 
12 

13-14 
8 
12 

11-12 
6-8 

11 
12 

14-15 
12 

13-14 

Submission of 
draft to parliament 

(months before start 
of financiai year) 

4 
3 
4 
1 
3 

3-4 
February of 

financial year 
3 
4 
4 

2-3 
1 

Report on 
final outcome 

(months after start 
of financial year) 

3 
12 
4 
3 

n/a 
3 
12 

6 
n/a 
2 
9 
3 

n/a: information not available. 

The planning stage in government usually begins about a 
year before the start of the relevant financial year and ends 
in the early autumn. The parliamentary stage then begins 
with the first reading of the budget. Table 3 shows that the 
total planning stages in Greece and Ireland begin only six to 
eight months before the start of the financial year, which is 
shorter than elsewhere in the EU, where 11 to 12 months is 
the norm. The time between the beginning of this stage to 
the submission of the budget draft to parliament is relatively 
short in Belgium and Greece and longest in the Netherlands 
and the UK 

The parliamentary stage normally concludes just before the 
beginning of the budget year. In the UK and Ireland, the 
formal parliamentary stage is prolonged into the financial 
year and is more closely intertwined with the planning stage 
than elsewhere. Theoretically, public-sector activities would 
have to grind to a halt if no budget law authorizing spending 
and tax collection could be passed before the first day of the 
new financial year. In practice, governments can circumvent 
that rule by applying provisional budgets prorating existing 
appropriations until a new budget is enacted. 
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The implementation stage covers the financial year, which is 
the calendar year for all EU States except the UK where it 
runs from April 1 to March 31. In some States, the 
implementation stage is prolonged slightly by keeping ac
counts open into the next year to allow engagements entered 
during the financial year to be completed. Finally, the 
accountability stage begins with the submission by the 
government of a final report on the budget. Table 3 shows 
that this occurs in the first half of the following financial 
year in most Member States of the EU. 

The range of actors in the process varies with the different 
stages. The planning process is normally conducted within 
the executive branch of government. By the time this stage 
reaches its end, decisions must have been made about the 
level of aggregate spending, allocations to spending agencies, 
the overall revenue target, and changes to the rates and 
incidence of taxation. In the next section, we discuss in 
more detail where these decisions are taken during the 
planning process. 

The ministry of finance is involved, with various degrees of 
authority, in the organization of all stages of the planning 
stage. In some countries, these functions are spread over 
different ministries. In Denmark, for example, there are 
separate ministries for preparing macroeconomic estimates 
and for tax policy and revenue analysis. In Greece, economic 
and fiscal policies and the preparation of a budget for public 
investments are the responsibility of the Ministry of the 
National Economy rather than the Ministry of Finance. In 
Italy, responsibilities in the planning stage are shared between 
the Treasury, the Finance Ministry, and the Budget Ministry. 
Subsequently, we use the term 'finance ministry' to describe 
the institution(s) executing these functions. 

Spending ministers are involved in the budget planning 
process in two functions. They elaborate and submit budget 
bids for their departments. As members of the cabinet, they 
may also take part in decisions on budget aggregates and on 
the fate of their own spending bids and those of others. 

Parliament generally has the power to reject the budget 
entirely and to amend parts of it. The significance of 
limitations to amendments is discussed in the following 
section. The implementation of the budget is primarily 
the responsibility of the executive branch of government. 
Parliament may be involved in this stage, particularly in 
approving supplementary appropriations. Its role here tends 
to merge into the next stage, particularly where formal 
ratification or approval of changes to the original appropri
ations ofthe budget act is given a posteriori. 

In the accountability stage, the principal actors are the 
finance ministry, parliament, and audit bodies. Audit bodies 

in European States are independent from government and 
report to parliament. Some are regarded as judicial bodies or 
as having judicial independence, while others are seen as 
acting primarily on behalf of parliament. Most audit bodies 
are primarily concerned with both the legality of expenditures 
and with questions of value for money, i.e., the proper use of 
public funds in terms of economy, efficiency, and effective
ness. The balance between these two varies across national 
governments. In some States, the conclusion of the account
ability stage involves a formal parliamentary discharge 
granted to the government for the execution of the budget. 

4.2. The structure of the budget process 

Table 4 lays out the basic structure of a budget process. 
Within the government stage, it is convenient to distinguish 
a number of steps which are regularly gone through. The first 
step, Gl, is the formulation of budget guidelines and norms. 
This includes the communication of technical guidelines to 
be followed in the drafting process as well as the presentation 
of the main underlying assumptions about macroeconomic 
trends and developments during the year under consideration, 
for example, GDP growth, inflation, and unemployment to 
all ministries concerned. Usually, both are the responsibility 
of the finance ministry. 

In addition to the dissemination of pertinent information, 
this step may also include the determination of important 
parameters as targets for the budget under consideration, 
such as a target rate for total expenditures or the total deficit. 
If such a target is considered binding for the remainder of the 
procedure, the budgeting process comes close to a top-down 
approach in budgeting, whereby the budget size is determined 
first and the distribution of the total over the various spending 
functions later. The less binding such targets are, the more 
the budgeting process resembles a bottom-up approach, 
whereby spending is determined for the individual functions, 
first, and the total is derived from adding up the individual es
timates. 

Step G2 contains the preparation of the individual budget 
bids by the spending departments. This step commonly 
evolves within the spending ministries on the basis of the 
budget guidelines and targets formulated previously. Apart 
from following these norms, the formulation of budget 
bids contains important strategic considerations. Spending 
ministries must formulate priorities and justifications for their 
bids and develop a defence strategy against the anticipated 
pressure from the finance minister to reduce bids and against 
competing bids by other spending departments. Spending 
ministries may communicate with the finance ministry during 

334 



National budget processes and fiscal performance 

this step, but rarely do spending ministries communicate 
with other ministries on a formal basis. 

Table 4 

Main steps of the budget process 

Step Action 

Government stage 

G l 
G2 
G3 
G4 
G5 

Formulation of budget targets and guidelines 
Preparation of budget bids 
Compilation of budget draft 
Reconciliation 
Finalization of budget proposal 

Parliamentary stage 

PI 
P2 
P3 

Debate, amendment of, and vote on budget proposal 
Reconciliation between upper and lower houses 
Approval by government 

Implementation and revision 

11 
12 

Execution of the budget act 
In-year changes of the budget 

Ex post control and accountability 

Step G3 includes the compilation of the first draft of the 
budget. This is commonly a responsibility of the finance 
ministry which collects the spending bids from the depart
ments. This step may also include rounds of bilateral 
negotiations (bilaterals) between the spending ministries and 
the finance ministry in an effort of the latter to reduce the 
total bid and make it compatible with the budget targets 
adopted initially. The drafting of the budget includes a 
draft of the revenue budget that is commonly under the 
responsibility of the finance ministry, too. 

Step G4 consists of the attempt to reconciliate the conflicts 
of interest evolving in the budget process between the finance 
ministry and the spending ministries and between different 
spending departments. Reconciliation either involves only 
the prime minister, who then acts as an arbiter among the 
spending ministers, or it is decided by the entire cabinet. In 
some cases, cabinet decisions at this stage are prepared by 
special cabinet committees which will hear the conflicting 
parties. 

Step G5 ends the government stage with the finalization of 
the budget draft and its final approval in cabinet, after which 
the draft bill is handed over to the parliament. 

The structure of the parliamentary stage depends heavily on 
the constitution of the country considered. In bicameral 
parliaments, budget processes differ significantly in the way 
budgetary powers are shared between the upper and the 
lower houses. Arrangements in the EU range from equal 
powers of both houses, such as in Italy and Belgium, over a 
prerogative of the lower house over upper house giving the 
former the authority to override objections of the latter, such 
as in France, Germany or Spain, to a monopoly of budgetary 
powers for the lower house, such as in the UK and Ireland. 
Where both houses share budgetary powers, a process of 
reconciliation between the two may be necessary if an 
agreement cannot be reached immediately. The negotiations 
in this step may involve joint committees of both houses and 
the government. 

The role of parliaments in the budget process is to examine 
the proposal presented by the government, to amend it, and 
to pass or reject it. Amendments may be restricted by 
provisions prohibiting certain changes to the budget proposal. 
For example, parliament may not be allowed to authorize 
additional spending or to reduce taxes, or members of 
parliament may be required to propose offsetting reductions 
in expenditures together with the proposal to increase spend
ing on certain items. 

In most countries, an outright rejection of the budget is 
politically equivalent to the government's losing a vote of 
confidence and will lead to the resignation ofthe government. 
This is reflected by the practice that the first reading of the 
budget is often a debate over the general principles of the 
government's policies followed by a first vote on the budget 
draft. The budget itself is then treated in detail in the 
subsequent readings, when amendments can be passed. Given 
the political weight of such action, outright rejections are 
rare. Only in Germany and Spain are there formal require
ments that the governments must approve the budget law 
as passed by the parliament, in all other countries, the 
parliamentary stage ends with step PI or P2, depending on 
what is applicable. 

Once the budget act has become law, the budget process 
enters the implementation stage. Implementation is again 
primarily a responsibility of the government, although out
side bodies such as audit institutions may be involved. We 
consider this stage only in as much as it has implications for 
the quality of conflict resolution in the earlier stages of 
the budget process. One important consideration is that 
implementation may overlap with the planning stages of the 
process in government and parliament. This occurs in two 
forms. In Ireland and the UK the budget is finalized only 
during the fiscal year under consideration. More specifically, 
the budget provisions are only enacted into law by Parliament 
after the budget concerned has already come into operation. 
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Formally, such practices require preliminary spending 
authorizations which are derived from the preceding year's 
estimates. 

The other form of overlap comes from the possibility to 
revise the budget during the relevant fiscal year by proposing, 
and passing through parliament, supplementary budgets. 
Supplementary budgets commonly are subject to the same 
steps of the procedure as ordinary budgets. While the 
provision of supplementary budgets is originally meant, 
in most countries, for extraordinary circumstances, some 
governments use them regularly as a means to adapt their 
current budgets to changes in political intentions or the 
macroeconomic environment during the fiscal year. 

A related and important aspect of the implementation stage 
in our context is the flexibility the government has in 
executing the budget act, i.e., how easy it is for the spending 
departments to overshoot their appropriations, how easy it is 
to shift funds from one purpose to another, and to what extent 
funds can be transferred into future periods. The more 
flexibility in the implementation the participants in the 
budgeting process can anticipate, the more they will be 
inclined to avoid hard choices in the first stages of the 
procedure, trusting that compromises and quick fixes can 
be construed once problems arise during the fiscal year. 
Flexibility, while desirable ex post to facilitate smooth 
administration, is, therefore, undesirable ex ante for its 
detrimental effect of effective conflict resolution. 

Table 5 

Structure of government stage 

Step 

Event 

Gl Budget 
targets and 
guidelines 

G2 Budget bids 

G3 compilation 
of draft 

G4 Recon
ciliation 

G5 Finalization 

1. strategically 
centralized 

Prime 
minister 
(PM) 
or finance 
minister 
(MF) 

Type of Procedute 

2. decentralized 
guided 

Participants 

Cabinet on 
proposal by 
MF 

3. decentralized 

Cabinet 

Spending ministries 

MF, 
in bilateral 
negotiations 

PM or senior 
cabinet com
mittee 

MF, serving 
as inter
mediary 
between 
spending 
ministers 
and cabinet 

Senior 
cabinet 
committee 
or cabinet 

Cabinet 

MF, simple 
collection of 
bids 

Cabinet 

4.3. Strategic analysis of budget processes 

43.1. The government stage 

Table 5 looks at the government stage in more detail and 
identifies the main actors involved in each step. Here, we 
distinguish between three prototypes of a budget process. 
Type 1 is what we call a strategically centralized procedure. 
It is characterized by the existence of a central power capable 
of shaping the outcome of the process. In practice, this power 
may either be vested in a person, usually either the prime 
minister or the finance minister, or an institutional constraint 
expressed by a binding numerical target. Type 2 may be 
called a guided decentralized procedure. It does not contain 
as powerful a central force, but it has elements that exert a 
function of guiding the participants through the procedure. 
This function may be assigned, again, to a person, the finance 
minister, or it may result from the commitment to budget 
targets adopted early on in the procedure. A decentralized 
procedure, type 3, finally is characterized by the absence 
of any mechanisms to centralize authority or to guide 
budgeting decisions. 

Appendix A contains overviews of the budget processes in 
the 12 EU Member States. These characterizations provide 
examples for the three types of procedures distinguished in 
Table 5, though, of course, no actual budget process fully 
matches the ideal types defined there. 

France and the UK are the clearest examples of a strategically 
centralized procedure. The French procedure (see 
Table Al.6) starts with the determination of budget targets 
by the prime minister and the finance minister. These targets 
are communicated in the framework letter to the spending 
ministries. The finance minister conducts bilateral nego
tiations with the spending ministers about the their budget 
bids, contentious issues are arbitrated by the prime minister 
and the finance minister. Throughout the government stage, 
the finance minister and the prime minister together assure 
that the budget targets are achieved. 

The British procedure (see Table Al.12) is different in that it 
puts less emphasis on formal guidelines and explicit targets. 
Instead, it relies heavily on the treasury's desire to contain 
spending within firm limits and the strategic predominance 

336 



National budget processes and fiscal performance 

of the treasury relative to the spending ministers. This 
predominance is based both on seniority within cabinet and 
the strategic position of the treasury during the budget 
process. The treasury's strategic advantage in the process 
flows from the fact that all commumcation between govern
ment and individual spending departments during the plan
ning stage goes by way of the treasury, and the treasury's 
strong involvement with the spending departments in the 
implementation stage.1 Reconciliation of conflicts between 
the treasury and individual spending departments is usually 
achieved in a cabinet committee of senior ministers without 
portfolio. Since the latter represent no spending interests, this 
committee tends to strengthen the treasury's position strategi
cally. 

The Danish process (see Table Al.2) is an example of the 
other kind of strategically centralized one. Here, the finance 
minister does not enjoy the same predominance as in France 
or the UK However, the procedure is governed by a firm 
commitment to a numerical budget target, the preparation of 
which is heavily influenced by the finance minister. Once 
the numerical target is approved by the government, its 
achievement is considered essential by all participants at the 
government stage. Reconciliation of unsettled issues is 
attempted in a cabinet committee of senior members before 
going to the full government. 

The Netherlands (see Table ALIO) provide a good example 
for the second type of process at this stage, a guided 
decentralized one. Here, there is neither as strong a central 
player as under the previous type, nor an equally firm 
commitment to an overall target. Nevertheless, the budget 
process is effectively directed by the finance minister who 
sets the agenda for critical cabinet decisions without being 
able to precondition them. The elevated position of the 
finance minister results mainly from his role as communi
cator between the individual spending departments and the 
cabinet. In this function, the finance minister presents to the 
government his view of unsettled issues and reports to 
the spending ministries his view of the cabinet decisions. 
Arbitration of contentious issues, however, takes place within 
the entire government. At the same time, while there is not 
an equally firm commitment to a budget target as in the 
Danish case, Dutch governments have pursued multiannual 
fiscal targets as part of their coalition agreements. 

We can use the Irish process (see Table A1.7) as an example 
for a decentralized one. Irish government evolves under the 
principle of collective responsibility. In the budget process, 
this principle is reflected by the fact that all critical decisions 

1 This involvement results from the fact mat the top civil servant in each 
spending department is accountable to the treasury, though loyal to his 
own minister. 

are taken collectively by the entire cabinet. Thus the process 
starts with cabinet approving non-binding targets for the 
main budget parameters. During the process, arbitration of 
unsettled issues is done in cabinet. There is no strong political 
commitment to the targets formulated in the beginning of the 
procedure nor to a multiperiod fiscal programme. 

Table A2 summarizes a few important, general characteristics 
of the government stage. Among the 12 EU member govern
ments, two have explicit, firm commitments to a multiannual 
fiscal programme, namely Denmark and Luxembourg. In 
Germany, the Netherlands, and the UK current budgets 
must be presented as parts of detailed multiannual fiscal 
projections. Governments in Ireland and Italy must present 
multiannual plans, however, these plans are not considered 
reliable projections. Greece and France use no multiannual 
framework. 

The second characteristic regards the relative standing of 
the finance minister in the government. Belgium, Greece, 
Ireland, Italy, Luxembourg, and Portugal give no formal or 
special authority to the finance minister. In Denmark, the 
finance minister has de facto an elevated role due to his 
membership in all cabinet committees of financial relevance. 
The Dutch finance minister has a similar informal, but 
elevated position. In contrast, the German finance minister 
has a formal veto power granted by law for government 
decisions of financial concern. His veto can only be overruled 
by a cabinet majority including the chancellor. The German 
finance minister can also change budget proposals by the 
spending ministers in his own right. In France, the strong 
position of the prime minister in budgetary matters is 
grounded in the constitution, while the finance minister's 
strong position is grounded in simple law and ordonnances. 
The British Chancellor of the Exchequer, finally, derives 
most of his power from seniority and historical convention, 
the British equivalent of constitutional law. 

Finally, we consider the existence of cabinet committees in 
the budget process. Where such committees exist, they 
perform rather distinct strategic roles. In Denmark, the 
Netherlands, and the UK cabinet committees are used mainly 
to prepare cabinet decisions settling disputes between the 
finance minister and a spending department. From the 
composition of these departments, which are made up of 
senior ministers, one may expect that their role is to 
strengthen the finance minister's position in these debates. 

In contrast, cabinet committees in Greece, Spain, and Italy 
bring together representatives of spending departments for 
coordination of their policies. While the purpose of these 
committees is probably to achieve a stronger programme-
orientation of public expenditures across departments, it is 
plausible to assume that these committees also provide 
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occasions to forge deals for mutually increased spending bids 
among the participants. 

Finally, during the Belgian budget process, meetings of the 
conclave are used to prepare government decisions. The 
conclave combines senior ministers with representatives of 
the main parties in parliament. This has also become a 
practice in very recent years in Germany under the label of 
coalition meetings (Koalitionsrunden). Participants in such 
meetings deplore this practice for the fact that it dilutes 
accountability by confusing executive and legislative de
cision-making. 

43.2. The parliamentary stage 

Table 6 summarizes the main characteristics of the parlia
mentary stage. They relate to the changes parliament can 
make to the budget proposal in amendments, the relationship 
between the two houses of parliament, and the relationship 
between the government and the parliament. Here, again, we 
distinguish between three types of processes according to the 
scope of budgetary actions parliament is able to undertake. 
The more restrictive the process, the more likely the govern
ment's proposal is to pass. 

We can use the descriptions of the national processes of 
Tables A3 and A4 to exemplify these ideal types. The French 
process is an example of a restrictive one. Here, only 
amendments that reduce expenditures or create a new source 
of revenue can be received in parliament. The government 
can propose unlimited amendments itself as a possibility to 
assuage parliamentary opposition against its original pro
posal. The government can call for a vote of confidence in 
connection with the budget, forcing parliament to reject or 
pass the proposed budget in its entirety and to face a 
government crisis in the case of rejection. Government can 
also call for a block vote forcing parliament to vote on entire 
passages of the budget at a time. The French process is an 
intermediate one as regards the role of the Senate, which has 
a vote on the budget. However, if reconciliation between the 
two houses is not achieved by a joint commission within a 
strict time limit, the government can again use the block vote 
procedure to pass the budget. The British process, though 
different in details, comes out as a similarly restrictive one. 

The Belgian process, in contrast, is a rather open one. Here, 
no limits on amendments exist. Both houses of parliament 
enjoy equal rights in budgetary matters, so that both must 
agree on the same text eventually. As a consequence, the 
budget may enter a navette budgétaire, a process in which 
proposals go back and forth between the two houses until an 
agreement is reached. Amendments cause the demise of the 
government only in the case of very fundamental changes 
which the government has declared a cause of its own fall 

before. Disagreement between the majority in parliament and 
the government is sought to be solved in informal talks 
outside the parliamentary procedure. Italy, Greece, and 
Denmark have procedures which are characterized by com
parable degrees of openness. 

Table 6 
Structure of parliamentary stage 

_ 

Scope of 
amendments 

Relation of 
upper and 
lower house 

Relation of 
government 
and parliament 

Restrictive 

amendments 
cannot 
increase 
spending or 
reduce 
revenues, or 
certain 
amendments 
are not 
receivable 

upper house 
has no 
budgetary 
powers 

Government 
can call vote 
of confidence, 
can impose 
voting 
procedure on 
parliament; 
amendments 
require 
consent 

Type of Procedure 

Intermediate 

amendments 
cannot 
change 
overall 
balance 

lower house 
has 
prerogative 
over upper 
house 

Amendments 
may cause 
fall of 
government 

Open 

no limits on 
amendments 

lower and 
upper house 
have equal 
rights. 

no special 
stipu
lations 

The parliamentary processes in the remaining countries are 
more mixed cases, resulting, overall, in intermediate degrees 
of restrictiveness. Amendments are limited to some extent in 
Spain and Ireland, in Germany an effective limitation arises 
from the requirement that amendments must be accepted by 
the government if they increase expenditures or create 
new expenditures or reduce revenues. No limits apply to 
amendments in the Netherlands, Portugal, Luxembourg, and 
Greece. The stipulation in Italy, that amendments must 
not change the overall budget balance is due only to a 
parliamentary decree passed in 1990. 

Budgetary powers of the upper house are formally quite 
restricted in Ireland and the Netherlands, where the upper 
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house can only make recommendations. In France, Germany 
and Spain, the upper house can amend the budget as passed 
by the lower house. However, in the case of disagreement 
between the two houses, the lower house can eventually 
override the upper house if no agreement is reached in the 
reconciliation procedure. 

The parliamentary stages in Ireland and the UK begin to an 
initial vote that is considered equivalent to a vote of 
confidence. It follows a general debate of government 
policies in the first reading. Subsequent amendments to the 
budget are of less political significance. In Denmark and 
Greece, fundamental amendments are a cause of a fall of 
government, in the Netherlands this is so if the government 
takes a strong position against an amendment before the 
vote. The German government can force parliament to 
postpone votes on legal projects increasing expenditures 
proposed by the government or creating new expenditures or 
reducing revenues. In addition, the government can force the 
parliament to repeat its vote within four weeks of the first 
one. The Spanish government may reject amendments passed 
by parliament increasing expenditures or reducing revenues. 

4 3 3 . The implementation stage 

Table 7 summarizes the main parameters of the implemen
tation stage, expenditure management, transfers of appropri
ations during the fiscal year or between years, and substantive 
revisions of the budget act. Under a restrictive procedure, 
spending departments are subject to the requirement that all 
disbursements be authorized by a financial controller or the 
finance ministry, spending departments are subject to cash 
limits, and the finance minister can block expenditures if a 
budget overrun threatens to occur. Table A5 in the appendix 
shows that all three provisions hold in Germany, France, and 
the UK Expenditure management is less restrictive in 
Denmark and Portugal, where the finance minister cannot 
block expenditures, and in Greece, where no cash limits 
exist. The remaining countries have more or less unrestrictive 
expenditure management. 

In the UK, the Netherlands, Luxembourg, Greece, Germany, 
and Denmark, some restrictions on transfers of appropriations 
between chapters of the budget apply, either requiring 
approval of the finance minister or being unallowable 
for certain purposes such as creating new expenditures 
(Netherlands) or using funds for purchases of equipment to 
pay personnel. Transfers between departments are generally 
subject to greater restrictions. In most EC countries they 
require the formal consent of the finance minister. 

Table 7 
Characteristics of the implementation stage 

Expenditure 
management 

Transfers of 
appropriations 

Substantive 
revisions 

Restrictive 

Disbursement 
approval 
required, 
spending 
departments 
subject to cash 
limits, MF 
can block 
expenditures 

Within 
chapters only 

By new law 
and rarely 
used 

Type of Procedure 

Intermediate 

Disbursement 
approval 
required, 
and/or 
spending 
departments 
subject to 
cash limits 

Within 
chapters 
unrestricted, 
between 
chapters upon 
approval by 
MF 

By new law, 
commonly 
used 

Open 

Disbursement 
approval 
required or 
full authority 
of spending 
departments. 

Unrestricted 

By approval 
of MF 

Substantive revisions of the budget, beyond those shifts of 
appropriations the finance minister can authorize, require a 
new budget law in almost all EU countries. Exceptions are 
Greece, where the finance minister's consent to such action 
can be sanctioned ex post by parliament, and France and the 
Netherlands, where the government can decree a substantive 
change in cases of emergencies. In other countries, differ
ences in restrictiveness of the implementation stage come 
from the frequency with which new budget laws are used 
during the fiscal year to obtain authorization for major 
revisions. In Italy, Belgium, and, in recent years, in Germany, 
the presentation of supplementary budgets is common prac
tice. Obviously, the budget process loses much of its quality 
as a locus of structured conflict resolution when this happens, 
as decisions during the planning stages are no longer regarded 
as binding for the later implementation. Therefore, one may 
regard the frequent use of supplementary budgets as a 
sign of beginning constitutional inefficiency.1 In the other 
countries, revisions are regarded more exceptional. 

1 For a discussion of the fallacies of repetitive budgeting see Wildavsky 
(1975). 
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5. Budget processes and fiscal performance 

5.1. Theoretical considerations 

account the full social cost of the activities for which they 
make their budget bids, because the benefits they seek are 
concentrated on a group smaller than the community of 
all taxpayers. 

Political economy views the budget process as a mechanism 
through which political interest groups 'bargain over conflict
ing goals, make side-payments, and try to motivate one 
another to accomplish their objectives' (Wildavsky, 1975, 
p. 4). It is a device for political conflict resolution. Effective 
conflict resolution requires adequate institutional design of 
the budget process. In this section, we develop the arguments 
outlined in Chapter 2 in more detail. 

5.1.1. Fiscal illusion 

As in many other contexts of social choice, it is useful to 
organize our thinking about the budget process around a 
conflict between the collective interest of the actors in the 
budget process as a group on the one hand and the individual 
interests of the particular actors on the other hand. 

One source of such conflict is the fact that, in almost all 
modern public-sector activities, including transfer payments, 
those benefitting from an activity are a smaller group than 
those paying the taxes to finance the activity. With few taxes 
being earmarked for specific purposes, which is general 
practice in all EU States, financing is almost always provided 
by the general taxpayer. In contrast, public-sector activities 
are generally targeted at some narrower group than that. This 
incongruence implies that the net benefit of an increase in a 
given public activity is almost always larger from the point 
of view of the beneficiaries than from the point of view of 
the general public. Fiscal illusion describes this over-
estimation of the marginal benefit of a public activity. 

A government's fiscal performance depends largely on the 
balance between these conflicting perspectives. Collectively, 
as a group, the participants in the budget process seek to 
decide the optimal volume of public spending; optimality 
depending, to some extent at least, on their perceptions ofthe 
social good and voters' preferences. Individually, however, 
participants respond to political incentives and wish to 
maximize the net benefits of their constituencies. Democratic 
policy-makers do not operate in a political vacuum allowing 
them to pursue only the social good. They cannot be expected 
to neglect the pursuit of the interests of their political 
constituencies. Note that we do not claim that all participants 
in the budget process are selfish and opportunistic. They may 
view the promotion of the benefits of their own constituency 
precisely as their political role in government and politics 
and pursue this role in good faith. The main point is that 
participants in the budget process do not necessarily take into 

If all participants in the budget process decided only accord
ing to these individual interests, unrestricted budgeting 
decisions would invariably lead to excessive public spending 
in the sense that the social benefit of the last increment in 
public expenditures would fall short of the social cost of 
financing it. The reason is that those participants pushing for 
this increment would see its full value for their constituency, 
but only part of the resulting increase in the tax burden, as 
their constituency does not pay the full cost of the activity. 
Fiscal illusion would be rampant. 

The basic tenet of the political economy approach to budget
ing pursued in this study is that institutional design of the 
budget process can shape the outcome of budgeting decisions 
by determining the relative weight of the individual and the 
collective interest of the participants. Institutional design can 
promote the collective interest in various ways, by giving 
those participants whose individual interests coincide the 
most with the collective interest a dominant position in the 
process, by restricting choices for other participants, or by 
setting incentives or rules for making choices and by 
structuring decision-making processes, interactions and flows 
of information among the participants appropriately. Below, 
we discuss how this applies to the three stages of the budget 
process which determine the outcome of the conflict between 
collective and individual interests. 

5.1.2. Deficit bias 

Spending and raising public monies involve different time 
horizons. The political and economic benefits from spending 
public money are often obtained immediately or over a 
relatively short time period. In contrast, the welfare effects 
of higher taxes imposed on current taxpayers are felt to a 
large extent only in the medium and long term, since they 
involve private-sector adjustment to changes in tax incentives 
or net asset returns. 

Taxpayers in the private sector are likely to discount future 
tax liabilities at a higher rate than the interest rate government 
pays on its debt. The main reason for this is that taxpayers 
generally do not face perfect capital markets allowing them 
to borrow freely at the same interest rate as the State. The 
implication is that current tax payers vote for a higher share 
of deficit financing than they would with perfect capital 
markets. Furthermore, due to their uncertainty about remain
ing in office arising from democratic elections, politicians 
are likely to discount the future even more heavily than 
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taxpayers, valuing present or near-present pay offs of their 
actions more strongly relative to pay offs in the more distant 
future than the general public. 

The resulting undervaluation of future tax liabilities and 
underestimation of the future economic cost of financing 
today's expenditures imply that decision-makers in govern
ment and voters do not distribute the burden of financing 
current spending efficiently between current and future 
taxpayers. The consequence is that too large a portion of 
current expenditures are debt-financed, that is, it is a source 
of excessive government deficits and debts. This is the 
problem of deficit bias. Deficit bias results from the under
representation of future taxpayers in today's decisions. If 
those bearing the burden of future tax liabilities had a full 
voice in current decisions, this burden would be counted 
fairly and governments would be less inclined to use 
deficit financing. 

5.13. Excessive spending and excessive deficits 

Fiscal illusion is primarily an argument concerned with the 
efficient size of the public sector, not about deficits and debt. 
However, it is straightforward to see that fiscal illusion is also 
a source of excessive deficits: Even where the distribution of 
the tax burden from current spending is distributed efficiently 
between current and future taxpayers, i.e., in the absence of 
deficit bias, fiscal illusion implies that deficits are too large, 
since the level of spending to be financed through taxes and 
borrowing is too large. 

Similarly, deficit bias can lead to excessive volumes of 
public spending. When decision-makers underestimate the 
future cost of financing current spending through borrowing, 
they will overestimate the net benefit of the last increment in 
public spending, and, consequently, expand public activities 
beyond the level where the benefit of the last increment 
equals its true, present and future economic cost. 

Thus, although fiscal illusion and deficit bias are different in 
nature, they lead to the same, inefficient outcomes, namely 
excessive levels of spending and excessive deficits. This 
suggests that deficit control can be regarded as critical to 
keep both sources of inefficiency in check. 

5.2. Institutional design of the budget process 

As noted in the preceding chapter, budget processes can be 
divided into four stages. During stage 1, government prepares 
a draft budget to present to parliament. As a decision-making 
body, the government includes spending ministers, a finance 
minister presiding over financial resources, and a prime 

minister acting as the chairman. Note that, throughout this 
report, we use the term finance minister exclusively to 
describe this role in government, although the term actually 
used may be different in some countries, such as the treasury 
minister or the minister of the budget. Occasionally, the 
government may also include additional ministers without 
portfolio, who participate in government decisions but do not 
represent a spending ministry. The purpose of the first stage 
is to resolve conflicts of interest between the ministers. 

In stage 2, the budget is submitted to parliament, which can 
amend the proposal and either pass or reject it. We think of 
this primarily as a bargaining process between government, 
which now represents a unified position expressed in its 
proposal, and the parties represented in parliament, which 
either support or oppose the government. 

In stage 3, the budget law is executed and further modifi
cations of the law may be possible. At this stage, the principal 
actors are again the members of government, although 
parliament may be involved in revisions of the budget. 
Stage 4 of ex post control is not of principal concern for the 
subsequent analysis. 

5.2.1. The government stage 

Among the members of government, two types can be 
distinguished conceptually. Spending ministers are interested 
in expanding the resources of their own ministries, but 
indifferent about the resources of other ministries, as their 
political success is measured in terms of the net benefits of 
their constituencies. Spending ministers are inherently biased 
to push for increased spending of their own rninistries, since 
the resulting taxes or deficits to finance the extra expenditure 
fall on the general public (or, in the case of deficits, on the 
general public in the future), while the spending benefits 
their own constituency and raises their political support. 

In contrast to the spending ministers, the prime minister, the 
finance minister, and the ministers without portfolio where 
they exist, are not bound by the particular interests of a 
spending department and its narrow constituency — or, at 
least, not to the same extent. Therefore, this second type can 
be regarded as being more influenced by considerations of 
the collective interest of the government than the first type. 
An important aspect of the budget process in stage 1 then 
is the distribution of powers between the two types of 
decision-makers. 

Institutions of the budget process can address the conflict 
between the collective interest and the individual interest of 
the members of government by shaping the patterns of 
interaction among them. The main question is, whose inter-
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ests are given predominance in the budget process? Where 
type 1 participants can interact freely and agree jointly on 
the main parameters of the budget, the procedure is conducive 
to universalism and reciprocity. Universalism refers to the 
tendency to come up with budget proposals that 'contain 
something for everyone' avoiding the necessity of facing 
hard choices among competing public activities. Reciprocity 
refers to the tendency among type 1 participants to agree to 
spending requests of other participants in the expectation that 
their own requests will be accepted. In the absence of 
appropriate institutional constraints, universalism and recip
rocity can become accepted and self-enforcing social norms 
of behaviour in budgeting. Thus, with a budget process in 
which most decisions are taken by the spending ministers or 
through an agreement between all members of the govern
ment, there is a bias towards fiscal illusion. 

In contrast, where the budget process strengthens the collec
tive interest, fiscal illusion will be limited. There are two 
main approaches to do that. One is to determine a set of 
target parameters for the budget, including its overall size, at 
the beginning of the budget process and to ensure that these 
targets are binding for all decisions at the later stages of the 
budget process. If these targets are decided upon by the entire 
government, they should be framed and proposed by the 
finance minister and the prime minister and cabinet debate 
should limit the scope for deals among type 1 participants to 
avoid that they be affected by universalism and reciprocity. 
Furthermore, they should be taken with considerable lead-
time before the start of the relevant fiscal year to assure that 
the decision on the target remains relatively remote from 
considerations of short-term political benefits of extra 
spending. 

Alternatively, the budget process could be designed such that 
type 2 participants are vested with a position of strategic 
dominance over type 1 participants. Such a position requires 
that the key players, the prime minister and the finance 
minister have considerable strategic influence on the budget 
process. In practice, this can take a variety of forms. For 
example, the budget process might begin with a set of budget 
parameters, including the total size ofthe budget, irrevocably 
fixed by the prime minister or the finance minister and 
enforced by these players in the subsequent stages. A more 
flexible alternative would be to give the finance minister the 
role of directing the procedure, monopolizing information 
across spending departments, having the authority to reach 
bilateral agreements with individual spending ministers, 
and preparing the agenda for cabinet decisions. Another 
alternative might be to strengthen the finance minister's 
position by vesting him with a right to veto spending 
decisions in government and to adjust spending proposals in 
his own right. 

There is some reason, also, to assume that spending ministers 
behave differently from the prime minister and the finance 
minister in regard to deficit bias, because spending ministers 
get larger political rewards from the direct beneficiaries of 
current expenditures, and because their political career in 
government is often more short-lived than the career of 
senior ministers and the prime minister. To some extent, 
therefore, a budget process giving type 2 participants strategic 
dominance will also reduce the deficit bias. 

The more direct way to address this problem, however, is to 
strengthen the link between current decisions and future 
outcomes in the budget process. There are two main ways to 
achieve that. One is to adopt and adhere to a multiperiod 
fiscal plan, such as a multiannual expenditure target. Such 
targets could be expressed as a commitment to a fixed rate of 
growth of real government expenditures, or the provision 
that expenditures do not grow faster than GDP. 

The other one is to adopt a procedure whereby current 
spending and taxation are explicitly embedded into a multian
nual planning framework. This would require spending 
ministries and the finance minister to present their budget 
bids and proposed taxation policies as part of a multiannual 
plan which would cover both financial projections and 
the underlying political plans. Multiannual plans must be 
developed at a fairly disaggregated level of spending to be 
effective. Presenting a multiannual programme only at the 
level of large budget aggregates would not achieve the 
purpose of facing spending departments with the need to 
make precise and meaningful choices. While neither solution 
will give full justice to the taxpayers of the next generation, 
both force current decision-makers at least to some extent to 
take the future consequences of their actions into consider
ation. 

Comparing the approaches institutional design can take to 
tackle both fiscal illusion and deficit bias, an important theme 
emerges. Effective conflict resolution can be promoted 
by two types of institutional commitment technologies, 
commitment to a numerical target or commitment to a 
procedure that gives special authority to a type 2 participant. 
Theoretically, both are appropriate to encourage efficient 
fiscal decision-making. Yet, there may be additional con
siderations which make one approach more adequate for a 
given country then the other. If so, adopting the wrong 
approach may even frustrate effective conflict resolution. We 
will return to this important point later on. 

According to popular views on budgeting, spending and 
deficit excesses can be curtailed by using a top-down rather 
than a bottom-up procedure. In the former, the participants 
in the process first decide on a total spending figure 
and subsequently allocate this to the individual spending 
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ministries. In the latter, total spending is determined by 
simply summing up the requests of all ministries.1 

It is easy to see, however, that this view is misleading. In a 
top-down procedure, spending ministers deciding all for 
themselves would be able to anticipate the constraint they 
create in the first step for the allocation of expenditures in 
the second step. Thus, they might choose the constraint with 
the aim of ensuring that the spending allocated to their 
ministries at the second stage would correspond as closely as 
possible to their own individual preferences. In general, 
whether or not the top-down budget is smaller than the 
bottom-up budget depends entirely on the preferences and 
ability to reach a compromise of those involved. Since the 
participants and their interests change over time in practice, 
nothing predictable can be said about the value of a top-down 
procedure in this setting. 

This may seem a contradiction to the conjecture, that 
commitment to a numerical target for the total budget can 
serve as a commitment technology to limit fiscal illusion and 
deficit bias. The important point to observe, however, that it 
is not the top-down aspect, i.e., the sequencing of decisions 
per se, which makes for a successful commitment tech
nology. The use of binding budget parameters will only be 
successful in our context if the targets reflect the collective 
interest in public finances rather than just the addition of 
individual interests, or if they are part of a multiannual 
programme. That is, top-down budgeting may be a part of a 
commitment technology, but it is not sufficient in itself to 
create one. 

5.2.2. The parliamentary stage 

One may think of the parliamentary stage as a bargaining 
process between the government and the parliament. Parlia
ment's role is to scrutinize and amend the budget proposal, 
and to pass or to reject it. While government sets the agenda 
for the parliamentary debate, its proposal will anticipate 
parliament's reaction to it. 

We can think of the members of parliament in terms of the 
same conflicts of interest as those characterized for the 
members of the government. As representatives of local or 
other constituencies members of parliament are subject to 
the same conflict between the collective interest in social 
efficiency of public expenditures and the individual interest 
in maximizing the net benefits for particular constituencies. 
We recognize that in European parliaments, in contrast to the 
US Congress, this conflict is mitigated, to some extent, by 

1 See for example OECD (1987), p. 21. 
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party discipline. European parties, as organizations en
compassing groups of constituencies (Olson, 1965), are 
likely to give larger weight to the general interest — as 
opposed to particular constituencies — in party decisions 
than individual members of parliament would do in the 
absence of party discipline. However, it is unlikely that party 
discipline eliminates fiscal illusion completely. Finally, with 
the uncertainty arising from limited appointments and the 
need to face relections, members of parliament are likely to 
discount the future relatively heavily. 

Again, the prevalence of fiscal illusion and deficit bias can 
be influenced by institutional design at this stage. Here, the 
important institutional regulations regard the balance of 
power between government and parliament and between the 
two houses of parliament if they exist The relationship 
between government and parliament is characterized, first, 
by the scope of amendments. Obviously, the less limited 
amendments are, the more the governments position at this 
stage is reduced to one merely presenting the first proposal for 
the budget, which can be modified freely by the parliament 
Regardless of the design of the government stage, therefore, 
unlimited amendment power favours fiscal illusion and 
deficit bias. 

The second dimension ofthe relationship between parliament 
and government concerns the political implications of re
jecting the budget proposed by the government. The strategic 
effect of the possibility to reject the budget proposal is 
twofold. On the one hand, the more likely a rejection leads 
to the demise of the government, the more it is in the 
government's interest to propose a budget that can be 
expected to find a solid majority in parliament. This tends to 
weaken the position of the government in the process. On the 
other hand, members of the parties supporting the govern
ment in parliament will refrain from proposing changes to 
the budget proposal if doing so may entail the fall of the 
government, unless the changes are regarded of utmost 
importance. This second effect tends to strengthen the 
government's position in the process. While the combined 
effect is ambiguous, we assume that the latter effect prevails. 
In the most favourable case for the government, the govern
ment can decide for itself whether or not to declare a vote of 
confidence. This allows the government to exert considerable 
pressure on the parliament in connection with particularly 
contended elements of its proposal. 

A third dimension of this relationship is the voting procedure. 
Voting procedures within parliament can be characterized by 
the order and scope of the votes. As within government, they 
determine the extent to which reciprocity and universalism 
can prevail. Where parliament debates and then votes on the 
budget in its entirety in one step, there is much room for 
striking deals across individual parts of the budget, i.e. for 
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reaching compromises between various interested parties 
which are likely to raise the overall size of the budget. 
Alternatively, if parliament is constraint to discuss and vote 
on the budget item by item, possibly followed by a general 
vote on the budget as a whole, the scope for such compro
mises is more limited. 

Finally, the government's position in the bargaining process 
with parliament may be strengthened by a requirement that it 
approves the budget as passed by the parliament. This would 
amount effectively to a veto power vis-a-vis the parliament, 
allowing government to reject what it might consider spend
ing or deficit excesses. As with all veto rights, the fact that 
the veto unravels the government's initial proposal and 
creates the need to present a new proposal within the 
given time limit implies that the veto does not enable the 
government to dictate the budget to parliament. 

In bicameral systems, the relationship between the upper and 
the lower houses of parliament adds another dimension. 
Where an upper house exists, the constitutional principle is 
commonly that the members of the upper house are elected 
either by regional constituencies to give small regions larger 
weight in political decisions, or in ways to represent certain 
groups or parties in society. One may suspect, therefore, that 
fiscal illusion is even stronger among the members of the 
upper house, particularly so when the first principle applies. 
Under such circumstances, efficient conflict resolution would 
be promoted by limiting the influence of the upper house on 
the budget. 

5.2.3. The implementation stage 

The third stage of the budget procedure contains the ex
ecution of the budget law under the control of government. 
During the execution, new demands for spending or reduced 
taxation occur in response to unforeseen economic events, as 
well as discrepancies between planned and actual revenues 
and expenditures. As in the drafting process, one may argue 
that, for their political interests, spending ministers are more 
likely to give in to demands for increased spending and more 
prone to over-rarming the limits set by the budget law than 
the prime minister or the finance minister. 

Two conflicting forces become important: the degree to 
which the budget law binds government's actions during the 
fiscal year, and the degree of flexibility to respond to 
unforeseen events. How binding the budget law is for the 
government depends on the possibility to propose supplemen
tary budgets during the fiscal year, on the relative importance 
of open-ended appropriations in the budget, such as social 
security or unemployment compensation commitments, and 
on the power of the finance minister to impose spending 

limits on ministries that exceed their budget norms. The 
degree of flexibility in the execution of the budget depends 
on the possibility to transfer expenditures between budget 
titles, the existence of a budget reserve, and the possibility to 
carry unused funds forward. 

The quality of the budget eventually passed through parlia
ment obviously depends on the combination of the insti
tutions of the budget process at the government stage and at 
the parliamentary stage. If institutions conducive to good 
budgeting at the first stage are combined with poor insti
tutions at the second stage, the government's budget proposal 
may be subject to modifications in the latter stage reintrodu
cing fiscal illusion and deficit bias. Similarly, giving the 
government a strong position relative to parliament will 
not be conducive to high-quality budgeting unless stage 1 
institutions are such that the government comes up with a 
good proposal. Finally, the anticipation that budgets can and 
will be revised during the fiscal year strongly reduces 
the incentive to make hard choices and solve political 
controversies during the budget process. Thus, successful 
institutional reform of the budget process must consider all 
three stages of the procedure together. 

5.3. Empirical evidence 

The theory outlined above predicts that the structure of 
interests among the ministers of government and among 
members of parliament are conducive to excessive spending 
and excessive deficits and debt, and that these tendencies can 
be limited by appropriate design of the decision processes. 
Where patterns of interaction and voting promote the collec
tive interest in efficiency and increase long-term orientation 
of budgeting decisions, one should find, ceteris paribus, 
more limited budgets and deficits than elsewhere. 

There are two main ways to confront this theory with 
empirical evidence. One is to use statistical comparisons of 
the fiscal performance over time of countries with different 
institutional arrangements. The other is to look at individual 
cases and study the effect of institutional changes on fiscal 
performance. In this section, we review evidence from both 
approaches to check our theoretical considerations. 

53.1. Statistical evidence for the European Union 

Graphs 1 to 3 give an impression of the fiscal performance 
of the 12 EU Member States over the past decades. This data 
is based on European Commission statistics and is, therefore, 
based on internationally consistent definitions of fiscal and 
economic aggregates. The first graph depicts the growth of 
general government expenditures relative to gross domestic 
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product (GDP). Throughout the 1960s, there was remarkable 
similarity among the six EC Members and Ireland, Denmark 
and the UK. Expenditure ratios to GDP first rose generally 
and then declined during this decade and remained within a 
range of 10% from each other. The 1970s brought two 
important changes: a faster rise of expenditures relative to 
GDP in most countries — the exceptions being France, and, 
after initial surges, the United Kingdom and Germany — and 
an increase in the variance of these ratios across the EC 
members. Expenditure ratios generally peaked in the early 
1980s, followed by moderate declines in Germany, France, 
and the UK and more significant reductions in Denmark, 
Belgium, Luxembourg, Ireland, and the Netherlands. Only 
Greece, Spain, and Italy maintained positively-trending ex
penditure ratios throughout the decade. 

Graph 2 shows the development of net government lending, 
i.e., total revenues less expenditures, throughout the same 
period. Once again, during the 1960s we find a striking 
similarity among the European countries, which disappeared 
in the 1970s. After 1975, Italy, Belgium and Ireland had the 
most rapidly deteriorating budgets. Belgium and Ireland 
showed some improvement in the mid- and late 1980s, but 
still retained some of the largest relative deficits in the group. 
Denmark and Luxembourg are most noteworthy for the wide 
swings in their net lending ratios during this period. In 
contrast, France, Germany and the U.K. enjoyed steady 
developments and moderate deficits. With the exception of 
Italy, Greece and Belgium, the EC countries achieved a 
greater degree of convergence of net lending ratios again 
towards the end of the 1980s. 

Graph 3 looks at the ratios of gross public debt to GDP from 
1971 to 1990. At the beginning of the 1970s, a relatively 
high-debt group including Italy, Belgium, the Netherlands, 
Ireland, and the UK and a relatively low-debt group includ
ing the remaining countries can be distinguished. By the end 
of the 1980s, three groups are discernable: Luxembourg, 
France, Spain, the UK and Germany, with debt to GDP ratios 
of no more than 40 %; Denmark, the Netherlands, Portugal 
and Greece, whose ratios are between 60 and 80 %; and 
Belgium, Ireland, and Italy, whose ratios are above 80 %. 

In addition, the debt dynamics vary significantly among 
the 12 countries. The UK and Luxembourg consistently 
experienced falling debt ratios throughout the period, and the 
French ratio was virtually flat. All other countries experi
enced growing debt ratios following the second oil-price 
shock of 1979. Only Ireland and Denmark had significantly 
rising debt ratios already earlier in the 1970s. Only these two 
countries managed to reduce their debt ratios significantly 
during the 1980s, while other countries merely succeeded in 
preventing further increases. 

Judging the effectiveness of institutions on the basis of 
cross-country comparisons of fiscal performance is compli
cated by the possibility that international differences in 
fiscal performance may be the result not only of different 
institutions but also of different preferences of national 
electorates and different economic and political shocks 
affecting these countries. Two observations suggest that this 
difficulty is not prohibitive for using our data set for 
institutional comparison. On the one hand, fiscal performance 
was much more homogeneous in the EC during the 1960s 
than thereafter. During the 1960s, all countries considered 
here were jointly subject to the constraints of the Bretton-
Woods exchange-rate system, which enforced a fairly high 
degree of short-run coordination of monetary and fiscal 
policies and placed national policies under the supervision of 
the International Monetary Fund. It is plausible to argue that 
the presence of such common external constraints reduced 
the importance of differences in budgeting institutions, while 
at the same time differences in performance during that 
period reflect lasting differences in preferences and attitudes 
towards fiscal policies. The relatively large degree of hom
ogeneity of fiscal performance among the EC States during 
that period then suggests that preferences regarding the main 
fiscal variables are not too different. 

On the other hand, statistical analysis (von Hagen, 1992) 
suggests that the differences in fiscal performance arising in 
the 1970s and 1980s are more adequately interpreted as 
different responses to a small set of common shocks hitting 
all European economies than as similar responses to country-
specific shocks. Thus, a large portion of the observed 
differences in fiscal performance may be attributed to 
different institutions governing fiscal policy decisions. 

Our theoretical considerations suggest two main dimensions 
in which budgeting institutions are important determinants 
of fiscal performance. The first dimension relates to the 
problem of fiscal illusion. As argued above, fiscal illusion 
can be mitigated by institutions either by giving a large 
strategic weight to a binding numerical target proposed by 
the prime minister or the finance minister, or by making the 
finance minister the strategic director of the budget process. 
The second dimension relates to the deficit bias. Here, the 
theoretical position is that the deficit bias can be reduced by 
institutions embedding budgeting decisions into a multian
nual framework. 

To trace out these dimensions, we consider five important 
groups of characteristics of the 12 budget processes outlined 
in Section 4, namely the structure of negotiations within 
government, the structure of the parliamentary process, the 
informativeness of the budget draft, the flexibility of the 
budget execution, and the existence and forcefulness of a 
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GRAPH 3: Gross public debt as a percentage of GDP, 197290 
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GRAPH 4: National budget characteristics 
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longterm planning framework. With regard to fiscal illusion, 
we formulate the structural hypothesis which says: 

the following features of a budget process should reduce the 
importance of fiscal illusion: A strong position of the prime 
minister or finance minister in government and government 
negotiations evolving under a binding general constraint on 
the size of the budget imposed early on in the process; a 
parliamentary process with strong limits on amendments, 
votes proceeding itembyitem on expenditures and a global 
vote on the total size of the budget preceding the parliamen
tary debate; a large degree of transparency of the budget; and 
an execution process with limited flexibility and a strong 
position of the finance minister visavis the spending minis
ters. 

With regard to deficit bias, in contrast, we propose the 
longterm planning constraint hypothesis, which holds: 

that the existence of a multiannual fiscal programme regarded 
as a strong political commitment and embedded in a consist
ent economic forecasting framework, a high degree of 
informativeness of the budget facilitating its monitoring, 
limited amendment power of parliament and limited flexi
bility in the budget execution, should all lead to a better 
connection of present and future costs and benefits in today's 
decisions and, therefore, reduce deficit bias. 

Table 8 

Average fiscal performance 

Indicator 

(%) 
Structural hypothesis Longterm 

hypothesis 
Constraint 

Expenditure 

ratio 198185 

Expenditure 

ratio 198690 

Deficit ratio 

198185 

Deficit ratio 

198690 

Debt ratio 

198185 

Debt ratio 

198690 

3 highest 

ranked 

48,0 

45,5 

2,7 

1,2 

42,5 

43,2 

3 lowest 

ranked 

49,7 

51,6 

10,7 

11,2 

74,6 

100,1 

3 highest 

ranked 

51,2 

48,3 

3,7 

25 

53,0 

56,8 

3 lowest 

ranked 

48,3 

48,9 

103 

9,5 

694 

92,0 

Source: von Hagen (1992). 

350 



National budget processes and fiscal performance 

Appendix Β explains how a set of indexes can be derived 
to construct numerical representations of the institutional 
characteristics and facilitate cross-country statistical com
parison. Table 8 uses these indexes to characterize the 
average performance of the three highest and the three lowest 
ranked countries for each dimension. A casual look at this 
evidence suggests that institutional differences are important. 
Countries which rank high under the structural hypothesis 
tend to have lower expenditure ratios, lower deficit ratios 
and lower debt ratios than countries which rank low under 
this hypothesis. 

In contrast, countries which rank high under the long-term 
constraint hypothesis do not have smaller expenditure ratios 
than those ranking low. However, they do have lower deficit 
and lower debt ratios. 

The statistical analysis reviewed in this appendix looks at 
cross-country differences in expenditure ratios, deficit ratios 
and debt ratios in more detail and with more refined statistical 
tools. We can summarize the results as follows. With regard 
to the structural hypothesis, the evidence strongly supports 
our theory. Institutional characteristics strengthening the 
position of the prime minister or the finance minister in 
financial matters relative to the spending ministers, or 
strengthening the enforcement of a budget target, strengthen
ing the position of the government relative to parliament in 
financial matters, and limiting flexibility in the execution 
stage ofthe budget are strongly conducive to fiscal discipline 
as measured by reduced expenditure, deficit and debt ratios. 
However, there is only weak evidence in favour of the 
long-term constraint hypothesis. Institutions embedding the 
budget process into a multiperiod planning framework seem 
to improve fiscal discipline somewhat, but to a rather 
limited extent. 

Next, we relate the institutional characteristics of the budget 
processes to a criterion of fiscal performance that depends 
less on public preferences with regard to the optimal size of 
the public sector. This criterion is sustainability. Sustaina
bility of public finances expresses the government's intertem
poral budget constraint. This is the requirement that, over 
long time periods, the government's revenues from taxes 
must equal its expenditures in a present value sense. A 
government violating this constraint is regarded by its debtors 
as unable to honour its financial liabilities in the long run 
without defaulting on its debt or inflating away its real value. 
Such a government will face restricted access to the capital 
markets to finance its current deficits. 

While sustainability is, in theory, a concept relating expected 
tax revenues and expenditures over an infinite horizon, it can 
be made a useful concept to check the consistency of 
actual revenues and spending over a limited time horizon. 

Sustainability then translates into the requirement that the 
real present value of government debt at the end of a given 
time horizon has not grown faster than real GDP. If this is 
the case, revenues and expenditures over the time horizon 
considered are consistent with maintaining a constant ratio 
of government debt to GDP. Otherwise, the debt ratio is 
growing and the government's fiscal stance needs adjustment 
to prevent that ratio from growing indefinitely. 

The empirical evidence concerning sustainability is presented 
in Appendix B3. The statistical analysis asks, whether or not 
budgeting institutions of the types considered under our two 
hypotheses are instrumental to achieve sustainability. This 
analysis is based on measures of sustainability derived for 
the 1970s and 1980s. The results strongly corroborate our 
theory and do so for both hypotheses. Countries which rank 
high under the structural hypothesis perform well in terms 
of sustainability, while countries ranking low under this 
hypothesis violate sustainability during this period. Similarly, 
countries ranking high under the long-term constraint hypoth
esis also perform well with regard to sustainability, while 
countries ranking low under this hypothesis fare badly. Thus, 
one may conclude that appropriate budgeting institutions 
help maintain consistency of spending and revenues over 
long time periods, sparing countries the need to undergo 
painful adjustments of their fiscal stance or inflationary bouts 
to eliminate the excess debt. 

A further criterion of fiscal performance considered in this 
appendix is the importance of open-ended expenditures in 
the budget. The concept of open-ended expenditure and 
its implications for the budget process were discussed in 
Section 3.3. The empirical work evaluates the link between 
sustainability and the importance of open-ended expenditures 
on the one hand, and between budgeting institutions and 
open-ended expenditures on the other hand. The results show 
that countries with relatively low shares of open-ended 
expenditures in their budgets managed better to maintain 
sustainability. This indicates that the non-decisions involved 
in open-ended expenditures are an important factor causing 
inconsistency of revenue and spending policies over time. 

Furthermore, the results indicate that countries ranking high 
under the structural hypothesis and countries ranking high 
under the long-term constraint hypothesis tend to have 
less open-ended expenditures in their budgets. Thus, the 
containment of open-ended expenditures can be regarded an 
important element of a budget process conducive to effective 
conflict resolution. 

53.2. Budgeting in Denmark, Spain and the UK: 
Three case studies 

The countries selected for case studies were Denmark, Spain 
and the United Kingdom. Within the EU, Denmark is a 
relatively small State (with a population of just over 
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5 million) while the UK is one of the larger States (57 
million). Spain has a population of 35 million and so is best 
regarded as a small 'large' State. 

Denmark now has the highest public expenditure to GDP 
ratio in the Union. Spain's public expenditure ratio is below 
the average, whilst the UK has the lowest ratio in the Union. 
Both Denmark and Spain experienced periods of fast growth 
in the spending ratio from the mid-1970s to mid-1980s, while 
the UK's ratio has remained relatively stable from the 
mid-1970s, following rapid growth in the 1960s and early 
1970s. Similarly, Denmark and Spain both experienced a fast 
increase in their debt-to-GDP ratios (Denmark in 1976-84; 
Spain in 1980-85), but then achieved greater stability (Den
mark at around 60%, Spain at 45%). The UK's debt-to-GDP 
ratio declined from 80% in 1971 to roughly 40% by the end 
ofthe 1980s. 

During the 1980s, both the UK and Denmark had explicit 
objectives for the control of public expenditure. In the 
UK the precise objective changed a number of times as 
government re-evaluated its aims in the light of changing 
political and economic circumstances. A central government 
deficit target of zero was announced in the late 1980s but 
this was simply a reflection of the then state of the public 
finances rather than a policy commitment for the future. 
Denmark adopted a medium-term objective of zero real 
growth in public expenditure at the beginning of the 80s. 
Elimination of the central government deficit was adopted as 
a further objective in 1984. 

A significant feature of the Danish budget process since 1982 
is the commitment to a numerical target that is formulated as 
part of a multi-year expenditure plan. This is expressed in 
year t price and pay levels. The plan is rolled forward each 
year with adjustment for anticipated inflation. The full 
Cabinet (to which all ministers belong) decides an annual 
expenditure target for central government and the allocation 
of the total to spending ministries. The procedure is 'top-
down'. Cabinet first decides the total level of central 
government expenditure and then, following bilateral nego
tiations between the Ministry of Finance and ministries, the 
individual expenditure ceilings are decided. Matters that 
cannot be settled in the bilaterals go to the five-member 
Cabinet Economic Committee. This committee has a majority 
of non-spending ministers, in contrast to its predecessor, the 
Expenditure Committee, that consisted of the Minister of 
Finance and six of the major spending ministers. Issues 
which this committee cannot resolve go to the six-member 
Cabinet Coordination Committee, consisting of the Prime 
Minister and the Minister of Finance and members from 
other parties in the governing coalition. 

Graphs 2 and 3 speak clearly for the significance and success 
of this institutional reform of the budget process. It marked 

the turning point in the development of government deficits 
which had been rising since 1973. From 1982 onwards, 
deficits improved remarkably, leading to near budget balance 
in the second half of the 1980s. Graph 3 demonstrates that 
the debt ratio was stopped from rising further at the same 
time and declined after 1984. 

A further significant feature of the Danish system is that 
there are no limits on parliamentary amendment of the 
government's budget proposals. The relatively pure form of 
proportional representation in the Danish electoral system 
tends to produce minority governments, so that in the 
legislative stage of the budget process, additional bargaining 
and compromise are often necessary. Theory suggests this 
should lead to high expenditures and to high deficits, since it 
is easier to build coalitions for particular items of spending 
than for general increases in taxation. Again, however, this 
tendency appears to have been effectively restrained by the 
development of a majority commitment to the explicit norms 
since the early 1980s. 

In Spain, rapid growth of the public sector and of public 
expenditure was regarded in the 1970s and 1980s as a 
legitimate aspect of the country's successful transition to 
democracy, probably also itself contributing much to the 
success. This, together with rapid economic growth, encour
aged a tendency not to regard as final the decisions reached 
through the budget process. In particular, spending units 
were permitted large supplementary credits during the year 
and also allowed to carry forward a substantial level of 
unused credits to the next budget year. In consequence, 
spending units were insulated from the budget process itself, 
which was thus not an effective forum for conflict resolution. 

Beginning in 1986, an attempt has been made to establish the 
budget process as an effective decision-making mechanism. 
This has been done through establishing committees on 
which the major spending units are represented as key 
players in the planning phase. However, the focus of these 
committees in the 1980s was on the use of the budget as an 
administrative and planning mechanism through PPB, rather 
than as a process to address the conflicts underlying public 
finance issues. This focus is emphasized by the fact that, in 
contrast to Denmark and the UK there is no generally 
accepted political mechanism to produce binding decisions 
on conflicts in the bilateral negotiation processes that precede 
the Cabinet's approval of the draft budget law. 

In the UK the Prime Minister has very wide constitutional 
powers. The Prime Minister selects ministers and decides 
which of them are to be in the Cabinet. The structure, 
functions and membership of Cabinet committees are simi
larly decided. The only constraints on these choices are 
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political. The Cabinet usually contains a number of ministers 
without departmental responsibilities, i.e., without portfolio. 

Although there is no formal ranking of Cabinet roles, that of 
Chancellor of the Exchequer has long been regarded as 
second in power and influence only to the Prime Minister. 
The core business of the Treasury is to use the system of 
'Treasury control' — its very broad legal and constitutional 
authority over spending by government departments — for 
the purposes of overall expenditure control. 

During the 1980s, the full Cabinet determined the brief to be 
given to the Treasury in bilateral negotiations with spending 
ministers. An innovation of the early 1980s was the Star 
Chamber, a Cabinet committee composed of ministers with
out portfolio to determine issues unresolved in the bilaterals. 
This was an attempt to structure the decision-making pro
cedure so as to mobilize the government's collective political 
will for expenditure control against the tendency of Cabinet 
to function as an assembly of individual ministers, most of 
whom have spending programmes to protect, and in which 
the Treasury represents only one departmental interest among 
others. The Star Chamber was thus intended to strengthen 
the Treasury's hand by making it more likely that the 
claims of overall spending restraint would defeat claims for 
extra spending. 

The Star Chamber fell into disuse towards the end of the 
1980s. Graph 1 indicates that during the time when it was 
active, the ratio of government expenditures to GDP fell 
steadily and significantly. Detailed analysis by the Treasury 
shows that real public expenditure grew by only 0,6% per 
annum in the period after the Star Chamber came into 
operation, compared with 2,3% in the immediately preceding 
period. The Star Chamber was last used in 1987, in planning 
expenditure for 1988-89. In the period beginning with the 
subsequent year, 1989-90, expenditure rose by an average of 
3,1% per year. Thus, there is evidence suggesting that the 
institutional strengthening of the Treasury's strategic position 
in the budget process and its reversal after 1987 had some 
impact on British fiscal performance. This is clearly also the 
view of the British Government itself, since its response to 
the emergence of a large budget deficit in the early 1990s 
was to create a new Cabinet committee (known less pictur
esquely as EDX) to perform a similar function to that of the 
former Star Chamber. 

In contrast to Denmark, both Spain and the UK restrict 
amendments during the parliamentary stage of the budget 
process. In Spain, government agreement is required for 
amendments to increase spending or reduce revenues. In 
practice, however, this provision is used not only negatively, 
to restrict non-govemment amendments, but also positively. 
Government amendments to the draft budget law are pro

posed both to take account of changes in macroeconomic 
forecasts, and to accommodate the results of political bar
gaining process. This tends further to weaken commitment 
at the government stage of the budget process. In the UK 
only government may propose measures to increase spending 
or raise taxes. Non-government amendments reducing taxes 
or spending are permissible, though a government defeat on 
an individual taxation measure would be regarded as a 
serious political blow. In contrast to the position in Spain, 
the parliamentary stage is not used by government to amend 
its original proposals, reflecting the Treasury's commitment 
to the outcomes of the government stage of the budget pro
cess. 

5.4. Conclusions 

Empirical evidence clearly supports the notion that insti
tutions in the budget process are important determinants of 
fiscal performance. Institutional design of the budget process 
can help contain fiscal illusion and deficit bias, i.e., avoid 
excessive levels of government spending and excessive debts 
and deficits. 

Our theoretical considerations lead to the conjecture that 
there are two types of commitment technologies to achieve 
effective conflict resolution in budgeting, namely firm com
mitment to numerical budget targets adopted early in the 
budget process and commitment to a procedure that gives 
special authority to participants in the budget process rep
resenting the collective interest in efficiency of public 
finances. Our statistical analysis did not distinguish between 
these two for lack of a sufficiently large database. The case 
studies pointed to successful examples of both approaches. 
Denmark can be regarded as an example of a government 
adopting a long-term constraint by means of a numerical 
target, while the UK stands out as an example of a country 
committing to a procedure giving the finance minister (the 
Treasury) a firm position of strategic dominance. 

A closer look at the EU Member States reveals that the 
choice between commitment to a numerical target and 
commitment to an appropriate procedure is not a random 
one. A remarkable pattern appears: All governments of 
relatively large EU States that were relatively successful in 
maintaining fiscal discipline and sustainability during the 
period under consideration used a procedural commitment 
technology rather than a numerical target. This applies to the 
UK France, and Germany. All governments of relatively 
small EU States with relatively successful fiscal performance 
during this period committed to a numerical target rather 
than a procedure. This applies to Denmark and Luxembourg. 
The Netherlands, a medium-sized State, appears to have a 
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mixture of commitment to a procedure giving the finance 
minister relatively strong weight and, at the same time, 
commits to numerical targets in a multiannual fiscal pro
gramme that is part of the coalition agreement. 

Outside Europe, the experience with deficit control in the US 
of the 1980s and early 1990s is also consistent with this 
pattern. In the mid-1980s, the Gramm-Rudman-Hollings Act 
(GRH) laid down numerical targets for the federal budget 
deficit, but failed to achieve its purpose. The subsequent 
Budget Enforcement Act (BEA) passed under the Bush 
administration enjoyed greater success. Unlike the GRH, 
BEA reformed congressional procedures of budgeting to 
protect decisions reached at the budget summit between the 
President and Congress against subsequent modification. The 
US seems to have adopted a procedure-oriented approach to 
commitment to fiscal discipline. 

Thus, there seems to be a systematic link between the size of 
an economy and the most adequate commitment technology. 
We can only speculate here about why this may be the 
case. One plausible explanation is that size correlates with 
complexity of administrations. If so, numerical targets may 
be impractical for large countries for two reasons. First, the 
greater the degree of complexity, the more opportunities exist 
for individual players in the budget process to circumvent 
numerical targets through administrative gimmicks. Second, 
greater complexity may require greater flexibility and discre
tion within the administration to react to unforeseen events, 
and these may be incompatible with numerical targets. In a 
more complex organization, creating a strong player con
stantly negotiating with and monitoring the other participants 
may, therefore, be a more efficient tool to assure the 
enforcement of efficient fiscal decisions than a numerical 
target. 

Furthermore, size may also correlate with heterogeneity of 
interests among the decision makers. Katzenstein (1984), for 
example, argues that small populations and their adminis
trations find it easier to agree on national priorities. If this is 
so, governments of small States may find it easier to express 
such priorities in numerical terms and stick to them, while 
for governments of large States a more flexible procedure is 
required to forge and maintain compromise among conflict
ing interests. 

The suggested correlation between size and appropriate 
commitment technologies carries relevance for the budget 
process of the EU, if the latter should at some point become 
a fiscal union. At present, two mechanisms limit the Union's 
budget. A numerical target exists in the form of a long-term 
financial perspective agreed by the European Council.1 In 
addition, there is a strong procedural constraint. The system 
for determining the Union's revenues (own resources) is laid 
down by the Council in a decision which must be unanimous 
and which must be subsequently adopted by all Member 
States in accordance with their respective constitutional 
requirements. 

If fiscal union took place, this second constraint would likely 
be eliminated as the Union would gain authority over its own 
budget. Since a fiscal union would create a relatively large 
fiscal administration, it would then be desirable to create new 
procedural constraints conforming to our recommendations 
below to protect the stability and soundness of EU public fin
ances. 

1 The present long-term financial perspective, agreed at the Edinburgh 
Summit in late 1992, covers the period 1993-99. It provides for 
Community spending to reach a maximum of 1,27% of EU GNP by the 
end of the period. 
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6. Budget processes and other purposes 
of budgeting 

We now turn to the relation between the political economy 
purpose of the budget as a tool for effective conflict 
resolution and the administrative and macroeconomic stabil
izer-functions of the budget. In Section 2.3., we pointed out 
that these functions involve some complementarities and 
some possible contradictions. 

In Appendix B5, we consider the relationship between the 
politico-economic function of the budget process and the use 
of the general government budget as a macroeconomic 
stabilizer. If budgets are used to counteract cyclical fluctu
ations in GDP, one would expect both deficits and the change 
in government expenditures to correlate negatively with GDP 
growth. Table B8 shows that this is, indeed, the case on 
average across the EU states. Note that this negative corre
lation may be attributed both to the use of automatic 
stabilizers in the budget, such as unemployment benefits 
or progressive income tax schedules, and discretionary, 
counter-cyclical fiscal policies. 

In order to evaluate the link between the politico-economic 
function of the budget and the stabilizing function, we 
construct tests of the hypothesis that those countries that 
rank high under the structural or the long-term-constraint 
hypotheses exhibit a systematically weaker stabilizing func
tion of the budget. This can be assessed empirically by 
testing the hypothesis that the correlation between the budget 
deficit or the change in government expenditures with GDP 
growth is systematically weaker for countries ranking high 
under either one of these hypotheses. The empirical results 
in Appendix B5 show that the empirical evidence do not 
support that view. 

In Appendix B6, we look at the relation between the 
characteristics of a budget process in terms of its politico-
economic functions and the quality of information conveyed 

by the budget data. As explained in Section 1.3, one may 
suspect that a budget process evolving under a firm long-term 
constraint or under the strategic dominance of a finance 
minister or a broad budget target might be too inflexible to 
take into account all incoming information and, therefore, it 
might perform poorly as a forecasting tool and a control in
strument. 

In this appendix, we construct two forecast errors to test that 
hypothesis. The first one focuses on the ex ante prediction 
value of the budget data, taking the difference between the 
budget data as shown at the end of the parliamentary stage 
and the actual out-turns. The second one focuses on the ex 
post prediction value of the budget data by looking at the 
difference between the budget data at the end of the fiscal 
year and the actual out-turns. We propose that the former 
relates more closely to the forecasting function of the budget 
and the latter more closely to its control function, both 
being important parts of the administrative functions of the 
government budget. 

The results of Tables BIO and Bl l clearly reject the notion 
that good characteristics from the politico-economic point of 
view correlate with poor characteristics from the administrat
ive point of view. The results suggest, instead, that the 
forecasting and control qualities of budget data in countries 
ranking high under the structural hypothesis and countries 
ranking high under the long-term constraint hypothesis are 
higher than the forecasting and control qualities of budget 
data in countries with low ranks under these hypotheses. 

The important conclusion from these findings is that, for 
the EU States, that the complementarities between the 
administrative functions and the politico-economic functions 
of the budget dominate possible conflicts. From that perspec
tive, as from the point of view of macroeconomic stabiliza
tion, there is no reason to expect that reforms of the budget 
process to improve the quality of conflict resolution and 
achieve a better degree of fiscal discipline would diminish 
the quality of fiscal policies in Europe. 
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7. Recommendations 

The analysis of the preceding chapters leads to a concept of 
good properties of a budget process. We present our views 
of how this concept can be implemented in practice in a 
set of recommendations for institutional reform. These 
recommendations can serve as a basis for implementing the 
commitment the Member governments have undertaken in 
the Maastricht Treaty to adopt procedures conducive to 
fiscal discipline. 

To prevent excessive deficits, it is necessary to avoid 
constitutional inefficiencies. This leads to the first rec
ommendation: 

Recommendation 1. Conflicts over resources should be 
resolved through the budget process. The budget process 
should be neither bypassed, nor reduced to a mere record of 
prior commitments. Conflicting claims and decisions be
tween them should be clearly identified and made. 

To give effect to this recommendation, debudgetization and 
mandatory spending must be eliminated. A clear separation 
of those laws creating the legal foundations for a specific 
public activity and the financial laws assigning funds to 
pre-established ends is a sine qua non to avoid constitutional 
inefficiency. Where spending is open-ended for reasons of 
equity or administrative flexibility, the budget process should 
clearly distinguish elements of the spending which are 
predictable and controllable from those which are not. 
Decisions about the former, including, for example, decisions 
about rates of benefit and conditions of eligibility for 
entitlement programmes, should be retained within the 
budget process. 

Furthermore, the budget process must include mechanisms 
for re-evaluation of the purposes and achievements of 
established spending programmes and for weighing their 
claims against the other conflicting interests in public finance. 
Finally, the method used for calculating baselines should 
avoid prior commitment to the way in which the effects of 
unanticipated changes in pay and price levels will be 
dealt with. 

The analysis of budgeting in this study has concentrated on 
two important sources of inefficiencies in decisions over 
public finances, fiscal illusion and deficit bias. Though 
different in nature, both lead to the same consequence, 
namely that government borrowing is too large. Even where 
the division of tax liabilities between the present and the 
future is efficient for a given size of the public sector — i.e., 
where there is no deficit bias — borrowing is excessive when 
the budget, and, hence, the part of it financed by future 

taxpayers, is too large due to fiscal illusion. Similarly, even 
where there is no fiscal illusion and the size of the public 
sector is efficient, borrowing is excessive when future tax 
liabilities are discounted too heavily by current decision
makers. This suggests that the government budget deficit is 
the most critical control parameter to achieve efficiency in the 
budget process. This leads us to our second recommendation: 

Recommendation 2. The budget process should be struc
tured so as to ensure that there is clear accountability for the 
annual budget deficit. 

To ensure the constitutional efficiency of public borrowing, 
there should be an annual decision on the maximum permiss
ible change in the total stock of public debt in the next budget 
year. This will be referred to, for convenience, as the debt 
change limit (DCL). The DCL would be announced at the 
start of the planning stage of the budget process. It would be 
determined by the national debt board (NDB).1 This is our 
third recommendation: 

Recommendation 3. In each country, a national debt board 
should be established as an institution independent from 
government but with democratic accountability. The national 
debt board announces each year at the beginning of the 
budget process the debt change limit the government can 
maximally foresee in the budget and the parliament can 
maximally pass. 

The recent debate in Europe and elsewhere over indepen
dence of central banks reveals that independence is a delicate 
concept carrying very different connotations in different 
traditions of constitutional law. To avoid misunderstanding, 
we wish to spell out our interpretation of independence, 
first. According to this interpretation, 'independent' is best 
understood as 'separately accountable', where 'separately' 
means outside the normal policy process. Thus, independence 
implies neither non-accountability, nor the freedom to choose 
policy goals and instruments without constraint. On the 
contrary, the independent national debt board as designed 
below, like an independent central bank, will have a clear 
mandate to which it will be held accountable by the 
parliament, and a clear assignment of policy instruments. 
Within the confines of these constraints, however, indepen
dence means that the board will have the authority to reach 
its conclusions and use its policy instruments according to its 
best judgment and without interference from the government 
or other political bodies in the decision-making process. 

The NDB resembles in some ways the Belgian Conseil Supérieure des 
Finances, but with the important difference that the role of the latter is a 
purely advisory one. See the Special Law of 16 January 1989 concerning 
the financing of the communities and regions and the Royal Ordonnance 
of 20 June 1989. 
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Entrusting the determination of the DCL to an independent 
body serves to isolate this critical issue from the normal 
policy process, so that the DCL will not be subject to 
short-run political considerations. All decisions made within 
the latter must then be made conditional upon a given DCL 
and all decisions to overrule the national debt board gain 
considerable visibility which ensures that they will not be 
taken lightly. 

As pointed out above, neither economic theory nor empirical 
research yield uncontested criteria for what is an optimal 
level of public debt or an optimal government deficit. To 
avoid a second misunderstanding, the national debt board 
will solve this problem. The determination of what is a 
proper level of debt and what is an appropriate deficit 
under given economic and political circumstances, therefore, 
requires careful and informed judgment. As with other 
concerns of public interest surrounded by similar degrees of 
uncertainty, entrusting the determination of the DCL to an 
independent body reflects the hope that removing this 
decision from the normal political process will improve the 
quality ofthe decision.1 

7.1. The national debt board 

To implement our third recommendation, each country would 
establish, at the level of the central government and by 
simple law, a national debt institute (NDI). The NDI would 
be headed by a chairman and a vice-chairman in charge of 
the NDI's administration. The NDI would be the institutional 
home of the NDB. It would fall into two branches, the debt 
monitoring commission, and a small staff working for the 
NDB.2 The debt monitoring commission would watch over 
the development of the country's public debt, while the staff 
would provide the NDB with the information and material 
required for its task. 

The main characteristics of the NDB are laid out in Table 9. 
The NDB would consist of at least three and no more than 
seven members, all of them persons of recognized standing 
and professional expertise in matters of public finance or 
public audit. The chairman and the vice-chairman would 
hold full-time appointments at the NDI, while the other 
members might be appointed on a part-time basis, or receive 
expenses and a honorarium. 

Table 9 
The national debt board 

Other examples of this delegation principle include entrusting the 
administration of justice to independent judges, the administration of 
regulatory policies to independent regulatory agencies, and the decision 
over the inflation rate to an independent central bank. For a general 
discussion, see for example Ackerman (1991) and O'Flaherty (1990). 
Special regulations concerning the composition of the NDI and the NDB 
and the apportionment of the DCL between the central government and 
the State governments would be required for federal nations. 

Task To announce, annually, a debt change limit 
for the general government 

Mandate 1. To safeguard the soundness and stability of 
public finances. 

2. Without prejudice to the above, to support the 
general economic policies ofthe government. 

Independence 1. Institutional home in the national debt insti
tute. 

2. Non-renewable, staggered appointments for 
eight years or 1,5 times the election period of 
the central government, whichever is larger. 

3. Non-eligibility for appointments in govern
ment for five years after termination of ap
pointment. 

4. Not allowed to take instructions from govern
ment. Allowed to take advice from govern
ment only if such advice is made public. 

5. Full budgetary autonomy of the national 
debt institute. 

Composition Two full-time appointments and up to five 
additional part-time or full-time appointments 
for candidates that must have recognized expert
ise and good standing in matters of public fin
ances. 

Enforcement 1. By law prohibiting government to exceed the 
annual debt change limit. If actual borrowing 
exceeds the debt change limit, spending 
would be restricted for the rest of the year. 

2. By monitoring actual borrowing and the 
budget by the State audit institution and the 
debt monitoring commission at the national 
debt institute in collaboration. 

Accountability 1. By legal requirement to explain the derivation 
of the debt change limit. 

2. Parliament, upon recommendation by the 
government, can dismiss the members of the 
national debt board, however, dismissal does 
not revoke any debt change limit already an
nounced. 

Legal status National debt institute and national debt board 
created by simple law. 

Provision for 1. Government can override debt change limit 
emergencies following a declaration of war. 

2. The national debt board can change the 
debt change limit following a declaration of 
natural disaster. 
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The NDB's independence from government requires that its 
members be personally independent from politics and have 
no incentives to compromise the independence of their 
judgment. To ensure personal independence, persons cur
rently working for the executive branch of government or 
holding an elected or other political office would have to be 
disqualified for NDB appointments. For the same reason, 
NDB members should be prevented from accepting employ
ment for the executive branch of government for a suf
ficiently long period after their term. Members of the NDB 
would be appointed for one non-renewable term of eight 
years or 1,5 times the electoral period of the government, 
whichever is longer. Appointments would be staggered with 
one member retiring each year to minimize the force of 
partisanship in appointments. New appointments would be 
made by the government, from a list of names submitted by 
the NDB itself, and upon a hearing and approval by 
the parliament.1 

Salaries of NDB members, both with full-time and with 
part-time appointments would be determined by a formula, 
laid down by law, linking them to ministerial salaries. The 
NDI would have full budgetary autonomy. Its budget would 
be determined in the same way as that of the country's 
supreme audit institution. Alternatively, the NDI may be 
entrusted with the management of the central government's 
debt. In such a scenario, the NDI could charge a fee for its 
services as a basis for its own, autonomous budget. This 
scenario would have the additional advantage that the NDB 
would always be perfectly informed about the volume and 
composition of the public debt. 

The NDI law would contain two paragraphs laying down the 
responsibility and the mandate of the NDB. The first of these 
paragraphs would require that: 

the NDB shall have the mandate to safeguard the soundness 
and stability of public finances, while the second of the 
paragraphs would state that: 

without prejudice to its mandate as stated above, the NDB 
supports the general economic policies of the government. 

This would assure that achieving sustainable and sound 
public finances is the highest priority in deriving the annual 
DCL, but that, while this is achieved, the NDB cannot define 
an autonomous agenda of fiscal policy that would lack 
democratic legitimacy. Since, due to its independence, the 
NDB would be able to adopt a long-term perspective in its 
policy, annual DCLs could well take account of automatic 

Appropriate rules for the first appointments to the NDB would have to 
be defined, and would necessarily depend on the political culture of each 
Member State. 

stabilizers and discretionary macroeconomic stabilization in 
times of recessions. With its longer planning horizon, the 
NDB would be able to assure that cyclical swings in the 
deficit around its long-run stance cancel out over the 
business cycle. 

The NDB would be forbidden to accept instructions given by 
or on behalf of government, parliament, or any agency of 
government or parliament, or from any natural or legal 
person. The NDB would be entitled to receive information 
or advice from any person, but any information or advice 
given by or on behalf of government, a non-independent 
agency of government, or a political party would be required 
to be placed in a public record. 

The legislation establishing the NDB would provide that the 
DCL would be final. It could not be changed by parliament, 
by government, nor by the NDB itself. To this rule there 
would be only two exceptions: 

(i) Government could suspend the DCL if it declared war 
against another State; 

(ii) The NDB could revise the DCL if it determined that a 
natural disaster made it necessary to do so. 

The NDB's decision would have to be based on a view of 
the correct size ofthe public sector. While the pronouncement 
of the DCL might contain a recommendation of the total 
spending volume to be combined with the DCL, fixing the 
volume of total spending would not be the NDB's mandate. 
This decision would remain the authority and the responsi
bility of the government and the parliament. However, given 
the DCL, the fixing the volume of total spending implies 
immediately a decision over the total tax burden. Only where 
governments shy away from their responsibility for reaching 
a decision fixing the total volume of spending the NDB 
might gain influence in that regard. 

Governments could improve the process and ensure that the 
NDB's decisions were linked to democratic political choice 
by announcing, on their part, a multiannual target for the 
ratio of public expenditures to GDP. This target would be 
announced by a government upon coming into office. If the 
target would remain valid for the lifetime of the parliament 
and could be changed only under the same conditions as for 
the DCL, it would most likely become part of each political 
party's electoral platform. 

Enforcement of the DCL would be by two mechanisms. A 
rule would be required that no budget law, including laws 
providing supplementary appropriations, could be enacted in 
which the planned level of borrowing would cause the DCL 
to be exceeded. The debt monitoring commission at the NDI 
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would monitor compliance with the DCL in-year. If its 
projections showed that the DCL was likely to be exceeded, 
it would make a public report to that effect. The government 
would then be required within one month to propose to 
parliament measures to prevent breach of the DCL. If such 
measures were not proposed, or not enacted within a further 
month, spending for the remainder of the budget year would 
be restricted by an across-the-board spending limit imposed 
by the NDB. The finance minister or the national audit 
institution would be charged with enforcing this spending 
limit. To make this possible, the finance ministry or the audit 
institution would have to be empowered by law to use cash 
limits as an effective control mechanism of the spending 
agencies. 

In order to prevent the DCL being circumvented by account
ing gimmicks designed to achieve purely formal compliance, 
it would be necessary to give the State's supreme audit 
institution the duty of attesting to the accuracy ofthe reported 
figures for deficits and debt. This would in turn require the 
establishment of accepted accounting principles and of 
standards of good accounting and reporting practice for the 
preparation of government financial statements. This would 
also require close monitoring of the financial activities 
of government-owned financial institutions and off-budget 
entities, and that government guarantees be reported in the 
government budget. The debt monitoring commission and 
the State audit institution would work together, to assure 
that the effectiveness of the debt constraint would not be 
undermined by creative administrations. 

The NDB would be made democratically accountable in a 
number of ways. It would be required to publish a statement 
of reasons explaining and justifying its determination of the 
DCL for the forthcoming year. The NDB would also have to 
provide a retrospective commentary on its determination 
which would be submitted to parliament during the account
ability stage of the budget process for the relevant year. At 
this time, the members of the NDB would be dismissed 
if Parliament so resolved on the recommendation of the 
government. However, if the NDB were dismissed, any DCL 
already announced would remain in force and could not be 
altered, except under the conditions already specified. 

Moreover, since the basis for the NDB would provided be 
provided by a simple or a constitutional law, parliament 
would be able to overrule a DCL by passing, with appropriate 
majority, a law abolishing the NDB and the budget process 
it creates. This possibility will prevent the NDB from 
pursuing its own agenda with no democratic legitimation. 
However, such a parliamentary act would be very visible 
and call into question the government's and parliament's 
commitment to stable and sound public finances. The history 

of independent central banks suggests that parliament would 
not take such action lightly. 

The NDB's function bears a family resemblance to that of an 
independent central bank. However, its range of powers and 
responsibilities is much more narrowly circumscribed. An 
independent central bank has complete responsibility for 
determining and executing monetary policy. In contrast, the 
NDB has no such broad authority over public finance issues. 
It has no role to play in determining expenditure priorities, 
nor in the allocation of the tax burden to different sources of 
revenue. Unless government abdicates responsibility for the 
size of the public sector, the NDB is bound by government's 
stated policy on the question. Furthermore, the NDB does 
not have any continuing executive role. Once it has deter
mined the DCL at the beginning of the planning stage of the 
budget process, its decision-making function is complete, 
unless there is a supervening natural disaster. 

The budgetary norm created by the DCL and set by the NDB 
is different, in substance and function, from the budgetary 
norms included in the Maastricht Treaty (Art. 104c).1 Ac
cording to the latter, the European Commission will monitor. 
from the beginning of the second stage of EMU, the 
compliance with budgetary discipline on the basis of criteria 
which use two reference values: an annual budget deficit 
of more than three percent of GDP, and a government 
debt-to-GDP ratio of more than 60%. These reference values 
are not a definition of the term excessive deficit in the Treaty. 
Under the Treaty, their role is, first, to trigger the Excessive 
Deficit Procedure, and, second, to serve as one of several 
factors to be taken into account in determining whether or 
not a Member State has an excessive deficit. The Treaty 
leaves no doubt that the other factors to be used involve 
substantial judgment on the part of the Commission and 
the Council. 

In contrast to these reference values, the DCL would create a 
binding and unambiguous constraint on government bor
rowing. Any deficit exceeding the DCL would immediately 
trigger the enforcement actions outlined above. There would 
be no more room nor a need for judgment at this point. 

The substantive difference between the DCL and the refer
ence values of the Maastricht Treaty is in the definition of a 
deficit. The Treaty defines a deficit on an accruals basis. This 

On these issues, see also the Council Directive 89/130/EEC on the 
harmonization of the compilation of GNP at market prices, OJ L 49, 
21.2.1989, the Council Regulation 3605/93/EC on the applicaüon ofthe 
Protocol on the excessive deficit procedure annexed to the Treaty 
establishing the EC, OJ L 332, 31.12.1993, and Statistical Office of 
the EC, European System of Integrated Accounts, Luxembourg, 2nd 
edition 1980. 
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means that some items that the DCL incorporates, such as 
privatization proceeds and changes in the value of foreign 
debt are excluded. The constraint created by the DCL is, 
therefore, a more encompassing one. Furthermore, the Treaty 
makes reference to the level of debt. The DCL, in contrast, 
refers only to changes in the debt, although the actual 
level of public debt would be an important factor in the 
determination of what the annual DCL should be. 

The fact that the two do not coincide implies the possibility 
of a conflict between a budget process applying a DCL 
strictly and the Excessive Deficit Procedure of the Treaty. 
There are, at least, two reasons to believe that this would not 
be not the case. First, the NDB would be free to make 
recommendations with a view towards the Maastricht criteria 
in its annual announcement of the DCL. Second, and more 
importantly, there is a fundamental coincidence of interests 
between the two. Both aim at safeguarding sound and stable 
public finances. It is, therefore, foreseeable, that the judgment 
that must be applied in the Excessive Deficit Procedure will 
be based in part on whether or not a country undergoing the 
procedure followed a budget process of the kind rec
ommended here. 

7.2. Two budget processes for commitment 

The NDB would begin the budget cycle each year with the 
announcement of a debt change limit for the following fiscal 
year. The remainder of the budget process is covered by our 
fourth recommendation: 

Recommendation 4. Following the announcement of the 
DCL by the NDB, the budget process uses either a binding 
numerical target for aggregate spending or strategic domi
nance of the finance minister as a commitment technology. 

The main characteristics ofthe two processes are summarized 
in Table 10. Our recommendation recognizes the distinction, 
pointed out in the analysis above, between two different 
commitment technologies, numerical targets and a procedure 
with a central actor empowered with strategic dominance. 
The first type is embedded in PL This process starts with a 
target for total expenditures determined by cabinet decision 
upon proposal of the finance minister or the prime minister. 
This target remains binding for the remainder of the pro
cedure. Spending bids would be submitted to the finance 
ministry by the individual departments, and a first round of 
negotiations would be conducted in bilaterals. Reconciliation 
would occur in cabinet with the spending target binding. In 
the parliamentary stage, amendments would be limited such 
that proposals to increase spending must be combined with 
proposals to reduce spending elsewhere. Amendments could 

not be received to reduce overall revenues or increase overall 
spending. During the implementation, the finance minister 
must be empowered with effective control of disbursements 
by imposing cash limits and the possibility to block expendi
tures. Additional spending must not be allowable except 
through supplementary appropriation laws. Supplementary 
appropriation laws must be reserved strictly for emergencies. 

Table 10 

Characteristics of the two budget processes 

Procedure PI: Commitment through 
numerical target 

Procedure P2: Commitment through 
strategic dominance 

Government phase 
Binding target for total spending 
decided initially. 
Reconciliation of conflicts be
tween departments in cabinet, 
but without changing the spend
ing target. 

Finance minister appointed as 
secondary to prime minister and 
charged with enforcing spend
ing volume determined by 
prime minister and finance min
ister. 

All negotiations over spending 
bids with finance minister bilat
erally, no communication across 
spending departments. 
Reconciliation in senior cabinet 
committee or by prime minister. 

Parliamentary phase 
Amendments limited. Amendments limited. 
Votes chapter by chapter. Votes chapter by chapter. 

Government empowered to im
pose voting procedure. 

Implementation 
Finance minister imposing cash 
limits and able to block expendi
tures. 
Authorization for virement 
across chapters required from 
finance minister. 
Supplementary appropriations 
reserved for emergencies. 

Finance minister authorizing 
disbursement. 
Finance minister imposing cash 
limits and able to block expendi
ture. 
Authorization for virement re
quired from finance minister. 
Supplementary appropriations 
reserved for emergencies. 

Commitment through strategic dominance of the finance 
minister is embedded in procedure P2. Here, the finance 
minister is explicitly made the second ranked member of 
cabinet and is charged with enforcing the overall spending 
target set by the prime minister or the prime and the finance 
ministers. To this end, the finance minister would have the 
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power to reach binding decisions in bilateral negotiations 
with the spending departments. Reconciliation would occur 
solely in senior cabinet committees such as the Star Chamber 
or EDX in the UK or by the prime minister. The finance 
minister would actively direct the budget process. He would 
derive much of his central role from the critical position at 
the implementation stage, where actual disbursement and all 
changes in appropriations require authorization by the fin
ance ministry. The central characteristics of the parliamentary 
stage are similar in both processes. 

Combinations of these two approaches are, of course, poss
ible. Earlier, we pointed out that small States have a greater 
tendency to successfully commit through numerical targets 
and large States have a greater tendency to commit success
fully through strategic dominance. More generally, it is 
plausible that commitment to numerical targets is facilitated 
by a large degree of political cohesiveness in government. 
Where this is not the case, commitment through strategic 
dominance may be advisable, since it assigns the responsi
bility for successful budgeting to an identifiable person. 

Our recommendations so far build on the combination of the 
NDB and commitment through numerical targets or strategic 

dominance. While the NDB has not yet been set up, we 
recommend the following provisions to strengthen the two 
types of procedures: 

Recommendation 5. If a national debt board is not estab
lished, the spending target under a numerical target type of 
budget process should be derived explicitly from a multian
nual series of targets announced formally by the government 
as part of its political platform. Under the same circum
stances, the spending bids and revenue estimates under a 
process of the strategic dominance type should be derived 
from and presented as parts of multiannual fiscal programmes 
at the level of the individual spending departments and the 
finance ministry. 

This would strengthen the consistency of spending and 
revenue plans over time and give long-term considerations a 
stronger weight in the budget process. Both would put 
institutional checks on fiscal illusion and deficit bias. In 
doing so, institutional reform of the budget process would 
help contain excessive spending and deficits and improve 
fiscal discipline. 
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Appendix A: 

Budget processes in the EC: 
a characterization 
This appendix gives a schematic overview ofthe stages ofthe 
budget processes in the individual EC States. Abbreviations 
used are listed at the end of this appendix. All months relate to 
the year prior to the fiscal year concerned in the budget unless 
otherwise stated. These procedures and practices refer to the 
budget processes in the 1980s and early 1990s. 

Table A l 
Budget processes: government stage 

Al. l . Belgium 

Action Comment 

January-February MF and MB Preparation of guidelines 

March 

March 

Cabinet 

MF and MB 

SM 

March 

April 

May 

June-July 

July 

End September 

Finance Inspectorate 

SM 
MB and SM 

MF 
MB 

Interministerial com
mittees, ad hoc com
mittees and cabinet 

Government council, i.e. 
cabinet plus Secretaries of 
State 

MF 

Discussion and approval of guide
lines 

Issuing of guidelines 

Development of estimates based 
on assumption of no policy 
change 

Reports on ministries and public 
organizations sent to MB 

Submission of budget bids to MB 
Bilateral negotiations over bids. 
MB attempts to establish coher
ency of underlying assumptions 

Presentation of revenue budget 
Presentation of spending budget 

Arbitration of unsettled issues at 
level of committees first. If unsuc
cessful, a minister can call for 
decision of the council of minis
ters 

Final approval of budget draft 

Submission of draft to parliament 

Guidelines include a list of macroeconomic working hypotheses 
based on macro forecasts for estimating financial requirements 
and a no-policy-change assumption. They may include stipu
lations of admissible budget bids. Generally, at this stage no 
consideration is given to priorities or potential reductions in the 
new budget 

Estimates are prepared for each chapter of the budget and are 
very analytic. Each ministry may use its own procedures. 
Finance Inspectorate, which has members in each ministry, 
supervises and guides draft process 

Based on assumption of no policy change 
Based on reports of Finance Inspectorate 

Based on very simple macro forecast 
Based on assumption of no policy change 

Proposals for new policies are considered at this point at cabinet 
level 
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A1.2. Denmark 

Date Actors Action Comment 

January 

February 

February 

MF 

Cabinet 

MF 

Preparation and negotiation of 
proposal for spending total and 
ministerial spending limits and 
budget guidelines 

Fixing of total spending limit for 
central government expenditure 

Proposal for allocation of expen
diture limits for each ministry, in 
a total of 25 spending blocks 

February 

March 

May 

May-June 

May-June 

Late June 

Late June 

August 

Cabinet 

Central government 
local authorities 

Spending ministers 

MF 

MF and SM 

and 

Cabinet Expenditure 
Committee, Cabinet Coor
dination Committee or 
(rarely) Cabinet 

Cabinet 

Cabinet 

Discussion and final decision on 
departmental spending limits 

Negotiation of agreements on 
overall local expenditure levels 

Submission of budget bids to MF 

Examination of bids 

Negotiation over discrepancies 
between MF's assessment of bid 
and departmental spending limits 

Arbitration of unsettled issues 

Final approval of budget draft 

Publication of budget draft 

Since mid-1980s target is unchanged real expenditure. The new 
government that came in 1992 has changed that to the provision 
that spending should grow significantly slower than GDP 

Developed in a multiyear framework and divided into discretion
ary expenditure and precommitted expenditure such as transfers. 
Within discretionary expenditure, there are further budget limits 
including payroll limits. Expenditure can be transferred from 
payroll to other but not vice versa 

Ministerial limits are political commitments but considered 
binding. 

Based on departmental spending limits 

MF checks consistency with technical guidelines and depart
mental spending limits 

Ministries usually try to obtain expenditure in excess of their 
limits, for example by claiming exceptional circumstances. 
Arbitration may involve small changes in departmental spending 
limits and use of MF's reserve funds 

Issues that cannot be settled by Cabinet Expenditure Committee 
are submitted to Cabinet Coordination Committee headed by 
PM 
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Al.3. Germany 

Date Actors Comment 

Autumn t-2 MF 

December (t-2) MF 

February 

March 

May-June 

July 

July 

SM 

MF, SM 

MF 

Cabinet 

MF 

Cabinet 

September MF 

Evaluation of alternative spend
ing totals and compositions 

Guidelines for preparation of 
budget bids to all SM 

Submission of budget bids 

Bilateral negotiations at the levels 
of division heads, directors of 
budget, ministers 

Amends budget bids and makes 
final decision 

Arbitration of unsettled issues of 
basic or significant financial con
cern 

Submits budget draft to cabinet 

Final approval of budget draft 

Presentation of Budget Bill to 
parliament 

Comparison with current financial policy and economic projec
tions 

By constitutional law, borrowing may not exceed investment 
expenditure except for cyclical reasons. Departments are re
quested not to exceed upper limits set by current policies 

Bids are reviewed and are made consistent with overall financial 
resources 

If a spending minister disagrees with MF, he may call for a 
cabinet decision. In such decisions, MF veto cannot be outvoted 
unless Chancellor supports a majority opposing him 

Spending ministers can ask for cabinet decisions on revenue, 
expenditure or commitments of basic or significant financial 
concern not included in MF's draft proposal. Cabinet decision 
cannot override MF's proposal unless PM votes with an 
opposing majority 

Together with new five-year plan and a report on current 
macroeconomic trends 
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Al .4. Greece 

Action Comment 

April-May 

May 

June 

Government Council 

PM 

MF 

Financial services in SMs 

Targets for main budgetary aggre
gates 
Lays down general principles on 
which the MF proceeds in the 
preparation of the budget 

Circulation of guidelines to SM 

Gathering proposals from all div-

June-July 

SM 

MF 

August 

September 

October 

October-
November 

November 

General Accounting 
Office 
(Budget Directorate) 

MF, SM 

MF, MNE, PM 

Cabinet 
Cabinet, PM 
MNE 

MF 

MF 

Cabinet 

Cabinet 

isions in SM 
Minister approves proposal pre
pared by Financial Services 

Ordered Expense Offices (OEO) 
review and comment on proposals 
and send them on to General 
Accounting Office 

Scrutinizes proposals in bilateral 
talks with SM 
Investment budget bids sent to 
Minister for National Economy 
(MNE) 

Bilateral negotiations over bids at 
departmental level 
MF can propose modifications to 
departmental proposal if no agree
ment has been reached. Must con
sult with MNE and PM. 

Decisions on deficit target 
Arbitration on unsettled issues 
Distribution of total investment 
expenditure over SM 
Integration of current and capital 
budgets into overall budget draft 
Cabinet briefing on revenue esti
mates 

Decision on deficit target and ad
justments in budget policies 

Finalization of budget proposal 

includes total expenditure on public investment programme 
proposed by MNE 

Mostly technical explanation of budget constraints 

OEOs are departments in each SM staffed with MF employees 
in charge of reviewing and suggesting changes to SM budget 
bids 

MNE is responsible for investment budget 

Decisions are made with a view towards keeping the rate of 
departmental expenditure growth within the limits required by 
the fiscal targets 

After revenue estimates come in 

MF cannot change the investment budget as proposed by MNE 
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Al.5. Spain 

Date Actors Action Comment 

January 

February 

Cabinet 

MF 

Cabinet 

FBC 

FBC 

MF 

Establishment of broad budgetary 
guidelines 

Elaboration of main budget par
ameters 
Formation of Functional Budget 
Committee (FBC) 
Analysis if budgetary incidence 
of policies considered by cabinet 
Proposals for revenue policies and 
functional allocation of expendi
tures, projections for investment 
Ministerial Order of Instructions 

Based on macroeconomic forecast and political priorities, 
include current and investment expenditure targets 

Based on cabinet guidelines and current budgetary trends 

Composed of main spending units with varying participation 
and headed by MF 

The functional proposals have to be considered in subsequent 
budget decisions 

Describes methodology, timetable, documentation to be pro
vided 

April 

June-August 

September 

SM 

Programme Analysis 
Committees (PACs) 
MF, SM, PACs 

Cabinet 
MF Secretary of Planning 
and Budgeting 

Cabinet 

Cabinet 

Submission of budget bids 

Allocation of funds according to 
the priorities of the FBC 
Bilateral negotiations at various 
administrative levels and in infor
mal, bilateral contacts 
Decisions on unsettled issues 
Draft budget proposal submitted 
to cabinet 

Decision on changes in tax pol
icies 
Approval of budget proposal 

Chaired by the Secretary of Planning and Budgeting (MF) 

Including adjustment to additional spending and political re
quests 
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Al .6. France 

Date Action Comment 

January-February 

February 

Late March 

April 

April-May 

MF 

PM,MF 

PM 

Spending ministers 

Budget Directorate (MF), 
spending ministers 
MF, PM, SM 

May 

July 

August-September 

September 

October 

PM 

Budget Directorate, SM 

PM 

MF 

Cabinet 

Cabinet 

Preparation of outline for new 
budget 

Fixing of broad budget guidelines 

'Framework letter' sent to SM 

Submission of budget bids io MF 

First round of bilateral nego
tiations 
Arbitration of unsettled issues 

'Letters of limits' sent to all 
ministries 

Second round of bilateral nego
tiations 

Arbitration of unsettled issues 

Formulation of final draft 

Final agreement on budget draft 

Presentation to parliament 

Budget projections assuming no policy change and based on 
macroeconomic forecast 

Guidelines contain total budget, financial framework for new 
measures and overall deficit, and orientations for substitutions 
and economies in the budget 

Contains budget guidelines 

Expenditure bids for existing programmes and new measures. 
Before submission, bids are examined by financial controllers 
who are delegates of the MF and have veto power 

Step 1: agreement on cost of existing policies 
Step 2: agreement on cost of new measures and economies 
Where agreement cannot be reached between the Budget 
Directorate and the spending ministry, the MF and the PM act 
as arbitrators on the basis of arbitration dossiers 

Letters stipulate spending limits for each ministry within which 
ministries are free to allocate funds 

Budget directorate examines correct implementation of the 
letters of limits 

Based on updated economic assumptions and new tax measures 
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A1.7. Ireland 

Action Comment 

April-June 

July 

November 

December 

January t 

January t 

March t 

March t 

Aprilt 

Cabinet 

MF 

August-September SM 
MF, cabinet 

MF, SM 
Cabinet 

Cabinet 

Cabinet 

MF 

MF 

MF, parliament 

MF 

Cabinet 

MF 

June-December t Cabinet 

Approval of targets for main 
budgetary aggregates proposed by 
MF 

Annual estimates circular sent to 
departments 

Budget estimates sent to MF 
MF briefs cabinet on estimates. 
Cabinet makes decision on de
tailed budget targets 
Bilateral negotiations over bids 
Decision on unsettled issues 

Approval of targets for main 
budget aggregates if considered 
appropriate by government 

Presentation of abridged esti
mates to parliament 

Presentation of the statement of 
authorized issues to parliament 

Annual budget statement to par
liament. 
Presentation of Appropriations 
Act for previous year to parlia
ment 

Submission and passing of tem
porary financial resolutions 

Presentation of White Paper 

Presentation of revised and more 
detailed estimates 

Presentation of Finance Bill to 
parliament 

Presentation of the revised esti
mates and of supplementary esti
mates to parliament 

Current deficit, exchequer borrowing and public-sector bor
rowing. These targets are not viewed as binding, but are viewed 
as framework for bilateral negotiations 

Explanation of parameters for preparation of estimates 

Including matters of tax policies 

Approving a detailed allocation of expenditure for all spending 
departments and agencies 

Debate on general policies follows on the basis of a 'take note' 
motion by government 

Parliamentary approval of this statement allows the government 
to prorate 80% of the previous budget to the next fiscal year. 
Prorated spending must have been included in the previous 
budget and be classified as required for the next year by MF 

Lays out overall budget targets (revenue, expenditure, bor
rowing) which will have to be enacted later in the process. 
Includes proposal for new taxes and authorization for existing 
taxes and changes to existing estimates especially in regard to 
social welfare 

Introduce new tax measures as necessary pending the enactment 
of the Finance Bill 

Shows out-turns for the previous year and estimates, revenue 
projections and expected borrowing for the coming year as
suming no change in tax policy 

Contains new tax legislation 

Revised estimates become appropriations after parliamentary 
approval 
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Al.8. Italy 

Date Action Comment 

February 

Before May 

May 

May 

May 

May-June 

Τ 

MP, T, MF, MB 

MP 

Parliament 

SM 

Τ, SM 
Τ 

July Τ, MB 

September 

CIPE 

Cabinet 

Circulate technical guidelines for 
preparation of budgets 

Preparation of annual update of Based on economic assumptions set out in a report prepared by 
medium-term financial plan MB 

Presentation of MTFP to parlia
ment and the regions 

Amendment and approval of MTFP fiscal targets become basic reference data in the annual 
MTFP draft budget 

Submission of bids to Τ 

Bilateral negotiations 
Presentation of budget forecast to 
MB 

Elaboration of draft budget and 
development of policy guidelines 
for annual and MTFP budgetary 
policy submitted to Intermini
sterial Committee for Economic 
Programme (CIPE) and Interre
gional Committee 

Examination and approval of 
macroeconomic parameters of 
budgetary policy such as expendi
ture, revenue, debt 

Approval of Finance Bill and 
Budget Act 

Bids are based on existing policies 

The draft budget remains being based on existing legislature. 
The policy guidelines become the basis of the Finance Bill 
which modifies existing legislature in view of economic and 
political necessities 

CIPE consists of 12 ministers representing the main spending 
and financial ministries under the chairmanship of PM 

For constitutional reasons, the budget must not contain any new 
spending or taxation. These must be introduced in the Finance 
Bill and accompanying laws. Once the Finance Bill has been 
passed by parliament, the government submits a note to 
parliament stating the necessary changes to the Budget Act, 
which are possible now that the Finance Bill is existing law. 
The budget is then treated as amended by the Finance Bill 

Government Submission of Finance Bill and 
Budget Act to parliament 
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A l .9. Luxembourg 

Actors Action Comment 

January 

February 

MF 

MF 
MF 

Cabinet 

March 

April-June 

Julyl 

July 

End July 

SM 

MF, departmental 
delegates 

MF 

MF 

Council of Ministers 

Preparation of technical guide
lines for budget 

Circular of guidelines to SM 
Preparation of macroeconomic 
outlook 
Establish revenue forecast and fix 
limits for ordinary and extraordi
nary expenditure 

Submission of budget bids 

Examination of bids 

Presentation of draft proposal 

Call on government council to 
resolve remaining differences 

Approval of final draft of budget 

Serves as basis for revenue and spending forecasts 

Extraordinary expenditure together with surpluses from MF's 
reserve fund of previous year and proceeds from borrowing 
form a special chapter in the budget from which credits cannot 
be transferred. Debt service is not included in this chapter. 
Therefore, there must always be a surplus on ordinary ex
penditure 

Leaves open all unsettled issues 

All matters involving more than one spending ministry are 
decided in the government council. PM has a decisive vote in 
the council in the case of an otherwise indecisive vote 
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ALIO. Netherlands 

Date Comment 

Autumn t-2 

November t-2 

January t-1 

February-March 

March-April 

End April 

May-June 

June 

MF, Council of Economic 
and Financial Affairs 

MF 

Central Planning Bureau 

MF 

Council of Ministers 

SM 

MF, SM 

MF 

Deliberation on technical guide
lines for the budget of year t 

Sends technical guidelines for 
budget to SM 

Preparation of macro forecast re
viewed by Central Economic 
Committee 

Preparation of framework letter to 
the Council of Ministers 

Debates and adopts framework 
letter 

Submission of budget bids 

Bilateral negotiations at the levels 
of department heads, budget di
rectors and occasionally ministers 

Sends 'Letter of contentious is
sues' to Council of Ministers 

July 

End July 

August 

Late August 

September 

Council of Ministers 

MF 

MF 

Council of Ministers 

MF 

Decision on 'Letter of contentious 
issues' 

'Letter of budget Totals' to SM 

'August letter' sent to Council of 
Ministers 

Final decisions on budget draft 

Presentation of Budget Bill to 
parliament 

The letter lays out the main budget parameters and adjustment 
requirements on the basis ofthe macro forecast. Main parameters 
are deducted from medium tenn 'budget norms' 

Adjustment requirements are adopted per sector and chapter of 
the budget 

Departments are free to allocate funds within the limits imposed 
by the adjustment requirements 

Negotiations deal with formal correctness of the bids and their 
conformity with adjustment requirements 

Letter explains the unresolved issues from the bilateral nego
tiations from the point of view of MF. It also contains 
macroeconomic updates 

Reports cabinet decision together with an enumeration of 
expenditure granted to each chapter of the budget The latter 
covers years t to t + 3 

Lays out current state of the budget draft and macroeconomic 
updates 

Together with new five-year plan and a report on current 
macroeconomic trends 
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Al.11. Portugal 

Date Action Comment 

January t-1 

January-February 

April 

June 

July-September 

August-September 

Cabinet 

MF 

SM 
MF, SM 

MF, Ministry of Planning 
and Regional Develop
ment (MPRD) 

SM 

Cabinet 

MPRD 

SM 

MF, SM 
MF 

Cabinet 

Decision on political guidelines 
for budget framework 

Formulation of overall expendi
ture limit 
Departmental budget drafts 
Discussion and determination of 
the distribution of the overall 
spending limit among SM in view 
of departmental draft budgets 
Technical instructions to the SM 
for the preparation of definitive 
draft budgets 

Submission of investment budget 
bids to MF and MPRD 

Fixing of investment budget ceil
ings 
Elaboration of detailed, multian
nual investment plans which are 
communicated to MF 

Submission of current budget bids 
to MF 

Bilateral negotiations 
Final imposition of expenditure 
ceilings 

Arbitration of unsettled issues. 

October 

MF 

Cabinet 

MF 

PM has decisive vote in unre
solved problems 
Integration of cunent and capital 
budgets into global Budget Act 

Final approval of draft Budget 
Act 
Presentation of Budget Act to 
parliament 

Based on political guidelines, revenue forecast, cunent budget
ary trends and existing financial commitments 

Simultaneously, MF reviews the departmental draft budgets 

These incorporate the distribution of the overall spending limit 
as recommendations from the MF 
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Al.12. United Kingdom 

Comment 

February-March Cabinet 

March-May 

December 

January 

March 

T,SM 

SM 

July 

August 

September 

October-November 

November 

Τ (Chief Secretar 

Cabinet 

Chief Secretary 

SM 

Τ, SM 

Cabinet 
Cabinet 

Chancellor of the 
Exchequer 

SM 

Τ, SM 

Τ 

January-February Cabinet, parliament 

Cabinet 

Budget Day (1 April) Τ 

Parliament 

After Budget Day Τ 

Adoption of guidelines for the 
next public expenditure survey 
(PES) 

Establishment of baseline figures 
for the PES in bilateral nego
tiations 

Proposals for changes in expendi
ture on programmes 

Presents baseline PES and minis
ters-proposals for changes to cab
inet 

Guidelines and objectives for PES 

Bidding letters to all ministries 

Submission of bids to Τ 

Bilateral negotiations after review 
of spending plans by Τ 

Include timetable, priorities, documentation to be provided 

Figures cover both financing and expected out-puts of public 
programmes. Starting-points are the figures from the previous 
PES as amended by the current (t-1) budget and a specified 
increase over (t+2)-figures for year t+3 
Delivered to Τ 

Contain his budget proposals including revenue forecasts and 
macroeconomic outlook 

Bids are for planning totals for next three years and are supposed 
to take revenue and macro forecasts into account 
Where required, negotiations can be multilateral at the level of 
ministers 

Arbitration of unsettled issues Either by small ad-hoc committee or in full cabinet 
Approval of PES expenditure 
plans 

Autumn statement to parliament 

Submission of detailed expendi
ture plan for next fiscal year to Τ 

Bilateral negotiations about the 
detailed plans 
White Paper 

Submission and approval of vote 
on account 

Submission of main estimates to 
parliament 

Submission of budget to parlia
ment 
Vote on initial budget resolutions 

Submission of Appropriation Act 
to parliament 

Contains outline of PES for next three years together with 
estimated budget out-turns for current year on departmental 
basis 

Must be consistent with autumn statement 

Alterations other than those unavoidable rarely allowed 

Contains detailed explanation of PES 

Provides government with the authorization to spend money 
after the beginning of fiscal year t and before expenditure has 
been authorized in the Appropriation Act 

Main estimates ask parliament for authorization to spend money 
in year t 

The budget covets tax policies and the overall balance of 
expenditure and revenue 
Provide government with provisional authority to collect taxes 
and predetermine amendments to the budget 

Voting the Act is a pure formality 
Together with summer supplementary estimates 
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Table A2 

Characteristics of government stage 

Country Multiperiod framework Strategic position of finance or treasury minister Cabinet committees 

Belgium 

Denmark 

Germany 

Greece 

Spain 

France 

heland 

Italy 

Luxembourg 

Netherlands 

Portugal 

United Kingdom 

Coalition agreements sometimes in
clude budget guidelines 

Since 1982, commitment to keep 
government spending constant rela
tive to GDP. Budget contains expen
diture estimates for three years 
ahead. 

Medium-term financial plan required 
by law 

Loose framework for investment 
spending only 

Five-year projection of cost of un
changed policies prepared annually. 
SM must provide details of three- to 
four-year forecast with current bids 

Three-year medium-term financial 
programme required by law. 

Medium-term constraint that public 
spending should not grow faster than 
GDP 

Five-year medium-term budget 
covering years t through t+4. Budget 
norms formulated in this programme 
are part of coalition agreement and 
strong political commitments 

Loose four-year budget plan 

Current budget must be developed 
within the framework of a four-year 
programme covering years t through 
t + 3. 

No formal hierarchy 
All conflicts resolved in cabinet 

Always member of Cabinet Coordi
nation Committee and Chairman of 
Expenditure Committee 

MF has veto power in cabinet. Can 
change budget bids after consultation 
with SM concerned. 

MF has low official rank in cabinet 
and is not always member of govern
ment council nor of Supreme Econ
omic Policy Council 

No special authorities 

PM and MF unilaterally decide over
all budget targets. For PM, grounded 
in constitution. 

MF no formal special authority 

No formal special authority 

No formal special authority 

MF is the agenda setter in cabinet 
meetings for all budgetary issues. 
Has strong guiding role in the pro
cedure and information advantages 

No special role 

Treasury acts as intermediary be
tween cabinet and spending minis
ters. Guides and directs the budget 
process based on seniority and infor
mation advantages. 

The 'conclave' consisting of senior 
ministers, PM, MF and party leaders 
prepares cabinet decisions 

Cabinet Coordination Committee 
and Expenditure Committees pre
pare cabinet decisions 

Government council and Supreme 
Economic Policy Council 

Functional budget committee and 
programme analysis committees 

Interministerial Policy Committee 
with 12 main SM under chair of PM 

Occasionally a cabinet committee 
consisting of PM, MF and ministers 
for social affairs, for economic af
fairs and for the interior prepares 
cabinet decisions. 

Star Chamber, consisting of minis
ters without portfolio, acting as arbi
trator between Treasury and SM. 
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Table A3 

Characteristics of parliamentary stage 

Country Number of chambers Prerogative of Lower House 

Belgium 

Denmark 

Germany 

Greece 

Spain 

France 

heland 

Italy 

Luxembourg 

Netherlands 

Portugal 

United Kingdom 

None, both Houses must agree on same text No limitations 

No limitations. Can be proposed by government 

If Upper House does not agree on budget as 
passed by LH, a mediation procedure begins in 
which LH can override UH 

If UH rejects budget as passed by LH, the bill 
goes back to LH. LH can override UH by 
qualified majority. If it fails to do so, budget 
goes back to government 

If UH rejects the budget as passed by LH, a 
reconciliation committee is called to prepare a 
proposal within 10 days. If this is not accepted 
by both Houses, the government submits a 
proposal on which a single vote is taken 

UH cannot reject tax raises nor reject appropri
ations 

No limitations 
Amendments to raise expenditure or reduce 
revenue require formal consent by government. 
Government can postpone vote and call for a 
repeated vote 

No limitations 

Amendments raising expenditure must be ac
companied by proposal for offsetting reductions. 
Amendments cannot reduce taxes. Both rules 
do not apply if the government accepts the 
amendment 

Amendments cannot be received unless they 
reduce expenditure or create a new source of 
public revenue. Government can disregard any 
amendment not submitted to the Finance Com
mittee. Government can propose amendments 
which cannot be received from parliament to 
assuage opposition 

Amendments cannot propose new or increased 
expenditure nor taxes. In the process of voting 
the estimates, any motion to grant money must 
be voted without amendment 

None, both Houses must approve the same Amendments cannot change overall budget bal-
text ance 

No limits. Must be submitted to State council 
for comments before vote 

UH cannot amend the budget, only pass or No limits 
reject it. In cases of conflict, PM intervenes to 
arbitrate 

UH has no budgetary powers 

No limits 

Amendments cannot increase taxes nor create 
new taxes. Legislation involving new charges on 
public revenues requires the consent of the 
government 
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Table A4 
Relations between parliament and government 

Country Strategic relations between parliament and government 

Belgium 

Denmark 

Germany 

Greece 

Spain 

France 

Ireland 

Italy 

Luxembourg 

Netherlands 

Portugal 

United Kingdom 

Fundamental amendments will cause fall of the government. Disagreement between government and the majority in 
parliament is solved in extra-parliamentary procedure involving contacts between party leaders and government 

Fundamental amendments will cause fall of government 

Legal projects increasing expenditure proposed by the government in the budget proposal or creating new expenditure 
or reducing revenue require consent of the government. Government can force parliament to postpone the vote on 
such projects and to take a new vote within four weeks of the first 

Fundamental amendments lead to demise of the government 

Amendments reducing revenue or increasing total expenditure require consent of the government. Such amendments 
are considered passed unless government rejects them and submits an explanation of its view 

Government can call for a block vote, whereby parliament must vote on parts or the entire budget retaining only 
those amendments Governments wishes to accept. This is commonly done after the first reading and if disagreement 
between the two Houses could not be solved regularly 
Government can ask for a vote of confidence in connection with its budget, implying acceptance or rejection of the 
budget as a whole 

An initial vote on the budget proposal is taken that amounts to a vote of confidence. This does not apply to 
subsequent amendments 
Legal projects for new or increased taxes and to spend public monies must be initiated by government 

Parliament can give a vote of non-confidence in connection with the budget 

Parliament decisions taken against the stated intentions of the government force the latter to resign 

Substantive amendments are commonly regarded a reason for a minister or government to step down if they strongly 
advised against them before the vote 

Fundamental amendments will cause the fall of the government. The position of the government is perceived as 
relatively strong due to the existence of single-party majority governments in recent years 

Government can chose to make budget resolution a vote of confidence 
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Table A5 

Characteristics of implementation stage 

Country Expenditure management Substantive changes in budget law 

Belgium 

Denmark 

Germany 

Greece 

Spain 

France 

Ireland 

Italy 

Luxembourg 

Netherlands 

Portugal 

United Kingdom 

C,D 

B . Q D 

B,C 

B,C,D 

Β 

D 

C, D 

B, C, D 

Within departments 

CO possible but of little relevance 

Between chapters by approval of finance committee in Ρ 

CO possible but of little relevance 

Limited within departments, between departments by 
approval of MF 

CO requires consent of Ρ 

Between chapters as approved by MF 

No CO 

Between chapters limited 

CO restricted 

Limited, as decreed by government 

CO restricted. 

Within votes as approved by MF 

No CO 

Between chapters generally possible 

CO possible 

Between chapters generally possible, but not between invest
ment and current budgets 

Between chapters possible,, but not for financing new 

expenditure 

Limited CO 

Within departments, as approved by Ρ 

CO may be authorized for investment, autonomous funds 

and social security in the Budget Act 

Within votes upon approval by MF, between votes as 

approved by P. 

CO limited to 5% of capital and defence expenditure 

New law, regularly in 
March 

New law 

MF on initiative of Ρ 

MF 

New law 

New law, exceptionally 
by decree 

New law 

New law, regularly in 
June and October 

By government in 
emergencies 

New law 

New law 

Abréviations: CIPE: 

MB: 
MPRD: 

LH: 
PES: 

SM: 
UH: 
C: 
D: 

Interministerial Planning Commission 

Minister for the Budget 
Ministry of Regional Planning and Development 
Lower House 
public expenditure survey 

spending ministers 
Upper House 
cash limits imposed on spending departments 
disbursement approval required from financial controller of MR 

FBC: 

MF: 
MTFP: 
PAC: 

PM: 
T: 
B: 
CO: 

Functional Budget Committee 

Minister for Finance 
mediumterm financial plan 

Programme Analysis Committee 
prime minister 

Treasury 
MF can block expenditures 
carryover of funds to next fiscal year 
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Appendix B: 

Empirical analysis 

B.l. Introduction 

The theory discussed in the main text above and developed 
in more detail in von Hagen (1992) assigns an important role 
to institutional features of the budget process. According to 
this theory, the conflicts of interest among spending ministers 
and members of parliament, patterns of decision-making and 
voting conducive to universalism and reciprocity, and too 
much flexibility in the execution of the budget all bias the 
fiscal performance of a country towards a low level of fiscal 
discipline in the sense of excessive spending and taxes, large 
debts and unsustainable deficits. Furthermore, the deficit bias 
arising from the underrepresentation of future tax payers in 
today's budgeting decisions leads to an inefficient distri
bution of the tax burden between current and future tax 
payers, causing excessive deficits and debt. Institutional 
arrangements limiting these forces are critical to achieving 
higher levels of fiscal discipline. 

In this appendix, we present empirical evidence supporting 
this view and investigating further the role of budgeting 
institutions. In doing so, we pursue two main questions: to 
what extent institutional arrangements are instrumental to 
achieve fiscal discipline, and to what extent there may be a 
conflict between the goal of fiscal discipline on the one hand 
and a high degree of efficiency in other purposes of budgeting 
on the other hand. Specifically, we ask whether or not 
institutional arrangements conducive to fiscal discipline 
impede the use ofthe budget as a forecasting and control tool 
and the use of the budget for purposes of fiscal stabilization. 

This appendix proceeds as follows. In the next section, we 
report the empirical results of an earlier study (von Hagen, 
1992). Building on these results, we investigate the link 
between budgeting institutions and the sustainability of fiscal 
policies in the EC. Next, we consider the role of open-ended 
expenditure. Following that, we analyse the potential conflict 
between institutions and fiscal stabilization and between 
budgeting institutions and budget forecasts. 

B.2. The role of long-term constraints and 
the structure of the budget process 

In this appendix, we first summarize and then extend the 
empirical analysis presented in von Hagen. Following the 
approach of that study, we pursue the general proposition 

that budgeting institutions matter in two versions. The first 
one focuses on the problem of underrepresentation of future 
tax payers in current budget processes. It borrows from 
the literature on time consistency of policymaking.1 We 
conjecture that policymakers are more inclined to adopt 
fiscal discipline when they consider the general, long-run 
trends and consequences of their policies, than when they are 
engaged in bargaining over details of the budget or in the 
budget execution in their daily actions. Policymakers who 
are able to agree on and announce a long-run programme of 
fiscal stability will be tempted to deviate from that pro
gramme once its implementation is under way, because such 
deviations serve short-run political interests. This suggests 
that strong institutions enforcing long-run orientation of 
fiscal policies are conducive to fiscal stability. This gives 
rise to the long-term constraint hypothesis, i.e. the more 
budgetary decisions are tied to a multiperiod fiscal pro
gramme, the greater the degree of fiscal stability achieved. 

The second version focuses on the fiscal-illusion problem in 
public budgeting. As explained above, fiscal illusion can be 
mitigated by delegating the power to determine the overall 
size of the budget to an agent who takes a more comprehen
sive view of government and public finances than the 
spending ministers. Thus, the division of budgetary powers 
between the spending ministers and the finance minister or 
the prime minister and between parliament and the govern
ment during the budget process and the execution of the 
budget law are critical. We call this the structural hypothesis, 
i.e. budget processes lead to greater fiscal discipline if they 
give a strong strategic position to the prime minister or the 
finance minister or contain a commitment to a numerical 
target, if they limit universalism, reciprocity, and parliamen
tary amendments, and facilitate strict execution of the 
budget law. 

B.2.1. Construction of the long-term constraint 
and the structural indexes 

To test these hypotheses, von Hagen develops a set of 
indices offering numerical representations of the institutional 
characteristics of the budget processes in the 12 EC member 
countries. These indices are derived from ranking the budget 
processes according to the relevant institutional properties. 
For this purpose, von Hagen selects those characteristics that 
generate the largest differences between national institutional 
arrangements. They include five larger items: the structure 

See Kydland and Prescott (1977) for a classical exposition of the time 
consistency problem in economic policy. In the monetary policy context, 
the time consistency problem — generally expressed as the problem of 
central bank credibility — has been shown to be an important source of 
persistent inflation and is an important justification for central bank 
independence, see Neumann (1991) or Fratianni and von Hagen (1992). 
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of negotiations within government, the structure of the 
parliamentary process, the informativeness of the budget 
draft, the flexibility of the budget execution, and the long-
term planning constraint. Numbers between zero and four 
are used to describe its quality for each characteristic. A low 
number indicates a quality conducive to a low degree of 
fiscal discipline. For more details, see von Hagen (1992). 

The structural index (SI) pertains to the structural hypothesis 
formulated above, a large structural index SI signals the 
following properties of a budget process: A strong position 
of the prime minister or finance minister in government and 
government negotiations evolving under a firm general 
constraint on the size of the budget; a parliamentary process 
with strong limits on amendments, votes proceeding item-by-
item on expenditure and a global vote on the total size of the 
budget preceding the parliamentary debate; a large degree of 
transparency of the budget; and an execution process with 
limited flexibility and a strong position of the finance 
minister vis-à-vis the spending ministers. Our structural 
hypothesis says that countries with a large structural index 
should be expected to exhibit a relatively large degree of 
fiscal discipline. 

To test the importance of the long-term constraint, the index 
CON is constructed in a similar matter. A large value of 
CON indicates the existence of a multiannual fiscal target 
regarded as a strong political commitment and one that is 
embedded in a consistent economic forecasting framework; 
a large degree of transparency of the budget; limited amend
ment power of parliament and limited flexibility of the 
budget execution. A large value of the index CON should 
signal a relatively high degree of fiscal discipline. Graphical 
representations of both indexes are shown in Graph 4 on 
page 350. 

B.2.2. Budget processes and fiscal performance: 
empirical tests 

The two hypotheses are tested using non-parametric tests and 
regression analysis. While linear regression analysis is more 
familiar and easier to interpret, non-parametric tests have the 
advantage of not requiring the explicit specification of a 
functional form of the relationship between fiscal outcomes 
and our indexes characterizing budget processes, which is 
necessarily largely arbitrary. Furthermore, the non-
parametric tests have more power in the small sample size 
we are confronted with. 

Table Bl presents Spearman rank correlation coefficients 
between our indexes and gross debt ratios, net lending ratios 
and primary lending ratios for the first and the second half of 
the 1980s. Rankings for the debt and net lending ratios assign 

high ranks to relatively small debt ratios and small deficits; 
ranks for the indexes are high for relatively large indexes. 
Table Bl shows a strong positive rank correlation between 
the structural index and net lending ratios throughout the 
1980s. The rank correlation between the structural index and 
the primary net lending ratio is strongly positive in the first 
half of the 1980s; it maintains the anticipated positive sign in 
the later 1980s, but is not large enough to be significant. The 
rank correlation between the structural index and the gross 
debt ratio has the anticipated positive sign in both sub-
samples, but they are significant only in the second one. 
Over all, these results indicate that countries which, under 
the structural hypothesis should exhibit relatively strong 
fiscal discipline indeed have relatively low debt ratios and 
net lending ratios. Conversely, countries with low values of 
the structural index have higher debt and deficit ratios. This 
is a first empirical support for our structural hypothesis. 

Table Bl does not, however, lend as much support to 
the long-term constraint hypothesis. Although some rank 
correlations between the long-term constraint index and the 
debt and net lending ratios have the hypothesized sign, none 
of them is statistically significant. 
Table B2 presents the results of two non-parametric tests for 
the structural index. To perform these tests, we divided our 
sample into the group of four countries with the largest 
values of the structural index, another group of four countries 
with the four smallest values, and the group of the remaining 
countries. The Null hypothesis for these tests is that the 
distribution of debt and net lending ratios is the same in all 
three groups, hence the same as in the combined group, 
indicating that classification according to the indexes does 
not matter. To alleviate the degrees-of-freedom problem, we 
perform these tests not only for the two subsamples of the 
1980s, but also for a combined sample, assuming that the 
effect of the budget processes is the same in both subsamples. 
Thus, the tests under the column 1981-90 use 24 observations 
of the debt and net lending ratios, two for each country. 

Table Bl 
Rank correlation coefficients 

SI 

CON 

Gross debt/GDP 

1981-85 

0,42 

0,15 

1985-90 

0,60** 
Long 

0,38 

Net lene 

1981-85 

Structural 
0,68** 

ling/GDP 

1985-90 

hypothesis 
0,61** 

Net primary 
lending/GDP 

1981-85 

0,57** 
-term constraint hypothesis 

0,39 0,37 0,31 

1981-85 

0,15 

-0,19 
NB: Tabic entries are Spearman rank correlation coefficients between the structural indexes 

and the Fiscal performance variables and the long-term constraint index and the fiscal 
performance variables, respectively. 

** Indicates that the con dation coefficient is significantly different from zero at the 5% 
significance level. 

Source: Von Hagen (1992). 
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Table B2 strengthens the evidence shown in Table Bl. We 
find that the structural index has a significant impact on the 
debt ratio, the net lending ratio, and the ratio of primary net 
lending to GDP. As in Table Bl, the results are less strong 
when the two subsamples are considered separately for the 
debt ratio; and the primary net lending ratio, however, in the 

combined sample, the tests are strongly significant for both. 
The implied relationship — not visible in the table — is as 
anticipated under the structural hypothesis: countries with 
high index values have debt ratios (net lending ratios) 
significantly more concentrated around lower values (around 
zero) than countries with low index values. 

Table B2 

Hypothesis tests for structural index 

Gross debt/GDP Net lending/GDP 

1981-85 1986-90 1981-90 

Net primary lending/GDP 

1981-85 1985-90 1981-90 

SI 

SI 

0,12 0,02 0,00 

0,11 0,03 0,00 

Kruskal — Wallis Test 

0,03 0,02 0,00 

van der Waerden test 

0,03 0,03 0,00 

0,12 0,53 0,01 

0,12 0,45 0,01 

NB: Both tests are Chi-square distributed under the Null hypothesis of no effect from bargaining and voting structure. Table entries are the marginal probabilities of a larger than estimated test 
statistic under the Null. 

Source: Von Hagen (1992). 

Table B3 

Hypothesis tests for long-term constraint hypothesis 

Gross debt/GDP 

1981-85 1981-90 

Net lending/GDP 

1981-85 1986-90 1981-90 

Net primary lending/GDP 

1986-90 

CON 

CON 

0,47 0,39 0,20 

0,52 0,44 0,26 

Kruskal — Wallis Test 

0,20 0,47 0,11 

van der Waerden test 

0,21 0,57 0,19 

0,40 0,87 0,15 

0,50 0,94 0,26 

NB: Both tests are Chi-square distributed under the Null hypothesis of no effect from long-terra planning constraint Table entries are the marginal probabilities of a larger than estimated test 
statistic under the Null. 

Source: Von Hagen (1992). 
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Table B3 presents the corresponding test results for the index 
of longterm constraint. As in Table Bl, there is no significant 
evidence for an important role of the longterm constraint. 

Table B4 presents the results of estimating the linear 
regression equation: 

B.3. Sustainability 

y¡ = ao + a¡x¡ + u¡ (1) 

where y¡ is country i's debt ratio, net lending ratio, or primary 
net lending ratio, x¡ is country i's structural index SI¡ or 
longterm constraint index CON¡, and ui is a regression error. 
Table B4 presents the results of regressions for the sample 
period 198190. Additional regressions testing for differences 
in the coefficients between two subsamples, 198185 and 
198690, indicated no parameter change and are not reported. 
The results for all three fiscal variables and the structural 
index corroborate our earlier findings. The structural index 
has a significant positive impact on the net lending ratios and 
a significantly negative impact on the debt ratio. These 
results can be interpreted as follows: implementing a struc
tural reform of the budgetary process in a country which 
increases the structural index by 25 points (approximately 
the difference between Belgium and the Netherlands) would 
result, in the long run, in an increase in the net lending ratio 
by about 4,75%, and the primary net lending ratio by about 
2,5%, while reducing the debt ratio by about 23%. 

The regression results for the longterm constraint index are 
again different. The only significant coefficient is found in 
the model for the net lending ratio. The index does not, in 
contrast, explain variations in the gross debt ratio nor the ratio 
of net lending excluding interest payments. Furthermore, the 
third regression for the net lending ratio, which combines 
both the structural index and the longterm constraint index, 
suggests that the structural index has more explanatory 
power, since the longterm constraint index is not significant 
in this regression. 

These empirical results give rise to two important con
clusions. First, they support the view that institutional 
arrangements are significantly correlated with actual policy 
performance. In short, institutions matter to shape outcomes 
of economic policy. Second, and more specifically, this 
suggests that fiscal discipline can be improved by im
plementing an appropriate structure of the budget process. 

Our empirical results so far lend only little support, however, 
to the role of longterm constraints on budgets. But we do 
not wish to conclude from this that a longterm constraint is 
irrelevant. Subsequent results indicate that it does matter 
for budgeting. 

Table B4 

Regression estimates 

Dependent Constraint 
variable (tratio) 

NLi 12,72 
(5,64**) 

NLj 11.88 
( 4,06**) 

NLj 12,26 

SI CON 
(tratio) (tratio) 

R
2 

Net lending/GDP 

0,19 
(3,39**) 

0,21 
(2,26) 

0,20  0,05 

0,34 

0,19 

0,35 

RMSE 

3,94 

4,38 

2,52 

F 

0,003 

0,034 

0,04 

(4,56**) (2,25*) (0,33) 

Bi 

Bi 

Bi 

Gross debt/GDP 

98,97  0,93 
(6,50**) ( 2,60**) 

89,86  0,94 
(4,65**) (1,51) 

92,27 1,28 0,69 
(5,12**) (2,11*) (0,72) 

0,24 

0,09 

0,25 

26,6 0,02 

28,94 0,14 

26,90 0,04 

NB: " and ** indicate signi tica nee of the tratio at the 5 and 1% levels, respectively. F is the 
marginal probability of a larger estimate of the Fratio under the Null hypothesis that the 
model has no explanatory power. RMSE is the root mean squared error. 

Source: Von Hagen (1992). 

As a measure of fiscal performance, sustainability refers to a 
government's intertemporal budget constraint. Sustainable 
policies are such that they can be continued over time without 
violating the intertemporal budget constraint or requiring 
large changes in revenue or spending. 

Conceptually, the government's intertemporal budget con
straint says that the present value of all expected future 
expenditure cannot exceed the present value of all future 
revenue.1 Formally, let Gt and T, be expenditure and revenue 
in period t, B( and Mt the stocks of government debt and base 
money at the end of period t, and i, the current interest rate 
on public debt. For each period, the government's budget 
constraint is:2 

G,  Tt + i,b,l = ΔΒ, + ΔΜ, (2) 

1 See e.g. Hamilton and Flavin (1986), Trehan and Walsh (1988) or 
Hakkio and Rush (1990). 

2 See Wickens (1993) for the details of the following exposition. 
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Deflating the current budget constraint by nominal GDP 
yields 

d, + Qtb,_i = Ab, (3) 

where d, is the primary government deficit as a ratio of GDP, 
b, is the debt/GDP ratio, and ρ, = i,  π,  Alny, is the real 
interest rate corrected for real GDP growth, Alny. Solving 
this expression forward for η periods we obtain 

Etôt)„bt+n = b, + E, 2 oyd,+j, 

where δ, ν = TT 

(4) 

limited period of time and add the condition that the 
discounted debt/GDP ratio and the end of that period should 
not exceed the current ratio. This makes sense as a basis for 
practical assessment of fiscal policies during a given time 
period, since it implies that policies during that period 
could be maintained further without requiring significant 
adjustment in the government's revenue collection or spend
ing behaviour to get back to the current debt/GDP ratio. 

To implement this assessment empirically, we evaluate the 
sustainability of the fiscal policies in the EC by considering 
the difference between the debt ratio and the discounted debt 
ratio for a fixed time horizon n*, using actual data instead of 
the expected debt ratio and ex post real interest rates. Thus, 
our measure of sustainability is 

St (n*) = b,  δ,, t_n.bt+n. (5) 

Here, δ ^ is the kperiods ahead discount factor used to 
calculate the present value of assets and liabilities in period 
t+k for period t. Ε,χ,+k denotes the periodt expectation of a 
variable in period t+k. This equation expresses the expected, 
discounted debt/GDP ratio in period t+n as a function of the 
current debt/GDP ratio and all subsequent primary deficit 
ratios until that period is reached. Thus, the expected present 
value of government debt outstanding in period t+n relative 
to GDP in that period is equal to the current debt/GDP ratio 
plus the sum of all discounted real primary deficit/GDP ratios 
between period t and period t+n. 

Theoretically, the intertemporal budget constraint only re
quires that the lefthand side of this expression be equal or 
less than zero, lim Etôtnbt+n < 0 as η becomes very large, so 
that government debt remains bounded relative to GDP. It 
rules out the government's playing of a Ponzi game, i.e. the 
attempt to serve an existing and growing debt by raising new 
debt without limit. If the intertemporal budget constraint was 
violated, private investors would realize that the govern
ment's liabilities would eventually exceed its revenueraising 
capabilities. The price of government debt would then 
immediately fall to zero, i.e. no private investor would 
willingly hold government debt today, and the government 
would see itself barred from the credit market. 

The practical implications of this condition are, however, 
only weak. Sustainability implies that, ultimately, govern
ment debt cannot grow at a faster rate than the growth
adjusted real interest rate. But this does not preclude long 
periods of time in which government debt rises much faster 
than that. 

To translate it into a practically more relevant requirement, 
one may consider the intertemporal budget constraint for a 

where ,,t+n* 1S the ex post discount factor calculated from 
actual interest rates, inflation rates, and real income growth 
rates. Based on this expression, we will call policies during a 
given period nonsustainable, if St(n*) < 0. 

Graphs Bl to B2 plot the sustainability measures for the EC 
member countries in the period from 1971 to 1982 and 1984. 
Note that equations (4) and (5) imply that, for a given sample 
period, there is a tradeoff in the construction of the 
sustainability measures between choosing a longer time 
horizon, which does more justice to the longrun orientation 
of the concept, and evaluating policies over a longer time 
period, which allows to identify changes in sustainability 
over time. In view of this tradeoff, we chose time horizons 
n* of eight years (Graph Bl) and of six years (Graph B2) 
for comparison. 

Consider the example of Belgium in Graph Bl. In the early 
1970s, Belgian fiscal policy was unsustainable in the sense 
that the discounted debt ratio eight years ahead was 20% 
larger than the current ratio in each year. This indicates that 
the Belgian fiscal stance needed significant reversal to stop 
government debt from growing too fast. The graph indicates 
that Belgium reached closer to sustainability only in the 
1980s. Due to the method of calculating our measures, this 
reflects the stabilization the debt to GDP ratio after 1986 
shown in Graph 3 on page 249. 

The Danish case is another interesting one. The sustainability 
measure quickly deteriorated in the first half of the 1970s, 
but then improved strongly. Note that, from the construction 
of these measures, the improvements in the second half of 
the 1970s actually reflect the stabilization of the Danish debt 
ratio after 1983. Thus, the correct interpretation of these 
measures is that the Danish deficits in the second half of the 
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GRAPH Bla: Sustainability 

■100 

Eight-year horizon, 1971-82 

1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 

■ΒθDKâDAGR 

GRAPH Bib: Sustainability 

20 

0 

sr 
2 0 

100 

Eightyear horizon, 197182 

θ θ θ θ θ θ" 

1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 

■ E O  F Ô  I R L A I 

GRAPH Ble: Sustainability 

Eightyear horizon, 197182 

1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 

■ L G  N L Ô P ^ U K 

■ ■ Μ Ι Μ Μ Η 

384 



Appendix Β: Empirical analysis 

GRAPH B2a: Sustainability 
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1970s were only compatible with improving sustainability 
given the drastic and painful adjustments made in the 
early 1980s and later. Rather than condoning Danish fiscal 
performance in the late 1970s, the sustainability measure 
shows that this performance was compatible with achieving 
sustainability only by undertaking big changes in later years. 

Taking Graphs Bl (a) to (c) together, one may distinguish 
three different groups of countries in the sample. The first 
group, France, Germany, the United Kingdom, Luxembourg 
and the Netherlands remained close to sustainability through
out the whole period under consideration. A second group, 
consisting of Denmark, Belgium, and Ireland, started the 
1970s with unsustainable fiscal policies, but managed to get 
close or above the zero-line in the 1980s. The third group, 
including Italy, Greece, Spain, and Portugal had unsustaina
ble fiscal policies throughout this entire period. Although 
these countries showed some improvement, they still require 
large adjustments in their fiscal performance to achieve 
sustainability. Graphs B2 (a) to (c) show the sustainability 
measure for a six-year horizon. They confirm this general 
picture, indicating that the general conclusions are not 
sensitive to a change in the time horizon for which sustaina
bility is considered. 

To evaluate the link between budget processes and fiscal 
performance in terms of sustainability, we use the non-
parametric tests reported in Table B5. The first two rows of 
this table give the rank correlation coefficients between the 
average of our sustainability measures over the time periods 
1971-82 and 1971-84, respectively, and our structural and 
long-term constraint indexes. The structural index is signifi
cantly correlated with both sustainability measures, indicat
ing that high performance in terms of sustainability tends to 
be more likely in countries with a strong strategic structure 
of the budget process. The long-term constraint index is 
positively correlated with the sustainability measure for the 
six-year time horizon; for the eight-year horizon this is only 
true if we leave out Luxembourg. This suggests that a 
more stringent long-term constraint embedded in the budget 
process is conducive to fiscal discipline in the sense of 
sustainability. 

The next two rows confirm and strengthen these conclusions. 
Here, we divide the countries into three groups with low 
(1-4), medium (5-8) and high (9-12) ranks on the indexes 
characterizing the budget processes. The tests ask whether 
these groups rank similarly in regard to sustainability. The 
tests strongly suggest that the answer is no. Thus, we 
conclude that both a long-term constraint and an adequate 
strategic structure of the budget process are instrumental to 
achieve sustainability of fiscal policies. 

Table B5 

Sustainability and budget processes 

Test 

Rank correlation with structural 
index 

Rank correlation with index of 
long-term constraint 

Mann-Whitney test with structural 
index 
Mann-Whitney test with index of 
long-term constraint 

Eight-year 
sustainability 

measure 

0,61* 
(0,73*) 

0,46 
(0,61*) 

3** 

10* 

Six-year 
sustainability 

measure 

0,60* 
(0,68*) 

0,60* 
(0,63*) 

3 * * 

10* 

NB: * and · · denote statistical significance at the 5 and 1% significance levels, respectively. 
Numbers in parentheses are the rank correlation coefficients, leaving out Luxembourg. 

B.4. Budgeting and the role of open-ended 
expenditure 

An open-ended expenditure item is a commitment of the 
government for payments the total amount of which are 
unknown at the time when the commitment is entered. The 
most clear-cut example for open-ended expenditure are 
transfer payments connected to social programmes. Here, the 
government typically grants private households the right to a 
transfer payment provided the members of the household 
fulfil certain criteria such as low income, being a student, not 
having a job, etc. No precise forecast exists for the total 
amount of transfer payments at the time when the right is 
granted, and, in fact, the total amount can vary widely over 
time. As a result, open-ended expenditure poses a threat to 
the controllability of government spending. 

Transfer payments are not the only type of open-ended 
expenditure. Interest payments on public debt also have an 
open-ended nature. Since a portion ofthe debt has to be rolled 
over continuously, interest payments follow the general 
development of the level of interest rates. In times of rising 
interest rates, therefore, interest payments rise. Similarly, the 
government wage bill is of an open-ended nature to some 
extent. It results from the political and legal difficulty to 
reduce government employment in times of rising wage costs 
as well as from the fact that many governments cover public 
pensions for their retirees from their current wage bill. 

The general characteristic of open-ended expenditure which 
these examples point to is that such expenditure results from 
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decisions taken in the past and a nondecision, in the present, 
to change the government's commitments. Thus, while 
government purchases of goods and services typically in
volve an administrative act to expend money, openended 
expenditure will occur automatically unless an administrative 
act is taken to prevent it. This implies that openendedness is 
a political rather than an economic characteristic. 

Since openendedness is a political rather than an economic 
concept, it is difficult to measure precisely the importance of 
openended expenditure in actual budgets. As an approxi
mation, Table B6 considers the sum of government transfer 
payments to households, interest payments on public debt, 
and the government wage bill. Among these components, 
transfer payments to households and interest payments have 
been the more dynamic ones over the past two decades. The 
ratio of the wage bill to GDP has remained fairly constant in 
all EC States; the changes of openended expenditure shown 
in Table B6, therefore, are mainly the result of rising transfer 
payments and rising interest payments. 

Table B6 

Openended expenditure 

A: 

Country 

Belgium 

Denmark 
Germany 

Greece 
Spain 

France 
Ireland 
Italy 

Luxembourg 
Netherlands 
United Kingdom 

Expenditure 

Average 

197074 

29,2 

27,5 
24,6 

16,3 
8,4 

27,7 
24,6 
25,1 

25,0 
33,4 
24,0 

as a percentage 

Average 

197579 

37,4 

33,9 
30,3 

18,5 
11,0 

32,3 
29,2 
28,6 

35,3 
40,4 
27,2 

: of GDP 

Average 

198084 

45,0 

43,5 
31,1 

27,0 
23,7 

37,4 
36,4 
34,8 

37,7 
45,4 
30,3 

Average 

198590 

44,1 

43,3 
29,6 

34,5 
28,0 

38,5 
37,8 
38,1 

35,8 
43,8 
28,3 

B: Expenditure as a percentage of general government spending 

Country Average 
197074 

Average 
197579 

Average 
198084 

Average 
198590 

Belgium 
Denmark 
Germany 
Greece 
Spain 
France 
Ireland 
Italy 

Luxembourg 
Netherlands 
United Kingdom 

70,8 
63,8 
59,9 
n/a 

37,0 
72,5 
64,1 
73,0 

69,9 
78,2 
62,6 

74,7 

68,1 
63,0 
n/a 

40,0 
73,7 
64,7 
73,4 

69,6 
75,7 
64,0 

78,3 

72,7 
64,0 
69,2 
64,1 
75,2 
69,0 
74,7 

68,4 
75,4 
68,2 

81,6 

74,7 
63,6 
70,4 
67,6 
75,8 
77,8 
74,7 

69,8 
74,2 
69,5 

Part A of the table shows that EC countries had fairly similar 
ratios of openended expenditure to GDP in the early 1970s. 
For most countries, the ratio was around 25%. Spain and 
Greece were noticeable exceptions on the low side, the Nether
lands the exception on the high side. By the late 1990s, much 
larger differences among the EC members occurred. The 
United Kingdom, Germany and Spain maintained ratios below 
30%, Greece, France, Ireland, and Luxembourg had ratios 
between 30 and 40%, while in Belgium, Denmark, and the 
Netherlands the ratio of openended expenditure to GDP ex
ceeded 40% of GDP. The largest increases in this ratio oc
curred in Spain, Greece, and Denmark. 

There is greater similarity in the share of openended 
expenditure in total general government spending. Part Β of 
the table shows that these shares are near or over twothirds 
for all the EC member countries at the end of the 1980s. 
Comparing the late 1980s with the early 1970s, only Spain 
experienced a large rise in the share of openended expendi
ture in total spending; Belgium and Ireland witnessed in
creases of more than 10%. Only the Netherlands managed to 
reduce this share over the past two decades. 

Openended expenditure poses an obvious threat to the 
controllability of the government budget. If all expenditure 
was openended, no control would be possible in the short 
run, since spending would be entirely endogenous. The more 
important openended expenditure is, the more politically 
difficult the budget process becomes. The reason is that, 
when such expenditure exceeds the amount forecasted and 
provided for in the budget, the government invariably faces 
hard political choices: adjustment then requires either to 
reduce spending in other, more directly controllable areas of 
spending, or to deny what the public has become accustomed 
to regarding as a rightful claim. 

Table B7 

Rank correlations 

Change in 
openended 

expenditure/GDP 
ratio 198084 

versus 197074 

Openended 
expenditure as 
share of total 

spending 198590 

Change in 
openended 

expenditure share of 
total spending, 

198084 
versus 197074 

Eightyear 

sustainability 
measure 

Structural index 

Longterm 

constraint index 

Debt/GDP 

Total 
deficit/GDP 
198084 

0,63* 

0,63* 

0,60* 

0,40 

0,50 

0,18 
0,26 

0,75* 
■ 0,60* 

0,63 

0,31 
0,34 

0,05 

0,10 

0,07 

NB: * denotes statistical significance at the 5% level. 
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To explore the link between open-ended expenditure and 
budgetary performance, Table B7 reports a number of 
statistical tests. The first row of this table shows the 
rank-correlation coefficients of our average fiscal sustaina
bility measures with the change in the ratio of open-ended 
expenditure to GDP between the early 1970s and the early 
1980s, the share of such expenditure in total spending, and 
the change in this share between the early 1970s and the 
early 1980s. Since most of the changes in these ratios 
occurred between 1970 and the 1985, we do not report the 
statistical results for the late 1980s. 

The tests indicate a significant positive correlation between a 
large increase in the ratio of open-ended expenditure to GDP 
and non-sustainability of fiscal policy. This suggests that the 
bulk of spending increases that made fiscal policies non-
sustainable occurred in the area of open-ended expenditure. 
That is, non-sustainable fiscal policies are, to a large extent, 
the result of non-decisions in the budget process. They are 
the consequence of a lack of political action to revert past 
commitments in the face of tighter financial conditions rather 
than being the result of new, current administrative action to 
increase spending beyond current means. 

The next two rows consider the rank correlation between our 
structural and our long-term constraint index and measures 
of the importance of open-ended expenditure. These tests 
suggest that both a strong long-term constraint and an 
appropriate strategic structure of the budget process are 
conducive to containing the growth of open-ended expendi
ture relative to GDP. A strong long-term constraint is 
also correlated with a relatively low share of open-ended 
expenditure in total spending. 

The remainder of this table considers the correlation between 
the same measures of open-ended expenditure and the fiscal 
performance of the EC Member States in terms of deficits 
and debt. A significant, negative rank correlation is shown 
between the share of such expenditure in total spending and 
the debt-to-GDP ratio. This indicates that high-debt countries 
tend to have large shares of open-ended expenditure. In part, 
this can be attributed to the increasing importance of debt 
service in the budget of high-debt countries. Furthermore, 
this correlation corroborates the link between sustainability 
of fiscal policies and open-ended expenditure. If a predomi
nance of such expenditure tends to result in non-sustainable 
fiscal performance, the ultimate result must be relatively high 
levels of public debt. 

B.5. Budget processes and fiscal stabilization 

To see whether or not there is a conflict between budget 
processes conducive to fiscal discipline and the macro-
economic stabilizing function of the budget, we investigate 

the responsiveness of the general government budget to 
changes in GDP. According to the stabilizing function, the 
government deficit as well as government expenditure should 
respond to changes in GDP in an anticyclical way. That is, 
expenditure and the deficit should grow in response to a 
decline in the growth rate of GDP and fall in response to a 
rise in the growth rate of GDP. Note that such a stabilizing 
function can be both the result of automatic stabilizers built 
into the budget, such as an income tax or an unemployment 
insurance, or the outcome of discretionary, anticyclical poli
cies. 

Formally, consider the following model 

xt = ao + a,Ayt + u, (6) 

where x, denotes the dependent variable, either the govern
ment deficit or the change in government spending, both 
measured relative to GDP, and Ay, denotes the growth rate 
of GDP. With an effective stabilizing function of the budget, 
the coefficient ai should be negative. 

In order to investigate the impact of budget processes, 
consider the following test procedure. Let DUMMY1 be a 
variable that takes the value DUMMY1 = 1 for countries 
with a structural index SI between 9 and 12 and DUMMY1 
= 0 otherwise, and let DUMMY2 be a variable taking values 
DUMMY2 = 1 for countries with a value of the structural 
index between 5 and 8 and DUMMY2 = 0 elsewhere. 
Consider now the following, extended model 

x, = a„ + a,Ay, + b,(DUMMYl*Ayt) + b2(DUMMY2*Ay,) + vt (7) 

The two interactive dummies allows us to measure the impact 
of a high structural index of their budget process: if processes 
characterized by a high structural index systematically im
pede macroeconomic stabilization, the coefficient bx should 
offset the coefficient at, i.e. bi = - ai. Alternatively, if a 
process characterized by a high value of the structural index 
reduces a country's stabilization capacity, we should have 
0 < bi < - ai. Similarly, if a process characterized by a 
medium level of the structural index reduces a country's 
ability for fiscal stabilization, we should observe 
0 < b2 < - a,. 

The same logic can be applied for the case of the long-term 
constraint index. Here, we define the dummy variables in the 
same manner, setting DUMMY1 = 1 for countries with a 
long-term constraint index CON between 9 and 12 and 
DUMMY1 = 0 elsewhere, and DUMMY2 = 1 for countries 
with an index between 5 and 8 and 0 elsewhere. 
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To simplify the implementation of this test, we can note that, 
under the Null hypothesis the structural index and the 
long-term constraint index have no effects on the stabilizing 
function of the budget, bj = b2 = 0. If this hypothesis is not 
rejected, no further information is needed about the sign and 
the magnitude of these two coefficients. 

We proceed as follows. We estimate stacked regression 
models for the deficit-to-GDP ratio and the change in 
the government spending-to-GDP ratio. In each case, the 
dependent variable is the stacked vector of the relevant 
variables for all 12 EC member countries. The explanatory 
variables are the stacked lagged dependent variables and the 
stacked current and lagged growth rates of GDP, respectively. 
In addition we add dummies allowing for a shift of the 
intercept of the regression equation with the structural index 
SI. This is appropriate since we observed earlier that countries 
with a higher index value tend to have lower deficit and 
debt ratios. 

These regressions are reported in the two equations in the 
table. As suggested by the stabilization argument, the deficit 
and the change in government spending respond negatively 
to GDP growth. Furthermore, both the deficit and the change 
in spending respond positively to the lagged GDP growth 
rate. This change in sign corroborates the stabilization 
property of the budgets in the countries under consideration. 

The dummy variables SI3 and SI2 are defined to be 1 for 
countries with index values of the structural index between 1 
and 4 and between 5 and 8, respectively. These dummies 
indicate that countries with weak structural properties of 
their budget processes tend to have higher average deficits 
and growth rates of government spending. This confirms the 
findings in von Hagen (1992). 

The t-values and the coefficients of determination indicate 
that the models have significant explanatory power, although 
the latter is weaker for the change in the spending/GDP ratio 
than the deficit/GDP ratio. Augmenting the regression model 
by a set of 11 country dummies to allow for country-specific 
intercepts did not improve the fit significantly. 

Each of these regressions yields a stacked vector of estimated 
residuals which form the basis of the tests for b^ = b2 = 0. 
Using a La-Grange multiplier approach, we regress the 
residuals on the same explanatory variables plus the dummy 
variables DUMMY1 and DUMMY2 multiplied by the 
growth rate of GDP. For each regression, the statistic TESTI 
applies to the structural index, while the statistic TEST2 
applies to the long-term constraint index. Both statistics 
follow chi-square distributions with two degrees of freedom 
under the respective Null hypotheses. The critical values for 
statistical significance at the 5% marginal significance level 
is 5,99. 

Table B8 

Regression results 

D, = - 0,20 + 0.75SI3 - 0,076(Ay, - Ay,_2) + 0,037Ay,_! + u, 
(0,9) (3,3**) (3,3**) (1,5) 

R2 = 0,89 
TESTI = 4,02 TEST2 = 2,32 

(G/y), = - 0,8 + 0,17 SI2 + 0,15A(G/y),_i - 0,22Ay, + 0,18Ay,_, + 0,08Ay,_2 + v, 
(0,3) (0,8) (2,6*) (7,3**) (5,4**) (2,8**) 

R2 - 0,22 
Testi = 5,84 Test2 = 5,54 

NB: D: deficit-GDP ratio 
G/y: government expenditure-to-GDP ratio 
Ay: growth rate of GDP, SI2, SI3, dummies for structural index between 5 and 8 and between 9 and 12 
u, v: regression rest 
Numbers in parentheses are absolute t-statistics. 
* and ·* denote statistical significance at the 5 and 1% levels, respectively. 
TESTI is the result of a test for significant effects of differences in structural index. TEST2 is the result of a test for significant effects of long term constraint index. Both tests have a 
chi-square distribution with two degrees of freedom under the Null hypothesis of no effect. 
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Table B8 summarizes the results of empirical tests for the 
significance of these dummies. The table shows that neither 
statistic is significant at the 5% level. This indicates that 
there is no systematic difference between EC member 
governments of different values of the structural and the 
long-term constraint index as regards the stabilizing function 
of their budgets. Neither an important strategic role of a key 
participant in the budgeting process such as the prime 
minister or the finance minister nor institutional provisions 
favouring a greater long-term orientation of the budget 
process seem to prevent governments from using the budget 
to conduct counter-cyclical policies. Thus, there is no evi
dence that budgetary discipline and macroeconomic stabiliza
tion are conflicting goals of budgeting. 

One may argue that the results of the regression models 
reported in table B8 are misleading due to a potential 
simultaneity bias. Thus, if the budget is used effectively to 
stabilize aggregate economic fluctuations, the observed GDP 
growth rate is itself a function of the public sector deficit or 
the change in government expenditures. To safeguard against 
errors resulting from such a bias, we re-estimated our 
regression models using an instrumental variables approach 
with lagged values of the explanatory variables as instru
ments for current GDP growth. The results — not reported 
here — did not indicate a significant impact of our inter
active dummies. 

Another criticism against these empirical results concerns 
the actual use of fiscal stabilization policies in the past 20 
years. Few economists would argue today with the same 
confidence as in the 1960s that fiscal stabilization can and 
should be used for macroeconomic fine-tuning. As in most 
OECD countries, EC governments, in the 1980s, became 
reluctant to use fiscal stabilization in view of the experience 
with rising inflation and persistent unemployment despite of 
their fiscal stabilization efforts in the 1970s. On this ground, 
one may argue that the cross-country differences in attempted 
fiscal stabilization were limited during much of our sample 
period. Structural strength of the budget process or a binding 
long-term constraint might prevent countries from engaging 
in frequent large-scale stabilization programmes; but due to 
the absence of such attempts in the sample such effects are 
not visible in the regressions. 

While this may be true, it would still seem unlikely that 
European governments return to pre-1970, Keynesian ortho
doxies of fiscal policy. Thus our results would still hold for 
the range of policies that are likely to be pursued in the EC 
in the future. Furthermore, even if active fiscal stabilization 
had completely disappeared in the 1980s, our regression 
results still reflect the automatic stabilization properties of 
government budgets and the statistical tests indicate, from 

this perspective, that budgetary discipline is no contradiction 
to designing a fiscal system with an effective macroeconomic 
stabilizer function. 

B.6. Forecasting and control functions 
of the budget 

The analysis in the report and in the appendices Bl to B4 
has emphasized the role of the government budget as an 
instrument for conflict resolution. Budget processes have 
been evaluated with regard to how conducive they are to 
fiscal discipline. In Chapter 6 on page 355, however, 
we noted that budgets also serve important administrative 
functions in practice, i.e., they are used as forecasting and 
control instruments. In this section, we look at the relation
ship between the politico-economic function and the adminis-
trative functions. 

As a forecasting tool, the budget is an instrument for 
financial and economic planning. This function includes the 
forecasting of the cost of public programmes in the period 
under consideration to obtain an estimate of the total 
spending by departments and by the government in general. 
Furthermore, it includes forecasting the revenue of the 
government's various tax sources to obtains an estimate of 
its current income. Obviously, such forecasts are essential to 
make informed decisions with regard to the total amount of 
resources commanded by the public sector as well as the 
distribution of these resources over the various, competing 
uses. Finally, the budget also provides information about 
important macroeconomic aggregates which enter the de
cision making processes of businesses and households in the 
private sector. 

As a control instrument, the budget as passed by parliament 
provides a standard of performance to which budget out
comes can be compared. Once the financial year has begun, 
an additional control function becomes relevant: as the 
process of implementation evolves, information is gathered 
about budget outcomes and the budget gradually develops 
into a report of results rather than a statement of intentions. 
It is clear that the quality of the information gathered during 
this phase is an important determinant of the degree to which 
the government effectively controls the implementation pro
cess. 

The purpose of this section is to evaluate the link between 
the performance of the budget as a tool for forecasting and 
control and the characteristics of the budget processes 
discussed above. On a conceptual basis, this link is ambigu
ous. On the one hand, characteristics of the budget making 
it a good forecasting and control instrument should be 
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complementary to processes conducive to fiscal discipline. 
The reason is that the effective control of revenues and 
expenditures required to achieve discipline is facilitated if 
the predictions made in the budget and the information 
collected during the implementation are generally precise. 
From this perspective, good quality as an instrument for 
forecasting and control should occur in countries with a good 
strategic structure of the budgeting process or with a more 
stringent long-term constraint. 

On the other hand, rigid centralized control and long-term 
orientation may prevent those involved in the budgeting 
process from reacting to current economic events. The result 
would be that budget figures are not sufficiently responsive 
to such events to make the budget an effective forecasting 
tool. Similarly, administrative rigidity and constraints im
posed on the spending ministers may set incentives not 
to reveal all available information during the process of 
implementation, making the updated budget an ineffective 
control instrument. Thus, the effect of fiscal discipline on the 
budget's quality as an instrument for forecasting and control 
can go both ways. 

To evaluate this link empirically, we need a measure of the 
quality of the budget in these two regards. The quality of a 
forecast is generally assessed in terms of two characteristics, 
bias and precision. The bias of a forecast is the average 
difference between the forecast and the realization, or the 
negative average forecast error. For example, if a revenue 
forecast is biased upwards, the forecast systematically over
estimates revenues, and the average forecast error is negative. 
The precision of a forecast is the inverse of the variance of 
the forecast error; the larger the variance, and, hence, the 
larger the standard deviation of the forecast, the less precise 
a forecast is. 

To evaluate the quality ofthe national budgets as instruments 
for forecasting and control, we use summary data from 
the European Commission's Economic forecasts published 
bi-annually, in May and in November.1 The Economic 
forecasts include numbers for government receipts, expendi
tures and lending, all expressed as percentages of GDP. In 
contrast to national budget data, these numbers comply 
with the Commission's standards for national accounting. 
Therefore, the data provided in the forecasts is comparable 
across countries, which would not generally be true, if we 
used national budget data. Nevertheless, there is a link 
between national budget data and the Commission's fore
casts, since the latter are derived from data provided by 
national sources. Furthermore, the Commission discusses its 
forecast with technical experts representing the national 

governments. We assume that these discussions are specific 
enough and the Commission is sufficiently receptive to the 
national experts' arguments that the forecasts are consistent 
with the national governments' views framed in the Com
mission's accounting system. With this assumption, it is 
plausible to conjecture that there is a close link between the 
quality of the Commission's forecasts and the quality of the 
national budgets as forecasting tools. 

For each year's budget, two forecasts are of special interest. 
Consider government expenditures in year t, xt. The 
forecast of x, made in November of the previous year is 
the last forecast published before the beginning of the 
financial year covered by the budget. This forecast, 
therefore, reflects the information available at the closing 
of the budget process. The quality of this forecast reflects 
the quality of the budget as a forecasting tool. The forecast 
made a year later, i.e., in November of year t, reflects the 
information available at the closing of the relevant financial 
year about the actual budget outturns of that year. The 
quality of this forecast shows how well the administration 
can monitor actual budget developments during the year, 
therefore, it can be used as a measure of the quality of the 
budget as a control instrument.2 

Table B9 reports estimates of the averages and of the standard 
deviations ofthe forecast errors from 1980 to 1991. Consider 
the average errors first. Average revenue forecast errors 
range from 2% of GDP to -3,4% in the autumn of the 
current fiscal year, and from 3 to - 3,36% in the autumn of 
the preceding year. Average expenditure forecast errors range 
from 1,2% of GDP to - 3,4% in the autumn of the current 
fiscal year and from 1,6 to - 3 % in the autumn of the 
preceding year. Their standard deviations range from 0,5 to 
over 3% on the revenue side and from 0,5 to 4% on the 
expenditure side. Rank correlations between the standard 
deviations of revenue and expenditure forecasts at the two 
forecasting points in time (not reported in Table B9) are 
significant and positive, indicating a systematic correlation 
in the forecasting quality for the budget figures a year ahead 
and the budget figures of the current year. Rank correlations 
of the standard deviations of the revenue and the spending 
forecast errors are significant and positive for the forecast of 
the current fiscal year, but not so for the forecast of the 
subsequent fiscal year. 

Our data is taken from Only (1992). 

2 For the UK, the November forecast corresponds to the previous 
spring forecast for other countries in terms of its position in the 
budgetary process. 
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Table B9 

Revenue and expenditure forecast errors, 1980-91 
(%> 

Government revenue estimate Government expenditure estimate 

Fall of t 

mean 

-0,33 
0,15 
0,70 

-0,43 
0,33 
0,04 

-1,50 
-3,37 

0,38 
-0,49 

2,06 
-0,71 

standard 

0,68 
1,18 
1,23 
1,72 
0,96 
0,48 
2,04 
3,12 
1,84 
1,24 
1,48 
0,86 

Fall oft 

mean 

-0,86 
0,80 
0,72 . 

-1,13 
0,76 

,30 
-1,37 
-3,36 

0,59 
-0,51 

3,02 
-0,61 

-1 

standard 

0,95 
0,61 
1,21 
2,16 
1,22 
0,80 
1,79 
3,39 
2,24 
1,90 
1,14 
1,59 

Fall of t 

mean 

-0,47 
-0,42 

0,38 
1,17 
0,57 

-0,23 
-2,10 
-3,42 
-0,46 
-0,06 

0,85 
-0,47 

standard 

1,25 
0,81 
1,23 
3,62 
1,61 
0,50 
2,25 
3,77 
2,91 
1,16 
0,97 
0,88 

Fall oft 

mean 

-0,47 
0,55 
0,58 
1,46 
1,02 

-0,04 
-1,53 
-3,07 
-0,48 

0,13 
1,60 

-0,21 

-1 

standard 

1,78 
2,70 
1,43 
1,70 
1,84 
1,09 
2,72 
3,51 
4,01 
1,40 
1,14 
L59 

Belgium 
Denmark 
Germany 
Greece 
Spain 
France 
Ireland 
Italy 
Luxembourg 
Netherlands 
Portugal 
United Kingdom 

Table BIO considers the link between forecasting quality 
and fiscal performance. The rank correlations between the 
forecast error variances and the debt/GDP ratios, the defi
cit/GDP ratios and the sustainability measures are all statisti
cally not different from zero. It is interesting, however, to 
divide the countries into two groups with debt/GDP and 
deficit/GDP ratios above and below EC average and to 
combine these divisions with a division into groups of 
forecast error variances above and below EC average in a 
contingency table. Table BIO shows that there is a statisti
cally significant association between countries with above-
average revenue forecast error variances and above-average 
debt/GDP and deficit/GDP ratios. The same is not true 
for expenditure forecasts. This indicates high-deficit and 
high-debt countries tend to have less precise revenue fore
casts than others. In contrast, there is no link between the 
quality of expenditure forecasts and debt or deficit per
formance. 

Although the forecasts are not statistically significantly 
biased, it is still interesting to perform a similar experiment 
dividing the 12 countries into groups with positive and 
negative average forecast errors. Table BIO shows that there 
is a statistically significant association between high debt 
and deficit ratios and negative average revenue forecast 
errors. Thus, countries with relatively high debt and deficit 
ratios in the EC tend to systematically overestimate their 
government revenues. No systematic link, in contrast, is 
visible between these fiscal performance measures and the 
bias of expenditure forecasts. 

Table BIO thus leads to the conclusion that high-debt and 
high-deficit countries have systematically greater difficulties 
in forecasting and monitoring government revenues. No 
statistical relationship exists between the usefulness of the 
budget forecasts and the sustainability of fiscal policies. 

Table BIO 

Fiscal performance and forecasting quality 

Average revenue 
forecast error 
negative 
Average spending 
forecast error negative 
Variance of revenue 
forecast error above 
EC average 
Variance of spending 
forecast error above 
EC average 

Debt/GDP 
ratio above 
EC average 

4,89* 

1,22 

4,89* 

1,22 

NB: Table entries are the results of a chi-square 
hypotheses. 
* Denotes significance at the 5% level. 

Deficit/GDP 
ratio above 
EC average 

4,89* 

1,22 

4,89* 

1,22 

Eight-year 
sustainability 

measure above 
EC average 

1,22 

1,22 

1,22 

1,22 

test from a contingency table for the relevant 
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There are two basic reasons why forecast errors may occur 
in the current context. One is that between the point in time 
when the forecast was made and the execution of the budget, 
the government changed its plans. The other is that the 
outcome to some extent depends on unforeseen events. One 
may suspect that budget forecasts are more vulnerable to the 
latter source of error if they contain a large share of 
open-ended expenditures. To explore this possibility, we 
estimated the rank correlation coefficients between the 
forecast error variances and the ratios of open-ended expendi
tures to GDP and to total government spending. None of 
these coefficients turned out to be statistically significant. 

Table B l l explores the relation between the precision of the 
budget forecasts and the quality of the budget processes. The 
first two columns of this table indicate that the rank 
correlation between the forecast error variances and the 
structural and the long-term constraint indexes are all 
negative. Thus, a high rank on the structural index and the 

long-term constraint index tends to go together with a 
relatively low forecast error variance. However, these corre
lations are statistically significant only for the structural 
index and the forecasts of the current budget figures. 

The next four columns use non-parametric tests to evaluate 
this link. Here, we divide our countries into three groups of 
low (ranks 1 to 4), medium (ranks 5 to 8), and high (ranks 9 
to 12) values of the indexes. These tests show that there is a 
systematic and highly significant difference in the forecasting 
precision between these three groups. Thus, for all four 
forecast exercises, countries with a strong strategic structure 
of the budget process and countries with a relatively stringent 
long-term constraint tend to have the most precise budget 
forecasts. This suggests that there is empirically a significant 
complementarity between the usefulness of the budget as a 
forecasting and a control instrument and the usefulness of 
the budget process to achieve fiscal discipline. Processes 
conducive to fiscal discipline do not seem to impede good 
forecasting quality of the budget. 

Table B l l 

Budget processes and forecast error variance 

Government revenue, 
autumn of t forecast 
Government revenue, 
autumn of t-1 forecast 
Government expenditures, 
autumn of t forecast 
Government expenditures, 
autumn of t-1 forecast 

Rank correlation 

SI 

0,57* 

0,33 

0,84** 

0,51 

CON 

0,38 

0,08 

0,23 

0,38 

Wilcoxon test 

SI 

0,0006 

0,03 

0,03 

0,001 

CON 

0,002 

0,07 

0,0002 

0,0008 

SI 

0,01 

0,03 

0,001 

0,008 

Savage test 

CON 

0,003 

0,005 

0,001 

0,008 

NB: * and · · denote statistical significance at the 5 and 1% levels, respectively. For the Wilcoxon and Savage tests, marginal significance levels for rejecting the Null hypothesis are reported. 
For each test, the Null hypothesis is that the forecast error variances are the same for countries with low (1 to 4), intermediate (5 to 8) and high (9 to 12) values of the structural index (SI) 
and the long-term constraint index (CON). 
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Appendix C: cedure and the Lords exercise no effective power in budget
ary matters.1 

Case studies 

Case study 1: United Kingdom 

1. The constitutional background 

1.1. Characteristics of the Constitution 

What most commentators refer to as the constitution of the 
United Kingdom is a mixture of (a) law applied by the courts; 
(b) rules and principles of behaviour which are regarded as 
binding on constitutional actors although not directly applied 
by the courts; and (c) practices which can be readily altered. 
These elements exist in most, if not all, constitutions. Two 
factors make the UK unusual. Firstly, it has no constitutional 
document and there are no organic laws or other special 
categories of legislation. Secondly, British legal tradition has 
paid relatively little attention to regulation and organization 
ofthe activities ofthe State. Together these two factors mean 
that elements (b) and (c) are more prominent in the UK 
than elsewhere. 

The rules and principles of category (b) are often referred to 
as conventions of the Constitution. Many of the most 
fundamental aspects of the system of democratic government 
in the UK are based on conventions, for example: limitation 
of the political role of the monarch; resignation of a 
government which can no longer command a majority in the 
House of Commons; and the roles of the cabinet and 
prime minister. 

1.2. Parliament 

Parliament consists of two Houses. Members of the House 
of Lords are mainly hereditary peers or life appointments. 
Members of the Commons are elected by single-member 
constituencies, using the relative majority (first past the post) 
system. This usually produces governments with a majority 
in the Commons, formed by a single party. The House of 
Commons is the focus of all parliamentary financial pro-

Traditionally there has been no budget in the normal sense 
of a unified legislative act concerning taxes and spending. 
Taxation and expenditure have been dealt with at different 
times and through different parliamentary procedures; the 
Budget has contained only taxation measures.2 From Nov
ember 1993, Budgets will take place at the same time as 
decisions on public expenditure are made known.3 This 
unified budget will not alter the constitutional basis of 
parliamentary financial procedures. Spending and taxation 
will continue to be authorized by different pieces of legis
lation (Consolidated Fund and Appropriation Acts for expen
diture; the Finance Act for taxation). 

Parliament's so-called power of the purse is based on the 
constitutional principle that charges upon the public revenue 
(i.e., broadly, central government expenditure) must be 
authorized by legislation. The parliamentary process (supply 
procedure) begins with the annual presentation to Parliament 
ofthe supply estimates, which form the basis of Consolidated 
Fund and Appropriation Acts. (Consolidated Fund standing 
services are not subject to supply procedure. This category 
includes central government debt servicing, i.e. payments to 
the National Loans Fund in respect of service of the 
National Debt. 

For historical reasons it is regarded as a basic principle of 
financial procedure that only government ministers may 
propose spending or taxing measures. This is called the 
principle of the financial initiative of the Crown. This 
rule applies to all legislation. It restricts amendments by 
Parliament to financial legislation proposed by the govern
ment as well as the initiation of legislation. In contrast, 
amendments to reduce the rate or incidence of a tax, or to 
reduce an estimate are permissible. Government defeats on 
taxation amendments are not unknown and do not necessarily 
provoke the fall of the government, unless it has chosen to 
treat the issue as one of confidence. 

Since the 17th century the Commons have asserted privilege in respect 
of 'bills of aids or supplies' (i.e. now, Finance and Consolidated Fund 
Bills). The Lords have traditionally accepted that they had no power to 
amend such bills but claimed a power to reject them. The effect of the 
Parliament Acts 1911-49 is that the Lords have no power to amend or 
reject any bill certified by the Speaker of the House of Commons as a 
'money bill'. The term, 'money bill' is fairly narrowly defined and is not 
the same as a 'bills of aids and supplies'. Most Finance Bills, however, 
are not certified as 'money bills'. Erskine May comments that although 
rejection of bills of aids and supplies which are not money bills 'is 
permissible, it has virtually ceased to be practicable'. 
This resembles the practice in the Irish Republic. Hereafter, when the 
'Budget' in this sense is meant the word will be capitalized. 
See Cm 1867, Budgetary reform, 1992 and see below Section 5.1. 
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In practice, the estimates are not amended. Procedural 
opportunities for amending estimates are very limited and it 
seems that any amendment would be treated as an issue of 
confidence (Griffith and Ryle, 1989). Vis-à-vis Parliament, 
they are essentially a form of ex ante financial accounting. In 
so far as they are used as a financial control mechanism, they 
enable the Treasury to control government departments, not 
Parliament to control the Executive. 

1.3. Prime Minister and Cabinet 

The powers and functions of the Prime Minister (PM) are 
not defined by law; they are a matter of convention. Ministers 
are chosen by the PM and the only constraints on that choice 
are political.1 The composition of the Cabinet is similarly a 
matter of the PM's political choice although, in practice, 
major ministerial offices automatically bring Cabinet mem
bership. Quaintly-named traditional offices are used to 
bring ministers without departmental responsibilities into the 
cabinet.2 These are often political allies of the PM. 

The PM determines the number, functions and membership 
of Cabinet committees. Key committees from the point of 
view of the budget are Economic and Domestic Policy (EDP) 
and Public Expenditure (EDX) (see section 3.1 below). Until 
recently, cabinet committees were secret, but the membership 
and terms of reference of ministerial committees are now 
made publicly available.3 The rules of procedure of the 
Cabinet and its committees are also determined by the PM. 
Some of these are also publicly available.4 

1.4. Treasury 

Although there is no formal ranking of cabinet roles, that of 
Chancellor of the Exchequer has long been regarded as 
second in power and influence only to the PM. The Chancel
lor's official residence is Number 11 Downing Street, next 
door to that ofthe Prime Minister. During the 1980s, the post 
of Chief Secretary to the Treasury (number two at the 
Treasury) has become more prominent and now automati
cally carries a Cabinet place. It is the Chief Secretary who is 
now seen to conduct bilateral negotiations with spending 

In formal terms, ministers are appointed by the Crown on the advice of 
the Prime Minister. The maximum number of ministerial salaries which 
may be paid and the maximum number of ministers who may sit in the 
House of Commons are fixed by law. 
Chancellor of the Duchy of Lancaster, Lord Privy Seal, Lord President 
of the Council. 
Cabinet Office, 'Ministerial committees of the Cabinet', May 1992, 
revised January 1993. No details are made public of Committees of 
officials or mixed ministerial/official committees. 
Questions of procedure for Ministers, Cabinet Office, May 1992 

ministers in the budget process (below Section 3.3). By 
implication, the rank of the Chancellor has been elevated 
above that of spending ministers. 

There are no specific rules (other than the principle that 
the contents of the Budget are secret until announced to 
Parliament) which restrict cabinet participation in decisions 
about taxation. Traditionally, however, the involvement of 
ministers other than the Chancellor and the Prime Minister is 
extremely limited. Treasury powers over departments are a 
matter of practice or convention. In particular, the Treasury 
view is that parliamentary authorization does not entitle 
departments to incur expenditure or commitments. By con
vention, Treasury approval is also required, although, in 
practice, extensive powers are delegated.5 However, depart
ments are required to refer to the Treasury for approval all 
proposals which could increase pressure on public expendi
ture plans for subsequent years. 

1.5. Local government 

The 1980s saw a breakdown of the traditional financial 
relationship between local and central government. There is 
now an elaborate legal framework which gives central 
government control of local authority borrowing and of the 
use made of capital receipts. Borrowing may only be used to 
finance capital expenditure. Following the use of creative 
accountancy to circumvent current spending limits, a new 
system of controls and new mechanisms of enforcement have 
been put in place.6 

The level of local domestic taxation (the community charge 
and, from April 1993 the council tax) is determined by each 
authority, but may be subjected to central government 
capping. For 1991-92,1992-93 and 1993-94, central govern
ment announced provisional capping figures the previous 
autumn so that local authorities can take them into account 
in setting their budgets. 

The position is thus that central government has the legal 
power to exercise control, albeit indirect, over local govern
ment spending, both capital and current, and whether self-
financed or funded from central grants. 

The official view of these powers is set out in HM Treasury (1989) and 
its periodic updates. 
Local Government Finance Act 1992 (as amended), Sections 15, 25A, 
25D; Local Government Act 1992, s5; Local Government Finance Act 
1988, ss 113, 114 — these also served to force some unwilling local 
authorities to collect the poll tax. 
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2. Public finance 2.3.1. Public expenditure 

2.1. Public expenditure 

Since the 1950s there has been steady real growth of 
public expenditure in the UK, as in comparable countries.1 

However, the ratio of public expenditure to GDP has not 
shown a steady upward trend. This ratio fell to a postwar low 
of 38,5% in 1956, rose to 41,5% in 1964 and 48%in 1968 
before falling back slightly. It remained stable in 1970-74, 
then increased to over 53% in 1975, dropping back to below 
50% in the late 1970s. It rose again in the early 1980s before 
falling to a level lower than that of the mid-1960s in the 
second half of the decade (Hogwood, 1992). It has risen 
again sharply in the early 1990s. 

Treasury estimates propose 1980/91 and 1991/92 as cycli
cally comparable years, showing a fall in the cyclically 
adjusted public expenditure/GDP ratio over the decade from 
47% to 42% though because of the problems associated with 
measuring trends the precise figure should not be invested 
with undue significance. (Hogwood, 1992, p. 22) 

A reduction in the ΡΕ/GDP ratio was first made an objective 
by the Labour Government in the second half of the 1970s 
(Command (Cm.) 6393 (1976) and Cm. 6721-1 (1977)). In 
1978 and 1979 this was relaxed: spending growth was to be 
within the prospective growth rate of national income. 
(Cm. 7049-1) The Conservative government elected in 1979 
adopted a more precise target; to reduce public expenditure 
in real terms by 4% over a four-year period (Cm. 7866). This 
was superseded in 1984 by the aim of holding spending 
broadly at its present level in real terms. (Cm. 9189; Cm. 
9702-1) This in turn was replaced in the 1986 autumn 
statement by the objective of ensuring that total public 
spending, even without taking account of privatization pro
ceeds, continues to decline as a percentage of GDP. (Autumn 
statement, 1992; Cm 2096). In 1992 the government's 
objective was stated to be that, over time, total public 
spending should decline as a proportion of GDP. The 
government also aims to ensure that the real growth of public 
spending over time is no higher than 2% a year. However 
this does not mean that the real growth of public spending 
will be less than 2% in every year (Treasury bulletin, Vol. 3, 
issue 3 (1992) pp. 11-18). 

2.2. Deficits and debt 

In the period 1970-92, the level of net borrowing by general 
government was usually consistent with a stable or falling 
ratio of gross debt to GDP. Before 1992 significant increases 
in the latter ratio had occurred only in 1977 and 1982. From 
about 80% at the beginning of the 1970s, the ratio fell to 
around 60% in the early 1980s and to a low of about 40% by 
the end of that decade. A rapid increase in the ratio is, 
however, now occurring (see Section 5.2 below). 

23 . Substantive budget norms 

Substantive budget norms have no legal or constitutional 
standing and are of relatively recent origin. They have only 
occasionally been operationalized as political commitments, 
more usually being regarded as a medium or long-term 
political objectives. When treated as shorter-term operational 
targets, there is evidence that they have been formulated as 
much with a view to putting a favourable gloss on policy and 
budget outcomes as with the intention of determining them 
(Thain and Wright, 1990). The same may also be true of the 
changes in the concept of public expenditure that have taken 
place (Heald, 1991). 

3. The public expenditure survey 

3.1. Origins 

The Treasury concluded during the 1950s that the supply 
estimates were inadequate as a basis for planning multiannual 
programmes and controlling public expenditure (Heclo and 
Wildavsky, 1981). The response in the early 1960s was to 
create the public expenditure survey (PES), outside the 
framework of the estimates. PES used to be known as PESC, 
the acronym of the former Public Expenditure Survey 
Committee, which comprised officials from the Treasury 
and spending departments. The process is now known 
to participants as 'the survey'. The committee itself was 
abandoned in the mid 1980s (Thain and Wright, 1992). 

PESC was originally intended to produce five-year projec
tions of the cost of maintaining existing policies. This was to 
provide a basis for ministers to decide on the total of public 
spending in the light of available resources and how the total 
was to be divided between competing spending priorities. 
PESC was thus designed to harness ministerial responsibility 
to the service of rational planning of public spending. 

1 See von Hagen (1992) for a review of public finance trends in the EC. 
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Britain in the period of high inflation of the mid-1970s. 
PESC was conducted in volume terms; i.e. what was planned 
was the volume of goods and services to be purchased. This 
was then translated into actual prices at the time of purchase. 
The effect was that baselines for each programme were 
adjusted each year to compensate for actual increases in the 
prices of goods and services purchased. Thus rather than 
providing a basis for controlling costs, PESC allowed 
departments to claim from the Treasury whatever cash was 
needed to sustain their programmes (Heclo and Wildavsky, 
1981; Wright, 1977). 

3.2. Cash limits and cash planning 

After the crisis of the mid-1970s, Treasury control of total 
public expenditure was regained by the imposition (where 
possible) of binding cash limits (Pliatzky 1982, Chapter 5). 
From 1976-82, cash limits were superimposed on a PES 
system still planned in volume terms. Since 1982, the survey 
itself has been conducted in cash terms. That is, spending in 
the three years covered by the survey is set in cash terms, 
with an allowance built in for anticipated inflation in years 2 
and 3 (Thain and Wright, 1989). There is no automatic 
adjustment of baselines in subsequent budget rounds if 
inflation differs from the forecast. 

This change was the conclusion of a process begun with the 
first imposition of cash limits; i.e. a fundamental shift in the 
central focus of the survey, away from programme planning 
towards maintaining (a) aggregate expenditure limitation and 
control and (b) pressure for increasing value for money. 
Within the system of cash planning, the inflation assumption 
used has been the GDP deflator in the medium term financial 
strategy (usually an underestimate), minus an assumed 
efficiency gain of 0,5% (Thain and Wright, 1992). The 
survey process (see Section 3.3 below) has then decided how 
far, if at all, expenditure in the coming year (year 1) should 
exceed the previous year's planning total for year 2; what 
adjustment should be made to the planning total for the new 
year 2 (previous year's year 3) and what the total should be 
for the new year 3.1 

Although planning is now conducted in cash terms the 
system of cash limits remains to distinguish between what 
are regarded as controllable and non-controllable (i.e. largely 
debt interest and cyclical social security) expenditures. Cash 
limits now cover some two thirds of public spending. Since 
1986, administrative costs (including pay) have been subject 
to running-cost cash limits, separate from programme expen

diture. This makes such costs more transparent and easier to 
control. There is an assumed annual efficiency gain for 
running costs of 1,5%. 

3.2.1. The Reserve 

The original intention of the reserve2 was to provide an 
unallocated sum each year to deal with unanticipated expen
ditures. From 1976 on it was used to help ensure that 
aggregate targets were not overrun in year 1. In that year the 
PM introduced a rule that a refusal by the Treasury to accept 
expenditure as a charge on the reserve could not be overruled 
by a Cabinet committee; the spending minister had to appeal 
to the full Cabinet (Wilson, 1976, p. 67; Pliatzky, 1982) 

The reserve in years 2 and 3 is regarded as a buffer in the 
planning process (OECD, 1987). In the period 1976-79 the 
reserve amounted to some 2% of the total and since 1982 on 
average 3,5%. The 1988 public expenditure White Paper 
(PEWP) contained a reserve of 4,2% of total year 1 spending 
and 6,2% of that in year 3 (Thain and Wright, 1990). The 
new control totals (NCTs — see Section 4.2.1 below) for 
1993-94, 1994-95 and 1995-96 include reserves of UKL 4 
billion, UKL 7 bilbon and UKL 10 billion, 1,6%, 2,8% and 
3,8% of the NCT for those years respectively (autumn 
statement, 1992 (Cm. 2096)). 

An allocation from the reserve made in the current year does 
not raise the department's baseline for years 1 to 3 in the 
following PES round (Pliatzky 1989). In the years when the 
Star Chamber (see Section 3.3.2 below) was activated, the 
reserve was maintained more or less intact in 1981 and 1983; 
it was reduced by more than UKL 750 million in 1984,1986 
and 1987.3 

33. Survey procedure 

The survey process begins with the preparation of technical 
guidelines by the Treasury, including procedures for updating 
departments' baseline expenditures. The baselines for years 
1 and 2 are taken from the figures for years 2 and 3 in the 
previous survey. That for the new year 3 is established on 
the basis of a formula which receives Cabinet approval. In 
the late 1980s, the year 2 figures were uprated in line with or 
slightly below the projected rate of inflation (Pliatzky, 
1989). Once the baseline is established, departments bid for 
additional resources for years 1, 2 and 3. 

NB: the 'planning total' has now been replaced by the 'new control total' 
(NCT) — see Section 4.2.1 below. 

2 Formerly known as the 'contingency reserve', not to be confused with 
the 'contingencies fund', which is a legal mechanism for anticipating 
parliamentary approval of expenditure. 

3 Information supplied by Thain and Wright. 
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Since 1986, all bids for new expenditure have had to be made 
by a letter at ministerial level to the Chief Secretary of the 
Treasury. A copy of the request must be forwarded to the 
PM (Pliatzky (1989), p. 42 and Hogwood (1987) p. 147). On 
demand-led programmes (e.g. social security) a forecast is 
produced as well as a baseline calculation and the difference 
between the two is treated as a bid (Thain and Wright, 1992). 
As explained above, the aggregate baseline (i.e. the planning 
total for the coming year) has been established at the end of 
the previous year's survey (and published in the PEWP as 
the planning total for year 2. 

Decisions are made on the departmental bids, and the 
aggregate spending figure has been determined, in later 
stages of the survey process. Many bids are conceded at the 
beginning of the process as unavoidable, either because the 
programmes concerned are demand-led (e.g. social security) 
or because, for example, of political commitments undertaken 
in advance of an election or for other pressing political 
reasons. 

3.3.1. The role of cabinet1 

The Cabinet formally approves the survey guidelines in 
March. During the 1980s and early 1990s the full Cabinet 
has also played a key role at two points where decisions have 
been made about aggregate spending. At the July Cabinet, 
the Chief Secretary to the Treasury describes the PES bids 
received from spending ministers. He also gives detailed 
analysis of his views on specific bids and on the aggregate 
spending figure. The Chancellor provides a paper on the 
macroeconomic background. Together the Treasury minis
ters recommend a total for aggregate spending in the coming 
year. The Cabinet has then decided on its brief for the 
bilateral negotiations between the Treasury and spending 
departments. This includes a decision on whether or not to 
support the Treasury ministers' recommended target for 
aggregate spending. 

During the 1980s, Treasury ministers did not always ask for 
the previous year's planning total to be re-affirmed in July. 
Even when they did, the Cabinet sometimes refused. In 1981, 
1985 and 1987 the figure agreed in July was higher than the 
planning total in the previous PEWP. The Cabinet's brief for 
the bilateral negotiations with spending ministers did not 
always include a precise target figure for aggregate spending. 
The bilaterals are conducted by the Chief Secretary to the 
Treasury. Spending ministers cannot appeal to the Chancellor 
against a position taken by the Chief Secretary (Pliatzky, 
1989). 

The November meeting of the full Cabinet hears a report 
from the Chief Secretary. When the Star Chamber (see 
Section 3.3.2 below) was used, its chairman also made a 
report. Cabinet then approves the spending totals to be 
announced in the autumn statement and PEWP. The Nov
ember Cabinet may accept a higher total than it agreed in 
July as, for example, in 1990 when the later figure was some 
UKL 8 billion more than the earlier one. 

The rules of Cabinet procedure made public in 1992 state 
that, with one exception, appeals from a Cabinet committee 
to the full Cabinet are at the PM's discretion (Questions of 
procedure for ministers, paragraph 1.2.5): 'The only auto
matic right of appeal is if Treasury ministers are unwilling to 
accept expenditure as a charge on the reserve: otherwise the 
Prime Minister will entertain appeals to the Cabinet only after 
consultation with the chairman of the committee concerned.' 

The Cabinet Office's interpretation of this is that Treasury 
ministers enjoy an automatic right of appeal against a 
committee decision that expenditure should be charged to 
the reserve, but that spending ministers have no automatic 
right of appeal against a contrary decision. It is not known 
when this rule was first introduced. Nor is information 
publicly available as to which committees, if any, would 
currently have authority to discuss charging expenditure to 
the reserve. 

3.3.2. The Star Chamber 

The Star Chamber was a ministerial committee of the Cabinet 
first established in 1981. It was used every year between 
1981 and 1987, with the exception of 1982. Until 1992, it 
was set up in readiness in those years when it was not 
actually required to operate. In the 1992 round its role was 
superseded by the Cabinet committee known as EDX (see 
Section 4.3.1 below) and the term Star Chamber has now 
dropped out of use. 

The Star Chamber's role was to deal with issues which 
remained unresolved through the process of bilateral nego
tiation between the Treasury and departments.2 It was chaired 
by the Deputy Prime Minister, a non-spending minister. 
Membership consisted of three or four other senior (usually 
non-spending) ministers. The procedure was for the Star 
Chamber to meet the spending minister concerned and the 
Chief Secretary to the Treasury and seek an agreed solution. 

This and the following section draw heavily on Thain and Wright (1992) 
and on other information supplied by those authors. 

2 The name 'Star Chamber' refers to a Tudor court, an 'extraordinary' 
institution, established by the executive and supplanting normal judicial 
process with trial by a small inquisitorial jury. 
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The Star Chamber was bound by the aggregate public 
expenditure figure set by the Cabinet in July. However, 
subject to that, its decisions could overrule either the Treasury 
or the spending minister concerned (Pliatzky, 1989). Al
though the existence of other Cabinet committees was not 
officially acknowledged until 1992, the then Chancellor 
referred to the Star Chamber in 1984 in evidence to a 
Parliamentary Select Committee.1 After this, it seemed for a 
while to have become a part of the constitution. It was 
actually used between 1981 and 1987, except in 1982, when 
the PES round was made easier because inflation was lower 
than expected. In 1988 the same effect was produced by 
larger than forecast net receipts from privatization and sales 
of local authority housing, and by lower than anticipated 
unemployment.2 The fact that the Star Chamber was not used 
in 1990 or 1991 reflected the political pressure for increased 
spending as a result of the recession and the imminence of 
the general election. 

The Star Chamber was created very much ad hoc. In 
the context of the government's goal of reducing public 
expenditure in real terms by 4% over a four-year period, the 
aim was to forestall attempts by ministers to appeal through 
the PM to the full Cabinet (Jenkins, 1985). However, 
committees with similar purposes had been used previously. 
A ministerial action group on public expenditure was set up 
in 1960 (Hennessey, 1986, p. 63). The Labour Government 
of 1964-70 set up a group of non-spending ministers (or 
ministers with small budgets) to sit in judgement, with 
Treasury help, on the claims of the major spending depart
ments (Wilson, 1976, p. 70). The 1974 Labour Government 
created a committee to adjudicate on the use of the (contin
gency) reserve. In 1978, a small committee of senior 
non-spending ministers was set up to sift through all major 
programmes and put proposals to Cabinet (Barnett, 1982, 
pp. 144-45). 

In view of this history, and given the subsequent creation of 
EDX (Section 4.3.1 below), the Star Chamber can be seen as 
an example of a particular type of response to enduring 
problems of Cabinet decision-making. Cabinet tends to 
operate on the basis of statements by interested parties, which 
are contested only if other ministers' departmental interests 
are adversely affected (Wass, 1984, pp. 10-11; Pliatzky, 1985 
Chapter 10; Dell, 1980). 

The Star Chamber was an attempt to structure the decision
making procedure so as to mobilize the government's 

collective political will for reduced expenditure against the 
tendency of Cabinet to function as an assembly of individual 
ministers (most of whom have spending programmes to 
protect) and in which the Treasury represents only one 
departmental interest amongst others. A key feature was that 
the Star Chamber consisted principally of non-spending 
ministers. 

The Star Chamber was thus intended to strengthen the 
Treasury's hand by making it more likely that the claims of 
overall spending restraint would defeat claims for extra 
spending. To function effectively, however, it had to play a 
conciliatory role, by resolving political disagreements 
amongst ministers so as to limit the extent to which spending 
ministers tried to appeal to the PM and Cabinet. The political 
nature of its task was emphasized by the fact that ministers 
attended meetings ofthe Star Chamber alone, unaccompanied 
by officials. 

Treasury and Civil Service Committee, 'The government's economic 
policy: autumn statement, first report from the Treasury and Civil Service 
Committee', HC 44 1984-85, Q 312. 
Treasury and Civil Service Committee, 'Autumn statement 1988, first 
report from the Treasury and Civil Service Committee', 1988-89, HC 89 
p. vi. 

Changes to expenditure planning 
in the 1990s 

4.1. The emergence of a structural deficit 

After three years of budget surpluses at the end of the 1980s, 
British public finances deteriorated very sharply; from a 
UKL 14,7 billion surplus in 1988-89 to a PSBR of UKL 35,1 
billion for 1992-93 and a forecast in the spring 1993 Budget 
of UKL 50,1 billion for 1993-94. The OECD economic 
survey published in 1993 estimated that roughly 70% of the 
deterioration in the budget balance since 1990 was due to 
cyclical factors. However, the length and depth of the 
recession raised questions about whether the gap between 
actual output and potential output was as wide as this figure 
implied. Other estimates suggested that the structural element 
of the deficit was much larger (Institute for Fiscal Studies, 
1993, pp. 38-39) and the more pessimistic view was endorsed 
by OECD and the Monetary Committee. 

From 1990, there were considerable increases in public 
expenditure. To some extent these were planned, in the sense 
of being provided for by the survey and PEWP in advance of 
the current year. In the month before the 1992 general 
election, for example, the spring Budget increased general 
government expenditure (GGE) (excluding privatization pro
ceeds) above the level of previous plans by UKL 6,4 billion 
in 1992-93 and UKL 10,2 billion in 1993-94. 
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4.2. The 'top-down' approach 

The government's analysis of the causes of the deterioration 
in the public finance position emphasized the role of pro
cedures: 

'In recent years, the overall level of public expenditure for 
the period ahead has tended to emerge as the residual from a 
series of compromises on individual departmental pro
grammes reached bilaterally between the Chief Secretary to 
the Treasury and ministers in spending departments. Over 
time this 'bottom-up' system probably came to give too 
much weight to what expenditure was desirable rather than 
to what was affordable.' (Treasury bulletin, Vol. 3, issue 3, 
1992, p. 15). 

The Cabinet of 22 July 1992 (i.e. the July Cabinet in the 
normal PES survey process) agreed a 'top-down', medium-
term approach for planning of public spending in the three 
years covered by the then current survey (1993-94, 1994-95 
and 1995-96). The total level of public expenditure for these 
years was to be constrained in advance by the annual ceilings 
set for the 'new control total'. 

4.2.1. The new control total 

question, there would be no need for the July Cabinet to 
reaffirm the NCT, nor the possibility of raising the total in 
the autumn to accommodate the result of the bilateral 
negotiations and Star Chamber procedure.2 

These changes are intended to promote a more collective 
approach by the Cabinet to determining public expenditure 
priorities within the agreed aggregate figure. The main 
vehicle for this more collective approach is a new Cabinet 
committee known as EDX. 

4-2.2. The Ministerial Committee on Public 
Expenditure (EDX) 

Unlike the Star Chamber, EDX is chaired by the Chancellor 
of the Exchequer, emphasizing that the topKiown, multian
nual, system is intended to strengthen the Treasury's position. 
It has six other members: the Chief Secretary to the Treasury, 
the Home Secretary, the President of the Board of Trade, the 
Lord Privy Seal, the Lord President of the Council and 
the Chancellor of the Duchy of Lancaster. Its terms of 
reference are: 

'To consider the allocation of the public expenditure control 
totals and make recommendations to the Cabinet'.3 

The concept of the new control total (NCT) replaced the 
former 'planning total'. The main differences are that: 

(i) NCT excludes cyclical social security spending (but 
not the non-cyclical base of spending) and central 
government debt interest. It includes local authority 
self-financed expenditure (LASFE) and (unlike GGE) 
external finance for public corporations. 

(ii) Privatization receipts are not counted as negative expen
diture for the purpose of calculating NCT.1 

The way the NCT is constructed has the dual purpose of 
ensuring that increases in cyclical spending neither press 
down on other programmes, nor establish a permanently 
higher baseline. This recalls part of the original purpose of 
PESC, which was to enable programmes to be planned on a 
multiannual basis. 

At its meeting on 22 July 1992, the Cabinet was absolutely 
explicit that it was establishing firm totals for all three years. 
This decision was intended to alter the nature of the annual 
public expenditure survey. Since the total was no longer in 

In evidence to the Treasury and Civil Service Committee, 
the Chief Secretary to the Treasury gave the following 
description of how the new process altered his role (HC 201 
(iv), Q 369): 

'for a period of time the Chief Secretary becomes the 
handmaiden of and at other times the rapporteur for the 
Cabinet Committee EDX. There is a period before EDX 
meets when there are bilateral discussions and the Chief 
Secretary's role in that is similar to what it was in the old 
days, except that you do not have to reach agreements with 
Secretaries of State you simply set out the field so that you 
can inform EDX at the end of the discussion period. It [sic] 
also follows a certain amount of bilateral negotiation in order 
to get all the figures exactly to fit. So the Chief Secretary at 
the beginning and end has a role similar to the old one. In 
between he is involved in informing EDX of the options 
before it and keeping the score card and making sure that 
there is good communication between the Committee and 
the Secretaries of State so that informed decisions can 
be taken.' 

In addition to the material provided by the Chief Secretary, 
EDX took into account the views of spending ministers 

NCT also includes market borrowing by the public corporations, which 
is excluded from GGE. In the 1993 'Financial statement and budget 
report' this has the effect of slightly reducing the PSBR compared with 
the general government borrowing requirement. 

Evidence of M. Portillo, 1992/3, HC 201 (iv), Q 304. 
Cabinet Office, 'Ministerial Committees ofthe Cabinet', January 1993. 
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before submitting its preferred distribution to Cabinet (Treas
ury Bulletin Vol. 3, issue 3,1992, p. 15). 

43. The capital budget 

A further development announced as part of the July 1992 
package is that government accounts will be drawn up in 
a way which distinguishes between current and capital 
transactions.1 At the time of writing the details of how 
exactly this is to be done are not available. 

4.4. The Chancellor's forecasting panel 

The establishment of the Chancellor of the Exchequer's 
forecasting panel (which rapidly became known as the seven 
wise men) was announced in the Chancellor's Mansion 
House speech in October 1992. It reports to the Chancellor 
three times a year on the current position of and future 
prospects for the UK economy. Members are also invited to 
comment on policy developments and to make recommen
dations. The panel's reports reflect both the central tendency 
and the range of views of panel members. The panel's reports 
are publicly available, but no other record of its meetings is 
published. Members of the panel are free to publish their 
own individual forecasts at any time. 

The panel's secretariat is provided by the Treasury, whose 
chief economic adviser chairs meetings. Members are ap
pointed for a (renewable) two-year period but, when one of 
the original members left early, he was not replaced. The 
panel thus numbers six at present and the Treasury has said 
that there are no plans for further appointments. 

The forecasting panel has no legal status. In constitutional 
terms, it is simply a group of individuals invited to advise 
the Chancellor of the Exchequer. The only document setting 
out its functions and terms of reference is the original 
Treasury press release (140/92, 8 December 1992). 

In assessing the significance of the panel, it needs to be borne 
in mind that the Bank of England remains legally and 
constitutionally subordinate to the Treasury and that the UK 
Chancellor is therefore responsible for monetary policy. 
The immediate background to the announcement of the 
establishment of the panel in October was the ejection of 
sterling from the ERM in September of that year. This meant 
that there was a need to create credibility for government 
economic policy outside the ERM and without the anti-

inflation anchor which membership of the ERM had pro
vided. This had to be done, furthermore, in the context of the 
deteriorating public finance position mentioned above. 

Largely as a result ofthat deterioration, the Treasury's record 
in economic forecasting had already been under criticism 
before September 1992. In the policy review that followed 
the ERM crisis, serious consideration was given to aban
doning the Treasury's own economic forecasting role, but 
that step was not taken. 

It is instructive to compare the panel to the US Council of 
Economic Advisers (CEA) and the German Council of 
Expert Advisers on Economic Developments (CEAED). 
Both the German and US advisory councils are established 
by law. They have full-time staffs and produce one main 
report each year, after submission of the draft budget to the 
legislature. Furthermore, they receive confidential infor
mation and documentation from official sources. Although 
the German and US councils are multi-member (five and 
three respectively) they are geared to the production of an 
agreed report, although the German law on the CEAED 
envisages the expression of minority views on specific 
questions. The German Government is required formally to 
respond to the report. In the US, the CEA's report to the 
President has to be sent to the Congress alongside the 
President's own economic report. In contrast, the panel's 
members produce individual forecasts, without access to any 
confidential information from the Treasury, and there is no 
formal mechanism for a government response. 

In many ways, therefore, the CEA and CEAED are more 
similar to each other than the panel is to either. However, 
whereas both the German council and the panel are indepen
dent, the CEA is part of the executive branch of government. 
In practice, however, the CEA has developed and maintained 
a high degree of functional independence in providing 
professional economic advice, whilst leaving to others the 
business of counting the political costs and benefits of policy 
options. It would therefore be superficial to compare just the 
CEA and the panel. The more appropriate comparison would 
be between the CEA and its chairman, on the one hand, and 
the forecasting panel and the Treasury's Chief Economic 
Adviser on the other. 

The CEA is located in the Executive Office of the President 
and the CEA chairman has direct access to the President. The 
organization has been described as providing 'a type of 
professional advice that presidents need even when for good 
reasons they do not heed it' (Porter, 1988). 

1 Treasury Bulletin, Vol. 3, issue 3, (1992) p. 4. Cm 2219, speaks of 
'public sector asset creation' instead of capital spending. 

The panel is not part of government, but the Chief Economic 
Adviser is located in that most political of government 
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departments, the Treasury. The Treasury's own organization 
chart of its senior management structure shows the Chief 
Economic Adviser as reporting directly to the Permanent 
Secretary (the highest civil servant in the department). 
Long-term success for the forecasting panel would reinforce 
the role of the Chief Economic Adviser within the Treasury. 

5. Conclusion 

5.1. The roles ofthe Treasury and Prime Minister 

There is a considerable literature debating the real extent and 
effects of the power of the Treasury and of the PM. In 
relation to spending ministers, however, there can be little 
doubt that the PM and the Treasury ministers hold strong 
strategic positions. Taxation decisions may be made by the 
Chancellor of the Exchequer with the approval of the PM. 
The PM's almost complete constitutional freedom in relation 
to the membership and functioning of the cabinet and its 
committees is a source of considerable political power. 

The Treasury enjoys a similarly privileged constitutional 
position vis-à-vis departments. This is emphasized by the 
prominent role now accorded to the Chancellor's number 2; 
the Chief Secretary to the Treasury. 

Procedural changes in the mid-1970s and the mid-1980s 
further strengthened the position of the PM and Treasury: 

the introduction of cash limits (1976); 

the introduction of a rule preventing Treasury ministers being 
overruled by a Cabinet committee (thus putting the onus on 
a spending minister to appeal to Cabinet against Treasury 
refusal to charge expenditure to the reserve) (1976); 

the introduction of the Star Chamber (1981); 

the move to cash planning (1981/2); 

the requirement that spending ministers personally make and 
justify bids for new expenditure (1986). 

5.2. The 1992 procedural changes 

One of the implications of the way the new control total 
(NCT) for public expenditure is constructed is that the PSBR 
and the public expenditure-to-GDP ratio are no longer 
targeted on an annual basis. However, the decision to 
establish fixed cash limits for NCT on a multiannual basis 
promises tighter control of spending than has been the case 
since the early 1980s. Furthermore, the definition of NCT 
makes it less likely that reductions in social security spending 

will be absorbed into other spending programmes during a 
cyclical upswing. Another positive aspect of NCT is that 
privatization receipts are no longer counted as negative 
spending, but are instead treated as a way of financing 
the deficit.1 

Against this must be set the fact that, like the planning 
total, NCT continues to exclude interest paid on central 
government debt (on the grounds that this is affected by 
cyclical factors and by fiscal and monetary policy). Large 
deficits rapidly increase the stock of debt and hence interest 
payments. On government figures, the debt to GDP ratio was 
29% in 1990, 36% in 1992 and is forecast to be 44,75% in 
1993/94, rising to 50% by 1997/98.2 The exclusion of debt 
interest from NCT disguises the real impact of a rising 
debt-to-GDP ratio. 

Although some of the reporting and descriptions gave the 
impression that the 1992 changes represent a new system, it 
is unclear whether they represent lasting changes to the 
broader institutional framework. In legal and constitutional 
terms the new top-down approach was simply a Cabinet 
decision that the NCT cash figures would not be altered in 
July 1993 or 1994, or in November 1992, 1993 or 1994. As 
a Cabinet decision, it has the highest political authority — 
but is revocable or modifiable at any time. 

The establishment of the forecasting panel seems to have 
been intended both to improve the substantive quality of 
economic information available to the Treasury in making its 
own forecasts and to provide visible demonstration that 
forecasts used in public expenditure policymaking were not 
tainted by political pressure for a rosy scenario. 

This represents a degree of pre-commitment by government, 
in that the potential short-term political costs of abandoning 
declared objectives are increased, because such abandonment 
could not be disguised by massaging the figures. This aspect 
of the panel's role may be compared with the approach more 
recently adopted in respect of monetary policy. Although the 
Chancellor retains complete legal and constitutional authority 
over monetary policy, the Bank of England now publishes 
its own inflation forecast, without prior vetting by the 
Treasury. Minutes of monthly meetings between the Chancel
lor and the Governor of the Bank to discuss interest rates are 
also published, with a six-week delay. 

It should be noted, however, that the concept of 'public spending' 
continues to treat privatization receipts as negative expenditure and that 
figures for the PSBR are given net of privatization proceeds. 
OECD economic surveys, United Kingdom (1993) p. 49); 'Financial 
statement and budget report, spring 1993. These figures are not directly 
comparable with those for gross public debt used by the European 
Commission; see Section 2.3.2. 
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Appendix: Public expenditure concepts in 
the UK 

1. General government expenditure (GGE) 
Includes: central government debt interest, local authority 
self-financed expenditure (LASFE), cyclical social security 
spending; 

Excludes: external finance for public corporations. 

In figures given for GGE by the UK government privatization 
proceeds are treated as negative spending. 

2. General government expenditure excluding 
privatization proceeds 

In this measure, privatization proceeds are not counted as 
negative spending. (2 is therefore usually higher than 1: see 
for example, the autumn statement grey book, Cm. 2096, 
p. 31, Table 2a.l ). 

3. Planning total 

Privatization proceeds were counted as negative spending. 

PT excluded: LASFE, central government debt interest. 

PT included: external finance for public corporations. 

4. New control total (NCT) 

Privatization proceeds are not counted as negative expendi
ture. 

NCT excludes: cyclical social security spending (but not the 
non-cyclical base), central government debt interest. 

NCT includes: LASFE, external finance for public corpor
ations. 
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Case study 2: Spain 

Since the late 1950s, Spain has undergone rapid political and 
economic modernization. Between 1960 and 1973 Spanish 
GDP expanded by an average of 7% per annum; the best 
performance of any industrial country other than Japan. The 
transition to democracy 1975-78 led the way to membership 
of the European Community in 1986. Between 1985 and 
1990 Spain had the highest per capita GDP growth of the 
OECD countries. This record partially achieved the goal of 
catching-up with the more prosperous EC States. In terms of 
purchasing power standards, the ratio of Spanish GDP per 
capita to that of the Community of the Twelve increased 
from 70,6% in 1986 to 75,4% in 1990. 

1. Constitutional background 

1.1. The structure of the budget 

Article 134 of the 1978 Constitution requires the government 
to prepare the general State budgets for examination, amend
ment and approval by Parliament. The term 'budgets' is used 
in the plural because in formal terms there are separate 
budgets for central government, social security institutions, 
two types of autonomous organizations (organismos autóno
mos) and publicly owned companies (Ley General Presu
puestaria 1988 (General Budget Law — GBL 1988), Article 
50). These categories are established and defined by the 
(General Budget Law — GBL) (Ley General Presupuestaria). 
The preparation of the budget is governed by a published 
ministerial regulation (orden) made each year. Once the 
budgets have been approved by Parliament, the Constitution 
permits government to propose legislation increasing public 
spending or reducing revenues in the current financial year. 

Central government functions are organized around 15 minis
tries and a large number of autonomous organizations. Some 
of the latter are officially classified for budgetary purposes 
as administrative whilst others fall into the category of 
commercial, industrial and financial institutions (GBL 1988, 
Article 4). Although described as 'autonomous' and with a 
separate legal identity and budget allocation, in practice such 
bodies are closely tied to Ministries and are subject to 
the authority of ministers. In addition to the autonomous 
organizations, but legally distinct from them are: 

(i) State-owned companies, subject to private law; 

(ii) public law entities (Entidades de Derecho Público), such 
as RENFE, which fall under Article 6. Lb of the General 
Budget Law; 

(iii) special public entities (Entes con Estatuto Jurídico 
Especial), included in Section 6.5 of the general State 
budgets. 

1.2. Parliament 

The Spanish Parliament (Cortes) consists of two chambers; 
the Congress of Deputies (Congreso de los diputados) and 
the Senate (Senado). Both are elected for a period of four 
years. The Congress is elected by proportional representation 
in multimember constituencies which consist of the 
provinces. The Constitution envisages the Senate as con
sisting of territorial representatives, but this is not how the 
1985 election law operates.1 Most senators are directly 
elected from the same provincial constituencies and the two 
Houses thus have overlapping democratic legitimacy. 

13. Regions (comunidades autónomas) 

Under the Franco regime, Spain became a highly centralized 
State. The 1978 Constitution recognized territorial differ
ences and sentiment, but its provisions were a compromise; 
abandoning the centralized model, but not creating a federal 
structure. Despite the absence of consensus on the final model 
to be adopted, the organization of Spain into 17 autonomous 
communities was completed between 1980-82. In addition to 
the autonomous communities, Spain also has layers of local 
government; in particular, provinces and municipalities. (The 
10 multiprovincial regions contain a total of 43 provinces 
and there are seven uni-provincial regions). 

Constitutional provisions concerning the powers transferable 
to autonomous communities and those which are to remain 
with central government (Articles 148, 149) are somewhat 
vague and have been the subject of political and legal 
conflict. The precise competencies of a region depend on its 
statute of autonomy.2 

The position as defined by constitutional court gives central 
government considerable concurrent powers with the auton
omous communities. The latter part of the 1980s and early 

Each of the 47 mainland provinces elects four senators. Voters have 
three votes and senators are elected by relative majority. The parliaments 
of the 17 regions (comunidades autónomas: autonomous communities) 
elect one member each, plus one further member for each million 
of population. 
The autonomous communities are divided into two main categories. The 
first comprises Navarra and the Basque country, together with the five 
so-called 'Article 151' regions which have broader responsibilities, 
including health and education. The responsibilities of the 10 'Article 
143' regions are more limited. All regions are entitled to assume a range 
of social and economic responsibilities, including social welfare, housing, 
planning, environment, economic and infrastructure development and 
tourism. 
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1990s saw rising conflict and continuous negotiation between 
central government and the autonomous communities. In 
these circumstances the rational allocation of functions and 
resources has been difficult to achieve. An extensive central 
administration has been retained at the same time as the 
regions have sought to establish their legitimacy through 
visible activity, including expansion of their administrative 
structures and a proliferation of quasi-governmental bodies 
(Cuchillo, 1993). 

The effect of regionalization can be seen in the change in 
the proportion of general government expenditure (GGE) 
accounted for by central government. From 90% at the end 
of the 1970s, the figure fell to 75% in the mid 1980s and to 
65% by 1992. Little of this change is accounted for by local 
government expenditure, which grew during the 1980s from 
just over 10% to just over 11,5% of GGE (by 1993 the figure 
had reached 13%; OECD 1993: 61). Regional government 
expenditure, however, grew from a mere 2% of GGE in 1981 
to 20% by 1990 (23% in 1992). In terms of GDP, regional 
spending was 0,6% in 1981, 8% in 1990 and 10% by 1991. 
The decentralization process can be expected to continue in 
the next few years. An agreement of 1991 set in motion a 
further development of the autonomous communities, in 
particular by a transfer of powers relating to education, health 
and the police. There is still no consensus on whether or not 
Spain should eventually become a federal State. Control of 
the proceeds of taxation in the autonomous communities is a 
particular point of conflict. 

munities also have power to create new taxes, on tax bases 
not already occupied by central government, and to levy 
surcharges both on ceded taxes and on personal income tax. 
Reliable and up-to-date information on the proportion of 
revenue which the regions derive from the various sources 
under their own control is limited. However, it seems to be 
less than 25% in general and considerably less for the 
Article 151 regions (OECD, 1993; p. 62; IMF, 1993; p. 39; 
Solé-Vilanova, 1990; p. 336-7). The remainder comes from 
a complex system of revenue-sharing and grants. 

It has been argued by a number of commentators that the 
financing of the regions is unsatisfactory, in that regions are 
insufficiently accountable to their electorates for spending 
decisions (IMF, 1993; Cuchillo, 1992; Sole-Vilanova, 1990). 

There is a statutory limit on deficit financing by the 
autonomous communities. Borrowing is only permissible to 
finance investment spending and combined amortization 
and interest payments must not exceed 25% of current 
expenditure. The latter constraint applies also to provinces 
and municipalities. However, these restrictions do not apply 
to short-term borrowing. Central government has declared 
that it will not bail out autonomous communities in financial 
difficulties (OECD, 1991/92; p. 50).2 

The growth of public spending and of public 
debt 

1.3.1. Financing regional expenditure 

The Constitution gives central government the power to 
decide on the allocation of authority to tax. The Navarra and 
Basque country autonomous communities have a special 
fiscal status (regimen foral). They are entitled to levy and 
collect most taxes, in conformity with the general State 
system of taxation. Part of the proceeds are taken by central 
government in respect of public services provided by the 
State, to finance solidarity expenditure for less well-
developed regions and to finance servicing of debt contracted 
before the establishment of the autonomous communities. 

Other regions are subject to the common financial regime 
(regimen común).1 This transferred only limited revenue 
powers. Central government receives the proceeds of the 
most important taxes (including direct taxes and VAT). 
The autonomous communities are entitled to the revenue 
produced by ceded taxes, the rates and incidence of which 
are determined by central government. Autonomous com-

2.1. Spending 

The growth of public spending during the 1970s and 1980s 
reflected three main factors. The period of economic difficult
ies beginning in the mid-1970s led to a large increase in 
transfers and subsidies to firms, particularly those in the 
public sector, between 1977 and 1982 current budgetary 
transfers to public enterprises increased fivefold and capital 
transfers also rose rapidly. In 1984, an extensive programme 
for reconversion (rationalization) of the industrial sector was 
launched, supported by subsidies and public credits. Total 
subsidies and transfers for economic intervention rose from 
1,8% of GDP in 1973 to 5,5% in the mid-1980s (OECD, 
1988/89, p. 56). 

Second, the advent of democracy led to the fulfillment of 
many unsatisfied social demands. From 1977 to 1983 social 
benefits as a whole grew by about 28% per annum leading 
their share of GDP to increase by about 5 percentage points 

1 Created by the 1980 Ley Organica De Finaciación de las Comunidades 
Autónomas (LOFCA) 

2 The legal basis of this declaration is Articles 156 to 158 of the 
Constitution and LOFCA (personal communication from Iñigo del 
Guayo) 
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to 15,5% (OECD 1984, p. 41). Income maintenance transfers, 
particularly pensions, were much the largest element of 
this growth. Public spending on health and education also 
increased as a proportion of GDP but much more slowly 
(OECD, 1988/89, p. 54). 

Third, the process of regionalization, begun in the late 1970s 
but receiving full implementation from the mid 1980s 
onwards, has been seen by observers as a further factor in 
increasing general government expenditure (Vifials et al, 
1990). One aspect of this is that the regions have played a 
major part in the growth of investment, mentioned above 
(OECD 1993, p. 71). Another factor is public sector employ
ment growth. Although historically the share of current 
consumption in public expenditure has been relatively small, 
reflecting a relatively low proportion of public employment 
in total employment (OECD 1988/89, p. 52), the share of 
GDP taken by public consumption has risen and began to 
increase more rapidly in the late 1980s and early 1990s. 
General government employment grew by about 50% be
tween 1981 and 1991, with growth speeding up in the second 
half of the decade (OECD, 1991-92, p. 49; 1993, p. 69). 
Most of the new jobs were created by the regions, which 
were of course assuming new responsibilities. However, it 
appears that the growth of employment went beyond that 
required to undertake these responsibilities (OECD, 1993, 
p. 66). Furthermore, although the 1983 Law for the Devol
ution Process envisaged the merging of sectoral central 
departments and reduction of their executive competence this 
did not happen and there was no reduction in central 
government employment corresponding to the growth of 
employment by regions, but in fact an increase.1 

The overall effect of spending increases was that general 
government expenditure as a proportion of GDP rose from 
22,7% in 1973 to 30% in 1979 and 42,1% in 1985. This 
represented an average annual increase of 1,8 points of GDP 
compared with the EC average of 1 point (Viñals, 1990, 
p. 162). From 1979 to 1985 the increase was 2 percentage 
points of GDP per year. Public expenditure fell slightly as a 
proportion of GDP in the period 1985-88 (when real GDP 
was itself growing strongly) but then rose again to 42,7% in 
1990, 44,3% in 1991 and 45% in 1992 (OECD, 1993). 

is one of continual strong growth of general government ex
penditure. 

This has been seen as an important aspect of modernization 
and catching up, alongside measures to increase the effective
ness of tax collection and thus finance the higher expenditure. 
The official estimate was that non-declared incomes consti
tuted about 45% of the potential tax base in 1986 and a 
series of measures to tackle the problem has been pursued. 
(Viñals, 1990). 

2.2. Deficits 

The debt to GDP ratio climbed rapidly from around 15% in 
the late 1970s to 46,5% in 1985. It then rose more gradually 
to reach 48,5% in 1988 (OECD 1988/89; p. 78). After falling 
slightly, it began to rise again reaching 46,6% in 1992. The 
official target contained in Spain's convergence programme 
is a ratio of 42,3% by 1996. 

The rise in the debt-to-GDP ratio during this period reflects 
a number of factors. The response to the second oil crisis 
was to combine monetary restraint with fiscal accommo
dation. The budget deficit rose from 2,1% of GDP in 1979 to 
5,7% in 1982 and 7% in 1985. Until 1983, deficits were 
financed to a considerable extent by zero-interest loans from 
the Bank of Spain. The primary deficit stabilized at around 
4% between 1982-86. The increase in the overall deficit 
during this period thus reflected the rising burden of interest 
payments on the accumulating debt Furthermore, it has been 
the practice for government eventually to take over the 
debt resulting from the losses of State-owned enterprises 
(including, for example, the debt of Rumasa, which was 
taken into the public sector in 1983 and subsequently 
reprivatized (OECD 1988/89, p. 59).2 

In the improved economic circumstances of the second half 
of the 1980s, the budget deficit was reduced to 2,7% of GDP 
by 1989 but has deteriorated thereafter (1990: 3,9%; 1991: 
4,9% 1992; (estimated) 4,6%; 1993 and 1994 around 4% 
(OECD, 1993)). This appears to be due to the effects of 
renewed recession and, to some extent, of regionalization. 

Public expenditure thus began to grow strongly as a pro
portion of GDP when Spanish GDP growth eventually 
slowed after the first oil crisis. This upward movement was 
only halted when real GDP itself started to grow rapidly 
again in the second half of the 1980s. The picture therefore 

Since autonomous communities had practically no debt in 
1980, the statutory limit on debt servicing costs as a 
proportion of current spending had little restraining impact 
on borrowing and did not serve to encourage regions to incur 
the political costs of using their tax surcharge powers to 

1 However, IMF 1993 claims that the increase in regional operations did 
not translate into higher total public expenditure but represented a 
substitution for central government's expenditure. 

See also OECD 1993. Restructuring INI prior to privatization of the 
Teneo companies has also involved transfer of debt to the state: del 
Guayo 1993. 
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raise revenue. The combined deficit of the autonomous 
commumties in 1991 was 1,4% of GDP (OECD, 1993). 

There is a Council of Fiscal and Financial Policy (OECD, 
1993, pp. 74-5) which consists of the Minister of Finance 
and the governments of the autonomous commumties. It is 
supposed to meet every six months, in the context of a 
programme of budget consolidation for the autonomous 
communities. In 1992 a deficit limit was negotiated for each 
autonomous community. 

Secretary of State for the Economy and coordinated by the 
Secretary General of Planning and the Budget. The com
mittee analyses the budgetary implications of current public 
policies and activities and makes proposals for revenues and 
for the functional allocation of spending in the next budget 
year, taking into account both objectives and available 
resources. Its role is thus partly technical and partly norma
tive. The committee's proposals are made within the broad 
financial guideline approved by the government. The pro
posals constitute a binding financial restriction on the main 
management centres in preparing budget bids. 

3. The Budget Process1 

3.1. The executive process2 

3.1.1. The principal actors 

The principal actors in the executive process are the Cabinet 
(Consejo de Ministros), the Ministry of Finance (Ministerio 
de Economía y Hacienda — MF), the Functional Budget 
Committee (Comisión Funcional del Presupuesto — FBC), 
the Budget Committees in each ministry (Comisiones Presu
puestarias) (Royal Decree 2855/1979), the Programme 
Analysis Committee (Comisiones de Analisas de Programas 
— PACs) and the Public Investment Committee (Comité de 
Inversiones Públicas — PIC). 

The Cabinet approves a broad guideline (marco de referencia) 
for the central government's financial policy and settles 
disagreements between MF and spending ministers. MF is 
divided into the State Secretariat for Finance and the State 
Secretariat for Economic Affairs. The former is responsible 
for the budget. Within the State Secretariat for Finance 
there is a Secretariat General for Planning and the Budget 
containing the Directorate-General of the Budget (DGB). 
DGB prepares the expenditure side of the budget, taking into 
account the proposals of the different management centers 
and of the FBC and PACs. In coordination with the other 
management centres of the MF responsible for public re
sources, it also prepares the revenue side of the budget. MF 
then transmits the draft budget to the government. 

The composition of the FBC is not fixed, but is made up of 
the main management centers, which are responsible for 
spending (los Grandes Centros Gestores). It is chaired by the 

For the general budgets of the State — excluding regional and local 
government. The main sources for this analysis are: annual ministerial 
orders for preparation of the Budget 1986-93; Secretaria de Estado de 
Hacienda (1992); OECD (1993). 
Orden 28 April 1993, 'Presupuestos del estado. Normas para elaboración 
de los de 1994'. Boletín Oficial del Estado (BOE) 30.4.1933,1354. 

Each ministry's Budget Committee produces a draft budget 
which is sent to the DGB. PACs are chaired by the 
Secretary-General of Planning and the Budget from the MF. 
They have three interlinked functions: 

(i) To determine the financial allocation for each spending 
programme, taking into account the priorities and the 
financial restrictions established by the FBC; 

(ii) to establish multiannual projections of investment expen
diture; 

(iii) to propose reallocation of budgetary resources on the 
basis of an evaluation, using economic criteria, of 
the degree to which programme objectives have been 
achieved and reasons for any deviation. 

In principle, there is a PAC for each main management 
centre, but programmes involving more than one centre are 
examined jointly. PACs are a forum for negotiation and 
bargaining over programme spending. There are also bilateral 
contacts between the MF and spending units. 

The PIC coordinates the investment plans of the public sector 
within the multiyear economic framework, taking as its 
starting point the multiannual projections of investment 
expenditure made by the PACs. 

3.1.2. The development of the executive process 

The FBC and PACs were given their present structure and 
functions in 1992 (for preparation of the 1993 budget). The 
process of development of these committees began in 1986 
(for the 1987 budget), with the creation of working groups 
(grupos de trabajo) and subgroups for budgetary policies 
meriting special treatment. Their purpose was to prioritize 
objectives and proposes the allocation of spending (Orden, 
21 April 1986, No 98, Boletín Oficial del Estado (BOE) 
24.4.1986, 1276). In 1988 (in preparation for the 1989 
budget), the working groups were formed as six separate 
functional expenditure committees (comisiones funcionales 
del gasto) to carry out analysis and propose the functional 
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distribution of public expenditure. At the same time PACs 
were set up, to propose an allocation for each spending 
programme and to make a concrete proposal for overall 
expenditure reduction (Orden Ministerial, 8 February 1988, 
No 300 BOE 10.2.88, 3471). The FBC as a unitary body, 
replacing the former separate commissions, dates from 1992 
(1993 budget preparation). 

3.2. The legislative stage 

Once approved by the Cabinet, the budget is sent to the 
Lower House where it is first considered by the Budget 
Committee. Article 134 (6) of the constitution requires the 
agreement of the government for any amendment which 
proposes to increase spending or reduce revenues. Amend
ments to the entire budget proposal are discussed in plenary 
sessions. Should such an amendment succeed, the entire 
budget proposal is rejected. Amendments to specific articles 
are dealt with in the Budget Committee. The final text is then 
submitted to a plenary session. 

Following approval of the text in the Lower House, the 
proposal passes on to the Senate, where a similar procedure 
takes place. If an amendment to a part of the proposal is 
accepted, the final version has to be submitted again to the 
Lower House. In case of unresolved disagreement between 
the two Houses the view of the Congress prevails. 

The parliamentary stage of the procedure provides the 
opportunity for government amendment to the draft budget 
law, both as a result of political bargaining and to take 
account of changes in macroeconomic forecasts between 
September and December. 

4. Analysis and conclusion 

Budgetary processes cannot be analysed in isolation from 
the broader political and economic context in which they 
function. From the mid-1970s to the mid-1980s, public 
spending grew very rapidly in Spain as a proportion of GDP. 
This was a deliberate policy choice. The growth was from a 
relatively low base and revenue was intended and expected 
to increase correspondingly. Since the debt-to-GDP ratio was 
also low, lags in the expansion of revenue were perceived as 
tolerable. High levels of real GDP growth in the second half 
of the 1980s enabled expenditure to continue to expand 
in real terms whilst stabilizing as a proportion of GDP. 
Corresponding growth of revenue enabled deficits to be cut 
to a point close to primary balance. 

When rapid expenditure growth is the principal characteristic 
of the budget process, participants tend to focus on the 

objectives which spending is meant to achieve. In Spain, 
development of a system of programme planning and budget
ing (PPB) began in 1977 and the first programme budget of 
general scope was presented in 1984. 

PPB adds to the standard economic and administrative 
classifications of expenditure a definition of programmes, 
objectives and performance indicators. This is intended to 
lead to a more rational allocation of available resources to 
objectives, independent of the administrative unit incurring 
the expenditure. However, the characteristics which make 
PPB desirable in the context of strong spending growth may 
also lead to its being by-passed if spending units are able to 
count on extra resources through incremental expenditure 
growth (Schick, 1990). 

The problems of managing rapid growth of public spending 
from a low base are different from those of managing 
spending in an already large, but more stable, budget. Spain 
began to move from the first towards the second category 
during the course of the 1980s. 

Amongst the functions which budgets are required to fulfil 
are planning, prediction and control (Wildavsky, 1986). 
When the budget is growing rapidly from a small base, 
inadequate or unreliable performance of any of these three 
functions is not necessarily serious. The effects of errors are 
relatively minor and good opportunities exist for corrections 
to be made in later budget rounds. When the budget is 
already large and growing relatively slowly, a reasonable 
and consistent level of performance of all three functions 
is essential. 

Whilst the budget is growing rapidly, the effects of cyclical 
variation in spending and revenue are relatively less im
portant. Furthermore, the potential ratchet effect of increases 
in spending due to cyclical factors is masked by the overall 
spending growth. Conflict over priorities is less acute because 
all spending agencies and programmes can look forward to 
real growth in their budgets (Wildavsky, 1990). 

With large budgets and stable, or only slow-growing, the 
choice of priorities becomes more difficult (because not all 
demands can be satisfied), but also more necessary if 
aggregate spending is to be effectively linked to resources and 
over-rigidity of historical spending patterns is to be avoided. 

Where there is a relatively large budget that has grown 
rapidly over a short period, a culture of spending growth may 
be expected to develop and to make expenditure control 
difficult. Excessive deficits might be expected to occur in 
such a situation through two routes: 

(i) use of a bottom-up style of budget planning in a 
context in which overall spending growth is regarded as 
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legitimate or desirable. As has already been mentioned, 
PPB may be expected to operate as a brake on spending, 
but only to the extent that it is not outflanked by 
incremental processes; 

(ii) lack of congruence between budget plans and subsequent 
official action. If participants in the budget process do 
not regard the official budget figures as representing the 
legitimate limits of spending, then the budget ceases to 
function as an effective planning mechanism. Further
more, it cannot be effective as a control device (to ensure 
at a later stage that formulated budget estimates are 
adhered to in practice) since discrepancies between the 
figures it contains and eventual outcomes are regarded 
as normal and legitimatee. 

In Spain, the establishment of working groups in 1986, 
replaced by functional expenditure and programme analysis 
committees in 1988 marks a clear procedural step towards a 
more integrated and comprehensive budget process, capable 
of limiting overall expenditure in the light of available 
revenue resources and thus controlling deficits. However, the 
'marco de referencia' within which the Functional Budget 
Committee is supposed to operate is not a precise figure for 
aggregate spending. The procedure is not top-down. 

Furthermore, there is no generally accepted political mechan
ism to produce binding decisions on conflicts in the multi
lateral and bilateral negotiation processes that precede the 
Cabinet's approval of a final budget proposal. 

Other features of the budget process have contributed to 
institutionalizing a culture of spending growth. It has been 
the practice both: 

(a) to allow spending units large supplementary credits 
during the budget year, and 

(b) to allow a substantial level of unused credits to be carried 
forward to the next budget year (OECD, 1988/89, p. 63; 
Viñals; 1990, p. 165). 

Together with considerable flexibility to transfer funds from 
one budget category to another, the above characteristics of 
the process have reduced participants' commitment to the 
formal budget as a meaningful exercise. In turn, attempts by 
Ministry of Finance to use the budget as a control mechanism 
then tend to engender conflict. 

In the early 1990s, there have been further procedural 
changes to enhance the budget's status as a planning and 
control mechanism. In particular, from October 1990 Parlia
ment can no longer raise expenditure appropriations during 
the budget year by more than 5% unless based on a new law. 
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Case Study 3: Denmark 13. Local government 

1. Constitutional background 

1.1. Parliament and budget legislation 

The unicameral Parliament (Folketing) is elected by pro
portional representation. Minority governments are usual. In 
fact, the government formed in January 1993 is the first in 
over 20 years with a parliamentary majority. It is a coalition 
of four parties. The Folketing is elected for a maximum of 
four years, but can be dissolved earlier at the Prime Minister's 
request. In practice, it is unusual for there to be a full 
four-year period between elections. 

The annual Finance Act covering both spending and revenue 
is the key budget legislation. The Constitution (Articles 43, 
46) requires expenditure and taxation to be authorized by 
the Finance Act, or by a Supplementary or Provisional 
Appropriation Act. By convention, the Finance Committee of 
Parliament may only authorize supplementary appropriations 
during the budget year. Parliamentary ratification of the 
budget comes after the end of the year in the final Supplemen
tary Appropriation Act (published in February of the year 
following the budget year). Any MP may appeal an issue to 
Parliament and this sometimes occurs. 

There are no constitutional restrictions on amendments by 
Parliament to the Finance Bill. On the expenditure side, there 
are more than 1 000 separate accounts, any of which may be 
amended. In practice, public finance is a key aspect of 
coalition agreements and governments may resign if they are 
unable to find an acceptable budget compromise (as, for 
example, in 1983 and 1990). 

1.2. Central government 

Denmark's central government consists of 24 ministries of 
which some have more than one minister. Most of the 
ministries consist of a relatively small core, to which 
institutions and executive agencies with varying degrees of 
autonomy are responsible. All ministers are members of the 
Cabinet. Apart from obvious areas such as defence, foreign 
affairs and justice, central government provides relatively 
few public services and accounts for only 25% of public 
sector employment. Most services are provided by local 
government. 

There are two layers of local government. The first consists 
of 275 municipalities, each with an elected council and 
mayor. The second tier consists of the 14 county authorities, 
each of which has an elected council and chairman. Counties 
provide hospitals and other health services, public transport, 
school education (age 16 to 19) and major roads. The 
municipalities provide school education below age 16, social 
services and other welfare services. They also administer the 
cash benefits of social security and social assistance. These 
benefits, which constitute a large proportion of local govern
ment expenditure, are mainly financed by central govern
ment. Pensions and child allowances are fully controlled 
and financed by central government (OECD 1993b, p. 3). 
Although attributing social security spending to local govern
ments gives a misleading impression of the relative import
ance of central and local expenditure, it remains true that 
— for a unitary country — local government accounts for a 
relatively high proportion of total public spending in Den
mark. The activity of counties and municipalities is not 
restricted to functions prescribed by law. They may also take 
the initiative in dealing with local problems (Bogason, p. 52). 
Underpinning this autonomy in service provision is the 
legal authority of local governments to levy a proportional 
(flat-rate) income tax and to decide its level. Local taxation 
accounts for 15% of GDP out of a total tax burden of some 
48% of GDP and over 50% of the amount collected in 
personal income tax is levied by local government (Ministry 
of Finance 1992). 

In addition to its own tax revenues, local government also 
receives funds from central government. This used to be 
done through a complex system of earmarked grants and 
reimbursements for the costs of particular services. In the 
early 1970s earmarked grants were largely replaced by a 
general block grant system, with fewer ties on local priorities. 
General grants to local government were halved between 
1982 and 1986, but increased in 1987 when most reimburse
ments for municipal social assistance expenditures were 
converted to general grants. Since 1982, central and local 
government1 have entered into annual agreements on the 
level of local taxes and expenditure. These agreements are 
not legally or constitutionally formalized. However, central 
government's bargaining position is strong since it may act 
unilaterally through legislation. This possibility has been 
used from time to time (for example, in 1987 county tax rates 
for the forthcoming year were limited by law). The latest 
agreement, in June 1991, covers the three years 1992-94. 

1 The latter represented by Amtsrådsforeningen i Danmark (Association 
of County Councils in Denmark) and the Kommunernes Landforening 
(National Association of Local Authorities). 
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Borrowing by local governments requires permission from 
central government. By law, local borrowing other than from 
central government must be for investment (the 'golden 
rule'). There are also legal restrictions on the amount of debt 
servicing costs which local governments may incur. 

2. Public finance 

In budgetary terms, the public sector in Denmark consists of 
the State (central government), counties, municipalities, 
social security funds and public enterprises (public corporate 
sector). The social security funds are relatively small; big 
items such as unemployment benefit and pensions appear on 
local or central government budgets. Unemployment benefit 
is administered by private insurance funds but, except for 
administrative expenditure their resources are fully controlled 
by central government. The State finances two thirds or so of 
expenditure on unemployment benefits and this amount 
appears on the central government budget. 

At over 60%, the ratio of public spending to GDP is the 
highest in the Community. Reflecting the welfare state, social 
transfers and services are the largest single component of 
public spending, amounting to about 40% of budgeted 
expenditure for 1993 (Ministry of Finance, 1992). 

2.1. The growth of spending and debt 

Table CI 

Danish public 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 

finances in the 1980s 

1 

54,8 
58,6 
60,0 
60,4 
58,8 
58,1 
54,3 
55,7 
58,0 
58,4 
57,0 
57,4 
58,7 
61,4 

2 

51,5 
51,7 
50,9 
53,2 
54,7 
56,0 
57,7 
58,1 
58,6 
57,9 
55,6 
55,2 
56,3 
57,0 

3 

3,3 
6,9 
9,1 
7,2 
4,1 
2,0 

-3 ,4 
-2 ,4 
-0 ,6 

0,5 
1,5 
2,2 
2,4 
4,4 

4 

39,9 
53,3 
68,1 
75,5 
79,8 
76,8 
69,0 
65,8 
66,8 
66,4 
66,4 
71,8 
74,7 
80,4 

NB: 1. Ratio of general government expenditure to GDP expressed as %. 
2. Ratio of total current receipts to GDP as %. 
3. Net borrow i ng (- lending) as a % of GDP. 
4. Gross public debt as a % of GDP, not consolidated between general government and 

excluding short-term central government liabilities. 
Source: European Commission 1993. 

The stabilization programme adopted in 1982 led to an 
equally swift and even more substantial improvement equiva
lent to about 12,5% of GDP. Positive net lending of 3,4% of 
GDP occurred in 1986. General government surpluses were 
maintained in the two following years and small deficits 
incurred thereafter, with a move to more substantial deficit 
in 1993 (see Table CI). 

Public expenditure grew rapidly between 1960 and 1983. At 
the beginning of this period, the ratio of public expenditure 
to GDP was less than the OECD average at about 25%. By 
1970 the figure had reached 43% and by 1982, 60%. The 
figure stabilized at a lightly lower level thereafter but has 
begun to rise again in the 1990s. 

The series of large deficits in the late 1970s and early 
1980s led to a rapid increase in the gross debt of general 
government. The ratio of debt to GDP fell gradually in the 
second half of the 1980s but has begun to rise again from 
1990 onwards. 

Growth of revenues kept pace with expenditures until the 
effects of the first oil shock in 1973. Net lending of general 
government was positive throughout the period 1960-74 
and particularly strong in the early 1970s (5% in 1973). 
Thereafter, deterioration of the public finances took place, 
but net lending remained at or about zero until 1978. In the 
four years from then to 1982 there was deterioration from 
virtual balance for general government to a deficit of 9% 
of GDP. 

Although the general shape of developments in relation to 
gross general government debt is clear, the exact numbers 
are disputed. The European Commission figures are given in 
Table CI. Other sources (Jensen, 1992; OECD, 1993a) give 
figures which are substantially lower. The discrepancies 
result from differing treatment of the social pension fund, 
which has a considerable surplus. MF figures indicate that 
the fund's assets are composed as follows: 37% government; 
54% real property credit associations; 9% other private 
sector. 
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3. The budget process 

3.1. Local and central government budgets 

Constitutionally, local and central government budget pro
cesses are quite separate. At local level, each county and 
municipality decides its own budget: the draft budget must 
be put to the Council before 15 September and approved by 
it no later than 15 October (Ministry of Finance, 1992). 

In practice, there has been a growing integration of the central 
and local processes. In addition to the annual negotiations 
(Section 1.1 above), there is a system of adjustment between 
ministerial spending limits and general grants to local 
government. This applies where legislation or departmental 
action causes increases or reductions in local government 
spending obligations. Furthermore, since the mid-1980s, 
central government has also acted to neutralize the effects of 
cyclical changes in the economy on local budgets by reducing 
or increasing general grants. 

However, the concept of a public expenditure budget (PEB) 
has now fallen into disuse and there are no plans to use the 
concept directly for public expenditure management. The 
PEB (which had no formal legal status) covered four years 
and was constructed by consolidating central and local 
governments' approved expenditure budgets. Its importance 
diminished as annual budgetary targeting came to focus on 
local and central government separately. 

3.2. Budgetary objectives and targets 

In 1980 a medium-term objective of zero real growth in 
public expenditure was announced. Effective measures to 
contain spending were first taken for the 1983 budget as part 
of the 1982 stabilization programme. 

The objective of zero real growth has no formal legal or 
constitutional status and, in practice, has not been met. For 
1983 and 1984, the objective was translated into an annual 
target for the public expenditure budget covering central and 
local government. From 1985, there has been a separate 
annual target for central government. From the latter figure 
are derived annual expenditure ceilings for each ministry. 

The current objective (or guideline) is that the real growth 
rate of total public expenditure including local government 
is to be lower than the growth rate of GDP (Ministry of 
Finance, The budget '94). The expenditure targets derived 
from the objective exclude debt interest and cyclically-
induced changes in expenditures such as unemployment and 
social assistance benefits. From 1993 (1994 budget) a 

separate limit is also to be applied to central government 
infrastructure investment, in order both to protect the priority 
of infrastructure improvement and to make counter-cyclical 
increases in investment possible.1 From 1985 the annual 
target and the individual ministerial ceilings have been 
expressed in terms of net rather than gross spending: that is, 
non-tax revenues (user charges, fees, etc.) are counted as 
negative expenditure. However, parliamentary appropri
ations continue to be on a gross basis since this avoids the 
loss of control that may occur as a result of uncertainty about 
the level of offsetting revenue. 

Multi-year expenditure estimates have been part of the 
budget process since 1965, although they do not receive 
formal parliamentary approval. They are first published in 
August, when the Finance Bill is presented to Parliament. A 
revised version reflecting parliamentary amendments to the 
bill is published shortly after enactment of the Finance Act 
in December. The multi-year estimates cover expenditure 
and non-tax revenues in the budget year and three forward 
years. They are disaggregated to the level of the 1 000 or so 
expenditure accounts in the Finance Act. 

The estimates for years t+1 to t+3 which are published in 
August with the Finance Bill represent government policy. 
The revised estimates published in December reflect the 
changes to the Finance Bill made during the course of the 
Parliamentary procedure and are not necessarily government 
policy. However, it is the revised estimates for year t+1 
which form the basis for determining the central government 
expenditure target and individual ministerial ceilings for the 
next budget year. 

From 1987, the annual target and expenditure ceilings for 
year t have been expressed in cash terms. Before that year, 
the pay and price levels of year t-1 were used and ministries 
were entitled to exceed appropriations by the amount of 
actual pay and price increases in year t. The multi-year 
estimates for years t+1 to t+3 are also expressed in terms of 
year t price and pay levels. At the beginning of the next 
budget round, the new central government expenditure target 
and ministerial ceilings are based on the t+1 figure from the 
previous budget, adjusted for anticipated inflation in the 
coming year. The adjusted target and ceilings are then 
compared with a volume projection of the expenditure 
implications of an unchanged policy baseline to establish 

The investment budget is separate from the so-called 'current investment 
and lending' budget which is, in effect, the central government budget 
deficit). 
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the amount of expenditure cuts which are needed.1 Local 
spending is treated similarly. 

The inflation estimate used in the adjustment of the target 
and of the individual ministerial ceilings treats wage and 
non-wage costs separately. There is also an average 2,5% 
annual squeeze on wage costs in the ministerial ceilings. 
There is no automatic adjustment of the target or ceilings in 
the subsequent budget round if actual inflation differs from 
that forecast. 

Since 1985 the ministerial ceilings have covered mandatory 
as well as discretionary spending. That is, they include 
expenditures which are required by laws other than the 
Finance Act itself (e.g. entitlements and demand-led spend
ing). However, consistent with the approach to the central 
government target, cyclically-induced changes in the costs 
of benefits are not required to be kept within the ceilings. 
Policy-induced changes in these expenditures (eg in the 
levels of benefits or coverage) are within the ceilings. 

33 . The executive process 

Principal actors are the Ministry of Taxation which is 
responsible for tax policy and revenue estimates and the 
Ministry of Economic Affairs which is responsible for 
economic estimates underlying budget. The Ministry of 
Finance (MF) consists of two departments: budget (DP) and 
management and personnel. DP has two policy branches: 
(i) economic policy and (ii) budget and planning. The latter 
is responsible for public expenditure planning and central 
government budgeting and expenditure control. It also has 
control of aspects of central government employment; ie 
total numbers and management positions. 

All ministers are members of the Cabinet. Two Cabinet 
committees, the Economy Committee and the Co-ordination 
Committee play a role in the budget process. 

The procedure is top-down. The full Cabinet decides the total 
level of central government expenditure first and then on the 
allocation of this total to the individual ministries through 
their ministerial spending limits. The ministerial limits are 
determined on the basis of proposals negotiated bilaterally 
between the MF and spending ministries. Cabinet also 
determines sublimits on discretionary spending within each 
ceiling. 

Compare the 'current services baseline' in the USA; Schick (1990, 
p. 97). Two main differences may be noted between the Danish system 
and that of another case-study country, the UK. In the latter: (i) there is 
no published official 'volume' projection to form an 'existing policy 
baseline' (ii) (optimistic) inflation assumptions are built in to UK 
multiyear expenditure projections. 

Matters that cannot be settled in bilateral negotiations 
between the MF and ministries go to the five-member 
Cabinet Economic Committee (CEC). This consists of the 
Ministers of Finance, Taxation, Economic Affairs, Housing 
and Business Policy Coordination. The latter minister coordi
nates the work of three spending ministries. 

CEC is the successor to the Cabinet Expenditure Committee 
which consisted of the Minister of Finance and six of the 
major spending ministers accounting for 75% of total central 
government expenditure. Issues which CEC cannot resolve 
go to the six-member Cabinet Coordination Committee 
(CCC), consisting of the Prime Minister and the Ministers for 
Finance, Business Policy Coordination, Economic Affairs, 
Energy and Agriculture and Fisheries. The composition 
of CCC and CEC reflects the different parties in the 
governing coalition. 

3.4. The legislative process 

The Finance Bill goes through three readings in Parliament. 
The Parliamentary Finance Committee examines the bill and 
prepares a report. No committees with responsibility for 
particular spending areas or sectors are involved. 

There are no restrictions on the power to propose amend
ments and these usually number several hundreds. Govern
ment has to negotiate to secure passage of the Bill. Each 
account is voted on separately before a final vote is taken on 
the whole bill. It is common for approval of different 
accounts to be by majorities of differing composition. 

3.5. Decentralization of expenditure decision-making 

Responsibility for control of spending, and correspondingly 
authority to decide expenditure priorities, have been de
centralized to a considerable extent. This has occurred in the 
relationship between local and central government, with the 
replacement of earmarked grants and reimbursements by 
general or block grants. Strikingly it has also become a 
feature of the operation of central government through the 
ministerial expenditure ceilings. 

The process of ensuring that expenditure remains within the 
ceiling is a continuous one from the point where the spending 
limit is decided (10 months before the start of the budget 
year) to the end of the budget year. Ministers are responsible 
for ensuring that the expenditure ceiling is not exceeded. 
This responsibility includes proposing legislative changes to 
mandatory spending to deal with likely overruns.2 

2 Compare the 'reconciliation' process in the USA: see Schick (previous 
note). 
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Ministries enjoy freedoms corresponding to these responsi
bilities. Within expenditure ceilings there is considerable 
freedom to reallocate resources amongst discretionary pro
grammes (but not to running costs). Furthermore, the targets 
relate to expenditure net of non-tax revenues, thus enabling 
ministries to have flexibility, where legally possible, to 
increase their real resources through fees and charges. 
Finally, unused appropriations can be carried forward up to 
four years, (provided their intended use is specified in the 
final supplementary to the Finance Bill. If not, the funds 
lapse at year end). 

A further development in the decentralization of power and 
responsibility is the use of multi-year budget agreements 
with agencies (especially concerning running costs) (OECD, 
1993b, p. 9, OECD, 1993a, footnote 42). 

4. Conclusions 

In theory, there is no necessary relationship between a 
country's ratio of public expenditure to GDP and its fiscal 
discipline. In particular, high spending is not necessarily 
associated with big deficits. Denmark is a good example. 
It has the highest public expenditure/GDP ratio in the 
Community, but achieved a rapid move from very large 
deficits to a budget surplus in the mid-1980s and has 
maintained fiscal discipline relatively successfully there
after.1 

However, taxpayer resistance to increases in the existing 
high levels of taxation means that future deficit control is 
dependent on: 

(i) continued firm expenditure control; and 

(ii) enhancement of non-tax revenues such as charges and 
user fees. 

The two may be mutually supporting since, in some cases, 
fees and charges serve to limit the use of public services as 
well as to raise revenue (Hopkins, 1988; Harden, 1993). 
Because central control in Denmark is of expenditure net of 
non-tax receipts, spending units have a direct interest in 
maximizing such receipts. 

The adoption in the early 1980s of explicit norms for 
public expenditure and deficits was effective in leading to 
corresponding changes in the behavior of actors in the 

budget process. This success has been maintained through a 
top-down budget procedure in which the Cabinet, largely 
consisting of spending ministers, agrees a total for public 
expenditure before the allocation to individual ministries. 

In theory, the value of a top-down procedure to achieve fiscal 
discipline is ambiguous. In the most simple budgeting 
problem, where budgets are planned by the executive for one 
fiscal year at a time, the outcome of such a procedure 
depends critically upon the participants' own perceptions of 
their interests. If ministers' paramount concern were to 
maximize the absolute sum received by their individual 
departments, a top-down process might lead to a bigger 
spending total than a bottom-up procedure which began with 
individual bids. 

Furthermore, in contrast to the position in, for example, the 
United Kingdom, the Danish budgetary procedure does not 
give the Ministry of Finance or the Prime Minister a 
particularly strong position. This is true of both the executive 
and legislative phases of the process: 

(i) Although budget allocations are now in cash terms, 
volume projections are still used to develop what is, in 
effect, a current policy baseline. In other words, anything 
other than full compensation for actual cost and price 
increases counts as an expenditure cut. Furthermore, the 
baseline total spending figure is automatically adjusted 
each year for changes in inflation. These aspects of the 
way decision-making is structured might be expected to 
make real control less likely, since client groups and 
departments may be expected to resist whatever is 
defined as a cut, whilst taxpayers may be impressed by 
the size ofthe cuts achieved. (Furthermore, it is important 
to note that budgeting was still conducted in volume 
terms during the successful 1982-86 tum-round in the 
public finance position). 

(ii) There are no limits on parliamentary amendment of the 
government's budget proposals. The relatively pure form 
of proportional representation in the Danish electoral 
system tends to produce minority governments,2 so that 
in the legislative phase of the budget process, additional 
bargaining and compromise are often necessary. Game 
theory suggests this should lead to high expenditures and 
to high deficits, since it is easier to build coalitions for 

It is also worth noting that Denmark was recently ranked as the third 
most internationally competitive country, on the basis of 370 criteria, out 
of 38 countries analysed by the International Institute for Management 
Development and World Economic Forum (Financial Times, 23.6.1993). 

Ofthe 179 members ofthe Folketing, 135 are elected in 17 multimember 
constituencies by the party list system using the d'Hondt method, which 
in its pure form tends to favour larger parties. The Faroe Islands and 
Greenland have a further two seats each. However, 40 additional seats 
are divided between the parties to ensure maximum proportionality 
between seats and votes. The minimum threshold for parties to be 
represented is only 2%. 
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particular items of spending than for general increases 
in taxes. 

The question of why Danish ministers do not employ a 
maximizing strategy in the top-down budget procedure is 
thus part of a more general problem. Despite the potential 
obstacles mentioned above, Denmark has translated a general 
budgetary objective into annual targets which have then been 
successfully implemented in the budget process. How was 
this possible? The question is easier to state than to answer. 

A recurring theme in discussions of Danish policy and 
politics is the significance of the fact that the country is 
small. Administrators at various levels know one another 
personally. Voluntary and informal coordination of conflict
ing objectives and interests takes place, both within and 
across policy sectors. Smallness in itself is an important 
factor in facilitating the latter characteristic. 'Other things 
being equal... the larger the country the greater the number 
of organizations and subunits it will contain' (Dahl and Tafte, 
1974): smaller numbers of organizations and subunits make 
problems of coordination less complex and offer the possi
bility that they may be solved using through informal 
processes of reaching agreement. Smallness can thus be 
linked to the pursuit of political consensus (which, in turn, is 
reflected in and reinforced by the electoral system in 
Denmark) and to the Danish tradition of incorporation of 
different interests in public policymaking (Johansen and 
Kristensen, 1982). 

However, in his study of seven small European states 
(including Denmark) Katzenstein (1984, p. 136) argues that 
smallness should not be treated as a master variable. There is 
no space, or need, to give more than a brief summary of his 
complex argument. He claims that the seven States he 

considers (Austria, Belgium, Denmark, The Netherlands, 
Norway, Sweden, Switzerland) all exhibit three character
istics: an ideology of social partnership; a relatively cen
tralized and concentrated system of interest groups; and 
voluntary and informal coordination of conflicting objectives 
through continuous political bargaining between interest 
groups, state bureaucracies and political parties. Together 
these traits make up what Katzenstein calls democratic corpo
ratism. 

This system emerged as a result of internal and external 
pressures in the 1930s and 1940s, but a number of aspects of 
the States' historical development had made them open to 
this possibility.1 Essential to its maintenance is that political 
actors share the sense of being exposed to an international 
economy beyond their control. 

There is no need to rely on Katzenstein's argument as a 
whole. Key points for present purposes are: 

(i) that the political characteristics he describes have deep 
historical roots; and 

(ii) those characteristics are clearly essential in understand
ing how it is that participants in the Danish budget 
process have come to perceive their own interests (and 
identify appropriate strategies to advance those interests) 
in terms that are consistent with fiscal discipline. 

The lesson for policymakers is that small States which do 
not share these political characteristics cannot necessarily 
expect to achieve fiscal discipline through the same method. 

1 I.e. a weak landed nobility, relatively strong urban interests and a divided 
Right; a moderate Left; no revolutionary break with the past and a 
willingness to share power among political parties; (Katzenstein, 1984). 
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