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1. Introduction

The economic crisis that was unleashed in 2008 has led to a reassessment of the fiscal policy.
In most cases, based on pragmatic reasons many developed and emerging economies have
used fiscal policy as an active instrument to alleviate the effects of the crisis. Moreover, even
from a theoretical perspective there has been a change in the view about the economic impact
both of the measures of fiscal impulse and consolidation. As a result, the fiscal policy has
abandoned its passive role, hitherto limited to the reduction or elimination of the fiscal
imbalances in order to guarantee the effectiveness of a monetary policy that focuses on price
stability, and has adopted a more active role, at least in certain circumstances (Ferreiro,

Gdmez and Serrano 2013).

In the case of the eurozone, the fiscal rules resulting from the Maastricht Treaty, the Stability
and Growth Pact and the Fiscal Compact, imply an attempt to harmonize the fiscal policies of
the eurozone economies, at least in terms of the size and evolution of the fiscal imbalances
(public budget deficits and public debt). However, these norms do not mean that all the euro
area countries must mimetically adopt the same fiscal policy strategy in order to reach fiscal
targets, mainly in the measures adopted to modify the size of public revenue and expenditure.
Nonetheless, with the aim of fostering the economic growth, the strategy behind the Quality of
Public Finances promoted by the European Union in the last decade has tried to change the
composition of the national public budgets, both in the structure of revenue and that of
expenditure. An effective implementation of that strategy would imply convergence in the
composition of the European public budgets (Ferreiro, Carrasco and Gomez 2014; Ferreiro,

Garcia del Valle and Gémez 2010, 2012 and 2013).

Strict observance of those fiscal norms would lead to the existence of a single fiscal policy
strategy in the European Union. National fiscal policies would only differ according, first, to
the phase of the business cycle of the economies, and, second, to the size of the deviation

existing between the current economic activity and its normal or tendency levels.
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The purpose of the paper is to analyze whether, as a result of the current crisis, European
economies have implemented since the beginning of the crisis the same fiscal policy strategy,
or, conversely, there have been different models of fiscal policies. In the following sections we
will study the composition of the national fiscal policies in the European Union. We will
analyze separately the expansionary fiscal policies implemented at a first stage of the crisis
and the fiscal consolidation policies that started to be implemented in the current decade.
Thus, section 2 will analyze whether fiscal policies in the European Union have adopted a
procyclical or a countercyclical stance. Section 3 will focus on the content of the national fiscal
policies, analyzing, first, whether national fiscal policies have been based on discretionary
responses or on the working of the built-in stabilizers, and second, whether fiscal policies
were revenues-based or expenditure-based. Next, we will analyze the possible relationship
between the size and the composition (revenue versus expenditure) of the fiscal impulses-
adjustments, and the relationship between the evolution of the size of public revenue and

expenditure. The final section concludes.

2. Have fiscal policies in the European Union been procyclical or countercyclical?

The purpose of this section is to analyse whether fiscal policies in the European Union (EU)
have been working since the year 1999 in a procyclical or in a countercyclical way. In a recent
paper, Florence Huart (2013), focusing on the eurozone countries, argued that in the period
1999-2009, fiscal policy was not procyclical, and that discretionary fiscal policies have became

more countercyclical after 1999, in particular during bad times.

The hypothesis we will test is whether in Europe the implementation of a countercyclical fiscal
policy has been a widespread phenomenon since the creation of the eurozone in 1999.In this
sense, we will analyse the behaviour of the fiscal policy by establishing two sub-periods: 1999-
2007 and 2008-2013. Thus, we want to know whether the current crisis has involved a change
in the stance of fiscal policies in Europe. Besides, we will divide the EU member states in two

groups: the euro countries and the non-euro countries. This division will allow us to ascertain
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whether the fiscal rules operating in the eurozone have a singular impact on the fiscal policies

of its member states.

To define the stance of the fiscal policy we have used the change in the primary cyclically
adjusted budget balance (PCABB) of the general governments in the European Union. Data
regarding European public finances have been obtained from Government Finance Statistics
provided by the Eurostat Database in its website. An improvement in the PCABB is identified
with a restrictive fiscal policy, and a worsening in the change of the PCABB has been identified
with an expansionary fiscal policy. The fiscal policy can be procyclical or countercyclical
depending on the restrictive-expansionary stance, as previously defined, and on the situation
regarding the business cycle. In this respect we will use the output gap (the difference
between actual and potential gross domestic product] to argue the existence of a recession
(negative output gap) or an expansion (positive output gap). To this end, we have used the
output gap figures provided by the AMECO database. We will define a fiscal policy as being
procyclical when an expansionary fiscal policy is implemented during a period of expansion
and when a restrictive fiscal policy is implemented during a recession. Conversely, a
countercyclical fiscal policy will exist when an expansionary fiscal policy is implemented
during a recession and when a restrictive fiscal policy is implemented during a period of

expansion.

In tables 1 and 2, we show the fiscal policy stances of the EU economies in 1999-2007 and
2008-2013, respectively. Non-euro countries are shown in bold. As table 1 shows, at the
beginning of the eurozone era, most European economies were implementing a
countercyclical fiscal policy, although we cannot argue that this position was clearly
predominant given the large proportion of countries with a procyclical fiscal stance. However,
what is important to notice is the fact that before the crisis, namely since the year 2006, this
pattern underwent a radical change, with regard to economies - both euro and non-euro -

with expansionary procyclical fiscal policies dominating the scene.
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Table 2 shows that, at the beginning of the crisis, most European countries implemented
expansionary procyclical fiscal policies. This outcome may sound strange, but it is explained
by that fact that in 2008 most economies were still experiencing a positive, albeit declining,
output gap, and therefore, according to the previous definition these economies were in an

expansion.
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Table 1. Fiscal policy stance in European Union countries 1999-2007

Year Fiscal Policy Stance Countries Stance
] Countercyclical EE, SK, LV, BG
Expansionary Procyclical BE, IE, FR, IT, CY, LU, AT, S, I, SE, CZ Countercyclical (12)
1999 o Countercyclical DE, ES, MT, NL, PT, UK, DK, PL Procyclical (12
Restrictive Procyclical GR
] Countercyclical SK, BG, CZ, RO
Expansionary Procyclical BE, GR, ES, FR, PT, SI, DK, PL Countercyclical (19)
2000 o Countercyclical DE, EE, IE, IT, CY, LU, MT, NL, AT, FI, LV, SE, UK, LT, HU Procyclical (8]
Restrictive Procyclical
] Countercyclical LT, PL
Expansionary Procyclical DE, EE, IE, GR, FR, IT, CY, NL, PT, FI, SE, UK, DK, CZ, HU Countercyclical (12)
2001 o Countercyclical BE, ES, LU, MT, AT, Sl, SK, LV, BG, RO Procyclical (15)
Restrictive Procyclical
) Countercyclical GR, NL, SK, FI, LV, SE, UK, CZ, RO
Expansionary Procyclical BE, DE, IE, FR, IT, CY, LU, AT, DK, BG, HU Countercyclical (14]
2002 o Countercyclical EE, ES, MT, PT, SI Procyclical (13]
Restrictive Procyclical LT, PL
] Countercyclical ES, CY, LU, MT, NL, AT, FI, SE, DK, PL
Expansionary Procyclical GR, FR, IT, SI, UK, CZ, LT, RO Countercyclical (14)
2003 o Countercyclical EE, LV, BG, HU Procyclical (13)
Restrictive Procyclical BE, DE, IE, PT, 5K
) Countercyclical LU, AT, PT, SK, FI, PL
Expansionary Procyclical BE, IT, SI, UK, LT, RO Countercyclical (15)
2004 o Countercyclical EE, ES, FR, LV, SE, DK, BG, CZ, HU Procyclical (12)
Restrictive Procyclical DE, IE, GR, CY, MT, NL
) Countercyclical PT, BG
Expansionary Procyclical BE, EE, IE, IT, SK, LV, UK, CZ, HU Countercyclical (11)
2005 Countercyclical ES, FR, CY, LU, SI, SE, DK, LT, RO Procyclical (16]
Restrictive Procyclical DE, GR, MT, NL, AT, FI, PL
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Year Fiscal Policy Stance Countries Stance
£ . Countercyclical NL
2006 xpansionary Procyclical EE, GR, MT, AT, SI, SK, LV, SE, DK, CZ, LT, HU, PL, RO Countercyclical [11)
o Countercyclical BE, DE, ES, FR, IT, CY, LU, FI, UK, BG Procyclical (16)
Restrictive -
Procyclical IE, PT
£ ] Countercyclical
2007 xpansionary Procyclical BE, EE, IE, GR, ES, FR, MT, NL, AT, SI, SK, FI, LV, UK, DK, BG, LT, RO Countercyclical (9)
o Countercyclical DE, IT, CY, LU, PT, SE, CZ, HU, PL Procyclical (18]
Restrictive :
Procyclical

Source: Our calculations based on the AMECQO Database
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Table 2. Fiscal policy stance in European Union countries 2008--2013

Year |Fiscal Policy [Stance Countries Stance
c _ Countercyclical
08 XPansIonany I'procyclical BE, DE, EE, IE, GR, ES, IT, CY, MT, AT, SI, SK, FI, LV, UK, DK, BG, CZ, LT, PL, RO Countercyclical (6]
Countercyclical FR, LU, NL, PT, SE, HU Procyclical (21)
Restrictive -
Procyclical
Countercyclical BE, IE, GR, ES, FR, IT, CY, LU, NL, AT, PT, SK, Fl, UK, DK, BG, CZ, HR, LT
Expansionary ,
2009 Procyclical LV, PL Countercyclical (20)
o Countercyclical RO Procyclical (8]
Restrictive Procyclical DE, EE, MT, SI, SE, HU
Countercyclical DE, IE, LU, MT, NL, AT, PT, FI, SE, DK, HR, HU
Expansionary -
2010 Procyclical PL Countercyclical (13)
o Countercyclical CY Procyclical (15)
Restrictive Procyclical BE, EE, GR, ES, FR, IT, SI, SK, LV, UK, BG, CZ, LT, RO
c . Countercyclical BE, SI, SE, HR
xpansionary ,
2011 Procyclical EE, CY, Countercyclical (4)
o Countercyclical DE, PL Procyclical (22)
Restrictive Procyclical IE, GR, ES, FR, IT, LU, MT, NL, AT, PT, SK, FI, LV, UK, DK, BG, CZ, LT, HU, RO
Countercyclical GR, ES, MT, PT, FI, SE, DK, CZ, HR, HU
Expansionary -
2012 Procyclical EE Countercyclical (10)
Countercyclical Procyclical (18)
Restrictive -
Procyclical BE, DE, IE, FR, IT, CY, LU, NL, AT, S|, SK, LV, UK, BG, LT, PL, RO
Countercyclical GR, SI, SE, UK, BG, HR, HU, PL, RO
Expansionary ,
2013 Procyclical LV Countercyclical (10)
Countercyclical EE Procyclical (18)
Restrictive -
Procyclical BE, DE, IE, ES, FR, IT, CY, LU, MT, NL, AT, PT, SK, FI, DK, CZ, LT
Source: Our calculations based on the AMECO Database
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In 2009, however, with most countries experiencing a negative output gap,

expansionary countercyclical fiscal policies were a widespread phenomenon in the

European Union. This situation changed in 2010, when a large number of countries

(14 countries) implemented measures to reduce their primary cyclically adjusted

public budget balance, despite the fact that they were in the midst of a recession

(Ferreiro, Gdmez and Serrano 2013; Creel, Hubert and Saraceno 2014). In 2011,

procyclical consolidation policies dominated the European scene, but since 2012 the

number of countries implementing expansionary countercyclical fiscal policies has

increased significantly. Nonetheless, it is important to note that the majority of these

economies do not belong to the eurozone.

Table 3. Number of countries with a certain fiscal policy stance

Expansionary in Expansionary in Restrictive in
Recessions Booms Recessions Restrictive in Booms
(Countercyclical) (Procyclical) (Procyclical) (Countercyclical)
1999 4 1M 1 8
2000 4 8 0 15
2001 2 15 0 10
2002 9 1M 2 5
2003 10 8 5 4
2004 6 6 6 9
2005 2 9 7 9
2006 1 14 2 10
2007 0 18 0 9
2008 0 21 0 6
2009 19 2 6 1
2010 12 1 14 1
2011 4 2 20 2
2012 10 1 17 0
2013 9 1 17 1

Source: Our calculations based on the AMECO Database
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The figures provided in table 3 show clearly that until the current crisis,
countercyclical fiscal policies dominated the European scene, both whether
countries implemented expansionary fiscal policies during recessions or they
adopted restrictive fiscal policies in expansions. However a large number of
countries implemented expansionary fiscal policies in the years 2006 to 2008, i.e.,
before the crisis or when it had just began. Since 2011 most countries have been

adopting restrictive fiscal policies during a slump.

Table 4. Number of EU countries adopting procyclical and countercyclical fiscal

policies
Expansionary in Expansionary in Restrictive in Restrictive in Booms
Recessions Booms Recessions (Countercyclical)
(Countercyclical) (Procyclical) (Procyclical)
Euro Non-euro Euro Non-euro Euro Non-euro Euro Non-euro

1999 2 (12%) 2 (25%]) 9 (57%) 2 (25%]) 0 (0%) 1(12%) 5(31%) | 3(38%)
2000 1 (6%) 3 (30%) 6 (35%) 2 (20%) 0 (0%) 0 (0%) 10 (59%) | 5(50%)
2001 0 (0%) 2 (20%) 10 (59%) 5 (50%) 0 (0%) 0 (0%) 7(41%) | 3(30%)
2002 4 (24%) 5 (50%) 8 (47%) 3 (30%]) 0 (0%) 2 (20%) 5 (29%) 0 (0%])
2003 7 (41%) 3 (30%) 4 (24%) 4 (40%) 5 (29%) 0 (0%) 1(6%) 3 (30%)
2004 5 (29%) 1 (10%) 3 (18%) 3 (30%]) 6 (35%) 0 (0%) 3(18%) | 6(60%)
2005 1 (6%) 1 (10%) 5 (29%) 4(40%) 6 (35%) 1(10%) 5(29%) | 4 (40%)
2006 1 (6%) 0 (0%) 6 (35%) 8 (80%) 2 (12%) 0 (0%) 8 (47%) 2(20%)
2007 0 (0%) 0 (0%) 12 (71%) 6 (60%) 0 (0%) 0 (0%) 5(29%) | 4 (40%)
2008 0 (0%) 0 (0%) 13 (76%) 8 (80%) 0 (0%) 0 (0%]) 4 (24%) 2(20%)
2009 | 13(76%) 6 (55%) 0 (0%) 2 (18%]) 4 (24%) 2 (18%) 0 (0%) 1(9%)
2010 8 (47%) 4 (36%) 0 (0%) 1 (9%]) 8 (47%) 6 (55%) 1(6%) 0 (0%])
20M 2 (12%) 2 (18%) 2 (12%]) 0 (0%) 12 (71%) 8 (73%) 1(6%) 1(9%)
2012 5 (29%) 5 (45%) 1 (6%) 0 (0%) 11 (65%) 6 (55%]) 0 (0%) 0 (0%])
2013 2 (12%) 7 (64%) 0 (0%) 1 (9%]) 14 (82%) 3(27%) 1 (6%) 0 (0%])

Source: Our calculations based on the AMECO Database

12
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Table 4 shows the differences existing among euro and non-euro countries
regarding the stance of their respective fiscal policies. This table shows the number
of countries that implement each of the four types of fiscal policy considered. The
percentage that the corresponding figure represents in relation to the total number
of economies belonging and not-belonging to the euro area are shown in brackets in

each cell.

Figure 1. Share of countries implementing countercyclical fiscal policies (%)
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Source: Our calculations based on the AMECO Database

For a better understanding of the information provided in table 4, figure 1 represents
the percentage of euro and non-euro economies that have adopted countercyclical
fiscal policies. The most striking fact is that since 1999, most euro economies have
been adopting procyclical fiscal policies. Only in five years (2000, 2002, 2006, 2009
and 2010) the percentage of euro economies that adopted countercyclical fiscal
policies was above 50 percent. This behavior has manifested itself both during
booms and slumps, and before and during the current crisis. Conversely, the
adoption of countercyclical fiscal policies proved to be the dominant pattern in non-

euro economies: in 9 out of the 15 years analysed, the percentage number of

13
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countries with countercyclical fiscal policies was above 50 percent. It is remarkable
that between 1999 and 2005, countercyclical fiscal policies were dominant in non-
euro countries, although this share fell dramatically in 2006. Since then, with the
exception of 2007, and until 2010, the share of countercyclical fiscal policies in non-
euro economies rose, although it remained below that of eurozone. But since 2011

the share of countercyclical fiscal policies was again higher in non-euro economies.

If we focus on the more recent years, since the year 2011, we can note the
differences existing between both groups of countries. In the case of the eurozone in
the years 2011, 2012 and 2013, three was a recession in 14, 16 and 16 countries,
respectively. Out of these countries, the percentage number of countries adopting a
procyclical restrictive fiscal policy was 86%, 69 % and 88% in 2011, 2012 and 2013.
The situation in the non-eurozone was, however, significantly different. In the years
2011, 2012 and 2013 10, 11 and 10 countries, respectively experienced a recession.
During those three years, the percentage number of countries implementing a
procyclical fiscal policy was much lower than that of the eurozone - namely, 80%,

95% and 30% respectively.

In short, the existence of a clear tendency towards implementing procyclical fiscal
policies - something that does not happen in the European Union member states
that do not belong to the euro area - indicates a failure in the design of the fiscal
policy in the eurozone, which makes it difficult for fiscal policies to work following
the principles of functional finance (Ferreiro, Gémez and Serrano 2014; Hein and
Truger 2014; O'Hara 2013). This failure complicates the working of the
macroeconomic policies in the eurozone, because it places the burden of the
macroeconomic policy on monetary policy, an instrument whose only objective is
price stability. On the other hand, insofar as restrictive fiscal policies are nowadays
being implemented in a context of recession or, at best, low growth, this complicates

the economic recovery of the eurozone.

14
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3. The content of the fiscal policies in the crisis

Next, we will analyze the differences in the management of fiscal policy in the
European Union during the crisis. We have analyzed European public finances since
2007 (the year before the crisis) using data corresponding to the public budget
balances of the general governments provided by the General Finance Statistics of

Eurostat and the AMECO Database.

In most European Union countries fiscal deficits peaked in the year 2009. Therefore,
we have analyzed the evolution of European public finances drawing a line in the
year 2009 and, consequently, divided the period 2007-2013 in two sub-periods: 2007-
2009 and 2010-2013. The first sub-period corresponds to the period of widespread
expansionary fiscal policies in Europe when fiscal deficits increase, and the second
sub-period (2010-2013] corresponds to the period of widespread fiscal consolidation
processes, when fiscal deficits enter in a path of correction. However, in some
countries expansion and consolidation phases started and finished in years other
than 2009.Thus, the exceptions to this grouping are Germany, Luxembourg, Austria,
Ireland, Poland and Finland, whose fiscal deficits peaked in 2010 (therefore for these
countries the sub-periods are 2007-2010 and 2011-2013), Estonia and Malta (with
fiscal deficits peaking in 2008, with the sub-periods 2007-2008 and 2009-2013), and
Croatia, for which there is available data only since 2009, and whose sub-periods are

2009-2011 and 2012-2013)

The aim of this section is to study the existence of differences in fiscal policies
adopted in the European Union during the crisis, both in the first period of
widespread implementation of expansionary fiscal policies and in the more recent
period of fiscal adjustments. We will first study the extent to which fiscal policies
were based on discretionary measures or on the working of built-in automatic

stabilizers. Second, we will study the extent to which fiscal impulse and adjustment
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strategies were based on revenue or expenditure. Lastly, we will analyze whether
the composition (i.e., revenue-expenditure) of fiscal impulses and adjustments was

related to the size of the latter.

3.1 Discretionary versus automatic responses

As mentioned above, we have first studied whether fiscal policies were based on
discretionary measures or on the working of built-in stabilizers. To carry out this
analysis, we have broken down the public budget balance into three components:
interest payments, the cyclically adjusted primary budget balance, and the cyclical

component of the public budget balance.

Figure 2 shows the changes recorded in the three components of the public budget
balance between 2007 and 2009. A negative (-] sign refers to a fall of the component
of the public budget balance (lower interest payments, lower surplus or higher
deficit), while a positive (+) sign means an increase in these components (higher

interest payments, higher surplus or lower deficit).
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Figure 2. Variation in the components of public budget balance between 2007 and

2009 (percentage points GDP)

BE DE EE IE GRES FR IT CY LUMTNL AT PT SI SK FI LV SE UKDKBG CZHR LT HU PL RO

M |nterest WCAPBB ¥ CBB

Source: Our calculations based on AMECO Database

With the sole exception of Hungary, all the EU countries faced a large deterioration
of their public finances, ranging from 2.5 (Croatia) to 13.1 (Spain) percent of GDP.
Ireland is an exceptional case, because the huge deterioration of its public finances
(amounting 30.8 percent of GDP) is explained by the impact of the Irish banking crisis
on its public finances. Nonetheless, when we focus on the evolution of the
components of public budget balances, significant differences emerge among
countries. In the case of interest payments, in 11 countries the size of interest
payments (as a percentage of the GDP) in 2009 was lower than in 2007. In the case of
the cyclical component of the budget balance, this component only improved in two
countries: Malta and Hungary. In the other EU countries, the deterioration of the

economic activity meant a worsening in the cyclical budget balance ranging from 0.9
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(Poland) to 7.3 (Latvia) percent of GDP'. In the case of the CAPBB, the variable used
to analyze the discretionary fiscal policy - in other words, the responses of the public
authorities to the economic crisis - , all the EU countries, with the exception of
Hungary and Sweden, adopted fiscal measures that led to a deterioration of their
CAPBBs. In Hungary, CAPBB moved from a deficit amounting to 2.5 percent of GDP
to a surplus equivalent to 2.3 percent of GDP. In Sweden, its CAPBB moved from a
surplus of 3.5 percent of GDP to a surplus of 3.6 percent of GDP. In the remaining
countries, the discretionary fiscal impulse (measured by the fall in the CAPBB])
ranged from 0.43 (Italy) to 9.96 (Spain) percent of GDP (in Ireland the discretionary
fiscal impulse reached 24.4 percent of GDP due to the impact of the banking crisis on

Irish public finances?).

When we focus on the contribution of the changes of the components of the public
budget balance to the fiscal impulse recorded in this first period, it is important to
note that in 11 countries (France, Italy, Luxembourg, Austria, Slovenia, Finland,
Latvia, Sweden, Denmark, Czech Republic and Lithuania) the fiscal impulse deriving
from the built-in stabilizers was higher than that deriving from the discretionary
fiscal measures. Actually, excluding Hungary, the contribution of the changes in the
CAPBB to the deterioration of the public budget balance ranged between the -2.6%
for Sweden to the 91.1% for Cyprus. This means that the intensity of the
discretionary fiscal impulse in the European Union economies was far from being
similar, and that many countries relied on built-in stabilizers in order to face the

economic crisis.

" Note that the impact of the crisis on the public finances is not only related to the decline in
the economic activity but also to the elasticity of public revenue and expenditure in view of
the changes in the economic activity.

2 According to the AMECO Database, the one-off and other temporary measures on the
expenditure sides of the Irish general government (which includes the public financial
assistance to the banking sector) amounted 2.5% of GDP in 2009, 20% of GDP in 2010, and
4.2% of GDP in 2011.

18
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Since 2009, all European Union countries have followed fiscal consolidation
processes whose outcome has been a major fall in their fiscal deficits (see figure 3.
The only exceptions have been Slovenia and Sweden, whose fiscal deficits have
increased in 8.6 and 0.3 percentage points of their GDP respectively. In these
economies, the improvement in economic activity has led to an improvement in the
cyclical budget balance, and the deterioration of public finances is explained by
higher interest payments (1.4 p.p. of GDP in Slovenia)] and an expansionary
discretionary fiscal policy that has worsened the CAPBB in 7.5 p.p. of GDP in
Slovenia and 2.6 p.p. of GDP in Sweden®.

Figure 3. Variation in the components of public budget balance between 2009 and

2013 (percentage points of GDP)
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BE DE EE IE GR ES FR IT CY LUMT NL AT PT SI SK FI LV SEUKDKBG CZHRLT HU PL RO

M Interest WCAPBB ®CPBB

Source: Our calculations based on the AMECO Database

3 Like in Ireland, most deterioration of the cyclically adjusted public balance in Slovenia is
due to the impact of financial assistance to the financial sector. The Swedish case is
different, because Sweden maintains a cyclically adjusted surplus in its public finances, and
so we might better say that, more than having an expansionary fiscal policy, Sweden is
currently implementing a less restrictive fiscal one.
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Excepting these two countries, the situation regarding public finances has improved
in the European Union countries. Excluding Ireland, whose improvement in its public
finance (equivalent to 23.2 percent of GDP) has been due to the size of the public
rescue of its banking system, the improvement in the public budget balance ranges

between 0.07 percent of GDP in Finland and 8.5 percent of GDP in Latvia.

It is important to note that the improvement in the European public finances has
been based on the improvement in the CAPBB. In other words, European economies
have based their fiscal adjustment processes on the implementation of discretionary
measures in order to reduce their fiscal deficits. However, as we detected when
analysing the contribution of the fiscal impulses that were adopted at the beginning

of the crisis, the composition of fiscal consolidations has also been different.

Thus, in 13 out of the 28 EU countries, the size of the interest payments as a
percentage of GDP has fallen, ranging from 0.02 (Poland] to 0.95 (Greece) percent of
GDP. Conversely, in the remaining 15 countries the size of interest payments has
risen, ranging from 0.16 percent of GDP in Luxembourg to 1.7 percent of GDP in
Spain. Obviously, in these countries higher interest payments have fuelled the fiscal

deficits, leading to a more intense implementation of adjustment measures.

If we focus on the evolution of the cyclical public budget balance (CPPBJ, i.e. on the
impact on public finances of the changes in economic activity, again we detect
differences among countries. In 10 countries, the improved economic situation (a
higher output gap) has led to an improvement in the CPBB, with impacts ranging
from 0.1 percent of GDP in Belgium to 3.7 percent in Latvia. However, in 18
countries, the worse economic situation has in turn contributed to a worsening of
their public finances, with impacts ranging from 0.05 (France) to 5.2 (Greece)

percent of GDP.
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Regarding the variation in the CAPBB, as mentioned earlier, with the exceptions of
Slovenia and Sweden, there has been a remarkable change in these balances, with
improvements that range from 0.2 (Finland) to 7.2 (Romania) percent of GDP. The
magnitude of this unparalleled fiscal consolidation is clearly appreciated by knowing
that, besides Ireland, in nine other countries (Greece, Spain, Portugal, Slovakia,
Latvia, United Kingdom, Lithuania, Poland and Romania) the fall in the CAPBB is

above 4 percentage points of the GDP).

Consequently, most fiscal consolidation has fallen in the discretionary fiscal
adjustment measures adopted by public authorities in Europe, both in the countries
whose cyclical budget balance has improved and in those countries whose cyclical
budget balances have deteriorated due to the worsening economic conditions, as

tables 5 and 6 show.

Table 5. Contribution of variations in CAPBB to the variation in total public budget
balance between 2009 and 2013 (%] in countries that have seen an improvement of

their cyclical budget balances

Belgium | Germany | Austria | Luxembourg | United Lithuania | Hungary

Kingdom

80.5 90.6 83 153 94.8 67.5 48

Source: Our calculations based on theAMECO Database
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Table 6. Contribution in variations on CAPBB to the variation in total public budget
balance between 2009 and 2013 (%) in countries that have seen a deterioration of

cyclical budget balances

EE ES FR IT LUX | MT NL PT SK DK BG Cz HR PL RO CYy Fl GRE

135.7 | 154.4 | 100.6 | 143.6 | 153 | 193.1 | 107.2 | 157.8 | 114.8 | 90.2 | 113.7 | 124.8 | 152.4 | 130.9 | 115.5 | 505.5 | 297.3 | 262.5

Legend: EE (Estonia), ES (Spain), FR (France), IT (ltaly], LUX (Luxembourg), MT (Malta), NL
(Netherlands), PT (Portugall, SK (Slovakia), DK (Denmark], BG (Bulgaria), CZ (Czech
Republic), HR (Croatia), PL (Poland), RO (Romania), CY (Cyprus), FI (Finland), GR (Greece)

Source: Our calculations based on the AMECO Database

3.2 Tax-based versus expenditure-based fiscal policies

The aim of this sub-section is to study whether fiscal impulses and adjustments in
the European Union countries have been tax-based or expenditure-based. Since the
nineties, analysis of the influence of the composition of fiscal expenditures and
adjustments on the effectiveness and duration of fiscal policies has been flourishing.
Traditional analyses were based on estimations of the different short-term fiscal
multipliers. However, since the nineties, with the inclusion of (rational] long-term
expectations in economic models, a different perspective started to prevail. Thus,
estimations (mostly based on DSGE models) concluded that long-term multipliers of
public expenditure were zero or even negative, with traditional Keynesian
expansionary fiscal policies having a zero impact on economic activity. The
counterpoint to these analyses was that fiscal consolidations could be expansionary,
mainly when fiscal adjustments were based on credible spending cuts in the long-

run (International Monetary Fund 2013, Nicolas Carnot 2013, OECD 2010).

However, recent literature has tended to cast doubts on this simplistic view. Thus, it
iIs now argued that, to be effective and credible, large fiscal consolidations must be

based on multiple instruments, involving spending cuts and tax hikes (Hagemann
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2012; Molnar 2012; Sutherland, Hoeller and Merola 2012). Moreover, the
composition of fiscal adjustments would not only be based on ‘economic’ criteria, but
also reflect country-specific socio-political preferences and structural features
regarding the desired size of the public sector and the composition of public revenue

and expenditure (Ferreiro, Carrasco and Gomez 2014, Ferreiro, Garcia del Valle and

Gomez 2010, 2012 and 2013; Mauro and Villaverde 2013).

To study the composition of fiscal impulses and consolidations, we have broken
down the variation in public budget balances into the three components of revenue,
interest payments and primary expenditure. Again, we have studied the composition
of fiscal impulses and adjustments adopted by European countries in the sub-
periods of 2007-2009 and 2010-2013, in accordance with the definition of the periods

of expansionary and restrictive fiscal policies used above

As we did earlier, we have focused first on the expansionary fiscal policies
implemented at the beginning of the crisis. Since we analysed in the previous sub-
section the behaviour of interest payments, we will now focus our analysis on the

evolution of public revenue and primary expenditure.

As figure 4 shows, all the EU countries increased public spending as a tool to
stimulate the declining economic activity in the first years of the crisis. If we exclude
Ireland (because of the impact of the banking crisis on public expenditure), Hungary
(because in this first sub-period, its public finances improved) and Croatia (because
data became first available in 2009), public expenditure increased in the European
Union with a range that oscillates between 1.6 (Malta) and 8.8 (Finland) percent of

GDP.

However, in the case of public revenue, we do not find a common and single pattern

of evolution. In 18 countries, the fiscal impulse was fuelled by a fall in public
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revenue. This fall ranged from 0.05 (Belgium) to é (Spain) percent of GDP. However,
public revenue increased in 10 economies, with this increase ranging from 0.1
(Slovenia) to 2.8 (Luxembourg] percent of GDP. Actually, if we consider that in two
countries (Belgium and Germany]), the reduction in public revenues was lower than
0.1 percent of GDP, then, if we exclude Hungary, 40 percent of EU countries
implemented expansionary fiscal

policies exclusively based on expenditure

increases.

Figure 4. Variation of public revenue and expenditure, 2007-2009 (percent of GDP)
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Figure 5 can help us to better discern whether EU countries implemented a tax-
based or an expenditure-based fiscal impulse. Figure 5 shows the contributions of
the three components of public budget to the total variation in public budget balance
during the period of expansionary fiscal policies, as defined above. The figure does
not include Hungary, because, as explained, in those years its public budget balance

improved rather than worsened as in the rest of Europe.
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Figure 5. Contribution to total variation of public budget balance 2007-2009 (% total

variation)
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It is easier now to detect the differences. In ten countries (Belgium, Germany,
Estonia, Italy, Luxembourg, Netherlands, Austria, Slovakia, Finland and Sweden) the
contribution of higher public expenditure to the fiscal impulse (measured as the
downwards variation in the public budget) was above 100 percent. Consequently in

these ten countries the fiscal impulse was exclusively expenditure-based.

In the other countries, there was a mix of higher expenditure and lower revenue, but
again with significant differences among them. Thus the contribution of higher
expenditure to the fiscal impulse ranged from 75 to 100 percent in six countries
(Ireland, France, Portugal, Slovenia, United Kingdom, and Denmark]. This
contribution ranged between 50 and 75 percent in six countries (Greece, Spain,
Cyprus, Malta, Latvia, and Czech Republic), and was below 50 percent in four

economies (Bulgaria, Croatia, Poland and Romania).
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Actually, if we focus on the contributions of fiscal cuts to the fiscal impulse, the
reduction in public revenue represented above 40 percent of fiscal impulse in five
countries: Spain (46%), Portugal (46%), Cyprus (49%), Romania (53%) and Bulgaria
(59%).

Therefore, we can exclude the existence of a single and/or dominant pattern of
expansionary fiscal policies in the European Union. Table 7 shows clearly how four
types expansionary fiscal policy strategies co-existed in Europe depending on the
evolution of revenue, interest payments and primary expenditure. In all EU
countries, the expansionary fiscal policy was based on higher primary expenditure.
However, public revenue also increased in nine countries, and in twelve countries

the higher primary expenditure came with a lower spending on interest payments.

Table 7. Expansionary fiscal policy strategies in the European Union, 2007-2009

* % x

* ¥

Higher Primary Expenditures

Higher interest payments Lower interest payments
Lower Revenues Ireland, Greece, Spain, Belgium, Germany,
Latvia, Denmark, Czech France, Cyprus, Malta,
Republic, Croatia, Portugal, Sweden, United
Hungary*, Poland, Kingdom, Bulgaria
Romania
Higher Revenues Estonia, Luxembourg, Italy, Austria, Finland
Netherlands, Slovenia,
Slovakia, Lithuania

* Hungary evidenced an improvement in the public budget balance

Source: Our calculations based on the AMECO Database

It will be, however, in the period of fiscal consolidations, when we are going to find

the most remarkable differences among national fiscal policies. With the already

26



This project has received funding from the European Union’s Seventh Framework Programme
for research, technological development and demonstration under grant agreement no 266800 *

mentioned exceptions of Slovenia and Sweden, whose public budget balances
worsened over this period, fiscal deficits fell in Europe. However, the driving forces

behind these fiscal adjustments are significantly different, as figure 6 shows.

Figure 6. Variation of public revenue and expenditure 2009-2013 (p.p. of GDP)
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If we focus first on interest payments, in 12 countries (Belgium, Germany, Estonia,
Greece, France, Malta, Netherlands, Austria, Latvia, Sweden, Denmark, Hungary and
Poland) the fall in interest payments helped to improve public finances. In these
countries the fall in interest payments ranged from 0.017 percent of GDP in Poland
to 0.96 percent of GDP in Greece. In the remaining countries, the increase in interest
payments due to the higher stock of public debt and/or higher yields ranged from
0.06 (Finland) to 1.7 (Spain) percent of GDP.

Regarding public revenue, this increased in most European Union countries, with
increases ranging from 0.1 percent of GDP in Croatia to 7.4 percent of GDP in
Greece. However, there was a fall in public revenues in four countries - Sweden,

Bulgaria, Lithuania and Poland - ranging from -0.13 (Poland) to 2.6 (Lithuania)
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percent of GDP. Given that in Sweden there was a worsening of its public finances,
three economies therefore implemented a fiscal adjustment based on revenue and

expenditure cuts.

If we focus in the variation of primary expenditure, this fell in most countries, with
the exception of Belgium, Greece, France, Malta, Slovenia and Finland. In these
economies, primary expenditure rose, with the increase ranging from 1 (Malta) to 5.8
(Greece) percent of GDP. In the other countries, the fall in primary expenditure

(excluding Ireland) ranged from 0.3 (Luxembourg) to 9.7 (Lithuania) percent of GDP.

Table 8. Fiscal consolidations strategies in the European Union, 2009-2013

* X %

* ¥

Higher Primary Expenditure Lower Primary Expenditure

Lower interest

Higher interest

Higher interest

Lower interest

Lower Revenue

Bulgaria,

Lithuania

Sweden*, Poland

Higher Revenue

Slovenia*,

Finland

Belgium,
Greece, France,

Malta

Ireland, Spain,
Italy, Cyprus,
Luxembourg,
Portugal,
Slovakia, United
Kingdom, Czech
Republic Croatia,

Romania

Germany,
Estonia,
Netherlands,
Austria, Latvia,
Denmark,

Hungary

* Slovenia and Sweden evidenced a deterioration of public budget balance

Source: Our calculations based on the AMECO Database

As in the case of the fiscal expansions, fiscal consolidations strategies have been
really diverse. Although most EU countries have implemented a mix of higher
revenue and lower primary expenditure, in six economies primary spending has

increased parallel to rising revenues. Moreover, four economies cut their primary
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expenditure at the same time as they reduced the size of public revenue, which
means that in Bulgaria, Lithuania and Poland fiscal adjustments have only been
based on expenditure cuts. We must also emphasize the different evolution of
interest payments: whilst the size of interest payments has increased (as a

percentage of GDP) in 15 economies, interest payments have fallen in 13 countries.

3.3 Size and composition of fiscal impulses and adjustments

In the previous section, we detected a diversity of expansionary and restrictive fiscal
policies, depending on the composition of the fiscal impulses and adjustments. To
complete this analysis, in this sub-section, we will study the possible existence of a
relationship between the size of fiscal impulses and consolidations and the
contributions made by the different components (revenue-expenditure) of the public
budget balance to the variation in this balance. Thus, our hypothesis is that this

composition will vary according to the size of the fiscal impulses-adjustments.

We will first analyze the relationship between the changes in public budget balance,
measured as a percentage of GDP (data that will be shown in the horizontal axes of
the figures below) and the contribution made by the components of the budget
balance to that variation. For a better understanding of the analysis, we have chosen
as a representative variable of the composition of the budget balance the

contribution of the primary expenditure to the change in budget balance.

Given that the change in budget balance is the sum of the changes in revenue,
interest payments and primary expenditure, greater weight of primary expenditure
means lower weight of the other items. In fact, as we will see below, the contribution
made by primary expenditure to the change in budget balance can be higher than

100 per cent. This means that one or the two other items (interest payments and
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revenue) have had the opposite effect on the budget balance compared to that of the
primary expenditure, thus leading to overstrain in this item. The contribution made
by primary expenditure may also be negative. This means that the interest payments
and/or the revenue have endured the burden of the fiscal impulse-adjustments,

offsetting the opposite effects of primary expenditure.

Figure 7. Expansionary fiscal policies (2007-2009)
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Figure 7 shows the behaviour of the expansionary fiscal policies implemented at the
beginning of the crisis. A positive variation in public budget balance means an
improvement in this balance, i.e., a lower deficit or a higher surplus, and vice-versa.
The data shows a poor relation between the worsening of the public finances in the
European Union and the contribution made by primary expenditure to these
expansionary fiscal policies. Nonetheless, the regression included in the figure
shows a negative relation between both variables. Thus, an increase in the public
deficit equivalent to 1 percentage point of the GDP implies that the contribution

made by primary expenditure to this expansionary fiscal policy increases by 1.17
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percentage points. In other words, the more expansionary is a fiscal policy, the more

expenditure-based this policy.

Figure 8. Expansionary fiscal policies, Ireland and Hungary excluded (2007-2009)
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Nonetheless, these results can be biased by the inclusion of Ireland and Hungary. On
the one hand, fiscal deficits figures include the cost for the public finances
generated by the banking rescues, which explains the huge fiscal deficit figure in
Ireland. On the other, we are including Hungary, whose public budget balance
improved in this period and that, consequently, did not implement an expansionary

fiscal policy.

To avoid these problems, we have excluded both countries from figure 8. Now, the
results show a more significant relationship between the variation in budget balance
and the contribution of primary expenditure to that variation. However, the
relationship is now a quadratic one: this implies a declining marginal impact of the

variation in fiscal balance on the contribution of primary expenditure once a certain
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threshold is reached. This threshold is 7 percent of GDP. Thus, in countries whose
budget balances have worsened by less than 7 percent of GDP, the contribution
made by primary expenditure increases insofar as fiscal deficits rise. In the
countries whose budget balances fell by more than 7 percent of GDP, the
contribution made by primary expenditure falls. This means that highly expansionary
fiscal policies are expenditure-based and revenue-based. In other words, countries
that implement highly expansionary fiscal policies adopt a mix of primary

expenditure hikes and tax cuts.

Figure 9 focuses on the fiscal consolidation strategies implemented in the European
Union. As in figure 9, the relationship between the variation in public budget balance
and the contribution made by primary expenditure to the fiscal adjustment is quite
low, although the regression implies that stronger fiscal consolidations go hand in

hand with higher contributions deriving from primary expenditure.

Figure 9. Fiscal consolidations (2009-2013)
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As in the case of expansionary fiscal policies, the above conclusion could be biased
because of the inclusion of certain countries that distort the results. Thus, figure 9
includes the data from Slovenia and Sweden (counties that in the period subject to
scrutiny reduced their public imbalances, consequently implementing tight fiscal
policies]), Ireland (whose primary public expenditure fell due to the end of the
banking rescue), Greece (whose primary expenditure rose) and Finland (due to the

high increase of both public revenue and expenditure).

Figure 10 shows the relationship between the variation in public budget balance and
the contribution made by primary expenditure to the improvement in public finances.
In this simple analysis, we have included a polynomic equation, because it provides a
more significant relationship. This relationship shows interesting results that can be
summarized by the fact that the contribution of primary expenditure to the fiscal

consolidations changes according to the size of the fiscal adjustment processes.

Figure 10. Fiscal consolidations (2009-2013), excluding Ireland, Greece, Slovenia,

Sweden and Finland
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The regression included in the figure shows that small fiscal consolidations are
mainly primary expenditure-based. Thus, for an improvement of 1 percent of GDP in
the public budget balance, 88.9 percent of this variation is explained by a fall in
primary expenditure. However, tax hikes gain importance in the fiscal consolidations
insofar as the size of fiscal adjustments also rises. As figure 10 shows, for fiscal
adjustments ranging from 1 to 3 percent of GDP, the contribution made by primary
expenditure falls in favor of an increased relevance of tax hikes. For large fiscal
consolidations - i.e., fiscal adjustments ranging from 3 to 7 percent GDP - the main
driving forces behind the consolidation process are cuts in primary expenditure.
Actually, for fiscal consolidations above 5.7 percent of GDP, the contribution made by
primary expenditure to the adjustment efforts is above 100 percent. This implies that
major consolidations go hand in hand with tax cuts, leading to offsetting higher
primary expenditure cuts. Very large fiscal consolidations, however, go hand in hand
with a declining weight of primary expenditure. For fiscal consolidations whose size
is above 8.2 percent of GDP, the contribution made by primary expenditure cuts to
the adjustment processes is below zero, what implies that tax hikes operate in
parallel to expenditure cuts. Indeed, the contribution made by tax hikes to the fiscal
consolidations would increase exponentially: thus, the contribution made by primary
expenditure cuts to the fiscal adjustment would fall to 57 percent when the fiscal
deficits decline amounts to 9 percent of GDP, and would be 17 percent when the fall

in fiscal deficits amounts to 9.5 percent of GDP.

3.4 Relationship between public revenue and primary expenditure

In the previous sub-section, we detected a relationship between the size of fiscal
impulses and adjustments and their composition. This implies the existence of a

relationship between the evolution of the public revenue and the primary
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expenditure. With caveats, we can argue that there is a direct and positive

relationship between both components of the public budget balance.

To test this hypothesis, we will analyse the relationship between the change noted in
the size of public revenue and primary expenditure, both variables measured as
percentage of GDP, with a distinction being drawn by the evolution of these variables

during the expansionary and restrictive fiscal policies.

Figure 11 shows the behaviour of public revenue and primary expenditure during the
first stage of expansionary fiscal policies at the beginning of the crisis. We have
excluded two EU countries: Hungary (which in those years implemented a tight fiscal
policy leading to a fall in its fiscal deficit) and Ireland (due, as explained above to the
distortion of its huge deficit driven by the impact of the banking rescue on the Irish

public finances).

The regression included in figure 11 shows the existence of a non-linear relationship
between the evolution of public revenue and primary expenditure. In the case of low-
sized expansionary fiscal policies, i.e., when the rise in primary expenditure is less
than 2.1 percent of GDP, the higher primary expenditure go hand in hand with lower
revenue: the size of public revenue would fall up to a maximum of 1.6 percent of
GDP. Therefore, small fiscal expansions are both revenue-based and primary
expenditure-based. Insofar as the increase of primary expenditure is higher, the fall
in public revenue starts to decline. And finally, when the increase in primary
expenditure exceeds 7.9 percent of GDP, the size of the public revenue starts to
increase, thus partially offsetting the expansionary impact deriving from higher

primary expenditure.
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Figure 11. Change in the size of public revenue and primary expenditure during

expansionary fiscal policies (2007-2009), Ireland and Hungary excluded
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This pattern is consistent with the need to take into account the impact of the higher

primary expenditure on the public budget balance, trying to avoid an excessive fiscal

deficit. Nonetheless, the higher revenue induced would not be enough to reduce the

fiscal deficit driven by the higher primary expenditure. This offsetting will only

happen when the increase in primary expenditure is above 12.5 percent of GDP.

From this threshold onwards, the rise in revenue would be higher than the rise in

primary expenditure

, consequently reducing (slowly] the fiscal deficit.
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Figure 12. Change in the size of public revenue and primary expenditure during fiscal

consolidations (2009-2013), Ireland, Slovenia and Sweden excluded
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Next, we have analysed the changes evidences in the size of public revenue and
primary expenditure during the fiscal consolidation processes. The results are
shown in figure 12. Here, we have excluded three EU countries: Slovenia and Sweden
(whose primary budget balance deteriorated in this period] and Ireland (that
recorded a dramatic fall in its primary public expenditure fall due to the end of the

banking rescue).

As mentioned in previous sections, most EU countries adopted a fiscal adjustment
strategy based on a mix of primary expenditure cuts and tax hikes. In the case that
primary expenditure has risen, the increase in public revenue has been the driving
force behind the consolidation processes. However, we can detect that insofar as the
expenditure cuts are higher, the increase in public revenue declines. Actually, once
that expenditure cuts exceeds a threshold equivalent to 5.4 percent of GDP, the

variation of public revenue becomes negative. Nonetheless, the decline in public
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revenue is lower than the rise in the primary expenditure and, consequently, the

fiscal deficit maintains its declining tendency.

These results show that major fiscal consolidations - those that according to our
estimations are equivalent to a fall in fiscal deficits of up to a maximum of 5.4
percent of GDP, implying primary expenditure cuts amounting to 5.5 percent of GDP
- are generated by a mix of expenditure cuts and tax hikes. However, very large
consolidation processes are only expenditure-driven, because expenditure cuts
would take place parallel to tax cuts, probably reflecting the economic and social

and political problems arising from highly-excessive tax pressures.

4. Conclusions

The analysis carried out of the fiscal policies implemented since the beginning of the
current crisis in the European Union shows clearly that a common pattern of
national fiscal policies does not exist. The EU countries have adopted different fiscal
policy strategies, which applies to both the expansionary fiscal policies implemented
during the first years of the crisis and the widespread fiscal consolidation policies

implemented since 2010.

At the beginning of the crisis, most EU countries adopted a countercyclical
expansionary fiscal policy. This pattern changed after 2010, when the number of
countries implementing procyclical restrictive fiscal policies increased. However,
since the year 2012 the number of countries that have adopted a countercyclical
expansionary fiscal policy has risen significantly. Nonetheless, it is remarkable the
fact that most of the latter countries do not belong to the eurozone, which highlights
the problems that the current institutional framework of fiscal policies in the

eurozone creates in order to implement a countercyclical fiscal policy.

38

* % x

* ¥



This project has received funding from the European Union’s Seventh Framework Programme
for research, technological development and demonstration under grant agreement no 266800 *

Analysing the content of the fiscal policies applied in the EU Member States shows
the remarkable differences among countries. These differences become apparent
when we analyze the strategies of fiscal policies in terms, first, of the discretionary
or automatic stance of the fiscal policies, and, second, of the variations in public
revenue and expenditure. These differences remain when we make analyze

separately the composition of expansionary and restrictive fiscal policies.

Lastly, we wish to emphasize the relationship detected, first, between the size of the
fiscal impulses-adjustments and the composition (revenue versus expenditure) of
these fiscal policies, and, second, between the change evidenced in the size of the

public revenue and expenditure.
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