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Abstract

The issues of government debt and deficits became a current component of the public finances of
virtually all the countries in the world since the Great Depression in the 1930’s. The EU countries do
not diverge from this picture and most of them display complex financial problems, in which consistent
budgetary deficits have combined with negative net exports, with the ageing and pension system
challenges and recently with the global financial crisis.

In our paper we analyze the evolution of the public deficits run by the old and new EU member
states, trying to identify their main causes and to propose several courses of action in order to control
the deficits. We started with a structural analysis of the income side of the budget, especially for direct
and indirect taxes, followed by a quantitative analysis of the growing deficits in the EU countries. We
identified some widespread causes of the public deficits, such as the growing share of the public social
expenditures and of the public wages, or the increase in public investments.

Finally we presented some solutions for fiscal consolidation, which we think is essential in order
to ensure the survival of the Euro and of the European Union.

Keywords: public deficits, government revenues, government expenditures, direct taxes,
indirect taxes, public debt
JEL classification: H62, H63.
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1. INTRODUCTION

The issue of public debt and deficits has become of primary importance in the last
years in the EU, especially because the global financial crisis made ever more difficult for
the countries with high public debts and deficits to find convenient financing on the national
and international financial markets. Countries from the Old Member States group (such as
Ireland, Great Britain, Spain, Portugal or Greece) as well as countries from the New Mem-
ber States group (especially the Baltic countries, Romania and Hungary) found themselves
in difficult situations regarding the level of budgetary deficits, the level of public indebted-
ness or both. The intriguing fact is that most of these countries experienced an uninterrupted
period of economic growth (most of them between 2000 and 2008), sometimes at paces well
above the EU averages. Nevertheless this same aspect also represents an explanatory factor
for the problems of these countries. The high growth rates of these countries were mostly
due to expansion of the construction sector and to the lax consumer credit policies, without
too much concern for the structure and main vectors of growth.

As regards the rules of the Stability and Growth Pact (SGP) in 2009 only four coun-
tries managed to observe them, respectively Denmark, Estonia, Finland and Sweden. The
only country of the Eurozone 16 that managed to observe the provisions of the SGP is Fin-
land.

In what follows we are trying to analyze the evolution of the budgetary deficits for the
2000-2009 period, pointing out the main influence factors and suggesting some improve-
ments in order to ensure the sustainability of the public finances in the EU countries. We
will also address the fiscal consolidation process, mainly for the NMS group.

The next section presents a literature overview regarding the issues of public debts and
deficits. The third section analyzes the evolution of the government deficits and government
debts for the EU countries since 2000. Section 4 realizes a comparative analysis of the
public (government) deficits for the biggest economies of the OMS and NMS.

The last section contains the concluding remarks of our analysis and some proposed
measures for the much needed fiscal consolidation, necessary especially in the NMS group.

2. LITERATURE OVERVIEW

Wagner (1892) was among the first to signalize the tendency for the fast growing of
the public sector (he formulated the law of increased state spending), due to the overall pro-
gress of the society, but at the time his warnings were not considered of immediate
importance. The 1930’s economic crisis’ experience has determined a change in the view
upon the economic equilibrium and especially upon the consequences of significant eco-
nomic imbalances.

After the Second World War, authors such as Strayer (1949), Ram (1986), Barro,
(1989), Barro and Sala-i-Martin (1995), Rodrik (1998) outlined the accelerated growth in
size of the public sector thru the level of public expenses and tried to identify and explain
the causes of this dynamics.

Slowly but steadily the perspective of the minimalist state was replaced by the welfare
state and the necessity of its intervention in the improvement of the negative effects of the
market externalities and of the defective allocation of the financial resources in the econo-
my. One characteristic of the welfare state, as it has been stressed by Tanzi and Schuknecht
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(1997), is concerning the significant budgetary deficits and the high stock of the public
debt.

At the same time, Sloman and Wride (2009) stated that a balanced budget may not al-
ways be the best strategy, whereas Alesina and Perotti (1996) outlined that implementing
such laws to enforce setting a balanced national budget are neither sufficient nor necessary
to ensure fiscal discipline.

Moreover, Alesina and Perotti (1996) consider that, on one hand, setting a balanced
budget does not represent a solution when adopting anti-cyclical policies that involve using
financial stimuli and on the other hand, the budgetary deficit allows the public authorities to
promote policies for reducing the costs of taxation.

As a result, the budgetary imbalances that involve negative balances are no longer
considered a failure of the public policies and the budgetary deficits can represent in many
situations an instrument of ensuring a better allocation of the resources in the economy.
However, we must not forget that the tolerant approach of the budgetary deficits does not
imply the discretionary accumulation of deficits but rather maintaining them within cer-
tain limits considered sustainable.

Eslava (2011) considers that many fiscal deficits have political explanations and that
they originate from three sources: electoral interests of the politicians, conflicts of interests
between politicians’ partisan preferences and conflicts of interest between different social
groups or regions.

Antzoulatos (2011) engages the issue of twin deficits (current account and budget-
ary deficits). The two deficits usually go in the same direction, but the author states that
under very permissive credit conditions the budgetary deficits can sometime decrease,
but accompanied by a significant worsening of the current account deficit, as in the case
of Greece.

In a recent paper, Hallett and Hougaard Jensen (2011) approach the relationship be-
tween the level of public debt and the public deficits trying to establish a new stable and
enforceable fiscal framework for the Eurozone area countries. The two authors argue for
public sector debt targets as a practical way to achieve such a set up, and they also pro-
pose an excess debt protocol in order to offer enforceable form to those targets
In the current EU context the issue of budgetary deficits is amplified by the manifestation
of structural economic imbalances, such as the ageing problem connected with the
sustainability of the pension system.

3. THE ANALYSIS OF THE PUBLIC BUDGETARY DEFICITS IN THE EU
COUNTRIES

The theory and practice of the public finances use several measures to express the im-
balances of the public budget, such as: the consolidated budget balance, the conventional
balance, the primary balance, the operational balance, the structural balance and the quasi-
fiscal balance. The use of these measures depends upon the purpose of the analysis and it
varies along with the nature of the information required by the analysis. However, in the
context of the current financial crisis, it seems much more important to address the issue of
perpetuated deficits rather than approaching the technical differences between the fore-
mentioned budgetary balances.

A widely debated important problem is represented by the choice of an optimal way of
financing the public budgetary deficits. As such, authors like Dornbusch and Fischer (1990)
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consider that the public authorities can appeal to the following ways of financing the defi-
cits:

» Financing by increased taxation;

» Financing by reducing budgetary expenses;

» Financing by monetary emission and

» Financing by public debt.

The financing by increased taxation was used by some EU countries which were
strongly affected by the 2008 financial crisis. For example, Hungary and Romania, as part of
their IMF financing deals, raised their rates of VAT by 5pp, from 20% to 25%, respectively
from 19% to 24%. However, many criticize these measures, arguing that they may lead to
increased inflation, increased fiscal evasion and reduced consumption, impairing as such the
efforts of combating the effects of the crisis. The VAT has the advantage that it leaves unaf-
fected the export competitiveness of the national products and it is equally distributed over
the population (there are no exemptions, even if lower income population will see its pur-
chasing power reduced more drastically). Normally, the economic growth is promoted when
taxes are decreased and the investors feel confident again in the economic perspective of
any given country.

The financing by reducing budgetary expenses was more or less practiced by virtually
all the EU countries in an effort of keeping the deficits controllable. Nevertheless, it may in-
duce negative influences upon the economic rebound if the public investment projects are
reduced at the same rate as the current expenses.

The monetary emission was ruled out for quite some time now by all the EU countries,
whereas financing by public debt was given an important role in many EU countries. The
most unfortunate case was that of Greece who saw its public debt reach very high levels in
order to maintain the status quo for some categories of budgetary expenses, such as military
and social protection expenses.

In order to have a better understanding of the overall current situation of the budgetary
deficits of the EU countries we will start by studying the evolution of the GDP for the ana-
lyzed period, respectively from 2000 to 2009. We will continue with the analysis of the
evolution of the budgetary revenues in absolute values and as a share in GDP and the evolu-
tion of budgetary expenses in absolute values and as a share in GDP, for the most
representative old member states, respectively for the new member states.

3.1. The evolution of the GDP

As it can be noticed in the graph no. 1 below, most of the 2000-2009 period was char-
acterized by a steady increase in the GDP of the EU-27, turning the EU into the first
economy of the world, even if 2009 marked an unexpected contraction of around 4%. The
admission of East European economies in 2004 and 2007 contributed to the increase of the
EU GDP, even if the cumulated GDP of those countries is only around 850 billion Euros.
Under these circumstances it is somehow difficult to explain the extended budgetary deficits
that exploded in 2009 virtually everywhere in the EU at levels well beyond the limits of the
SGP.
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The Evolution of the GDP, 2000-2009
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Source: [Made by the authors with data from the European Commission, Eurostat]
Figure no. 1 The evolution of the EU GDP, 2000-2009

3.2. The evolution of budgetary deficits for overall EU

The cumulated budgetary balance of the EU countries for the 2000-2009 period
evolved from a healthy surplus of 0.2% in 2000 to a high deficit of 6.8% in 2009. The wor-
rying fact is that even in 2008 the balance was in fact a deficit of 2.3%. The problem is that
the deficit evolved on a period of steady economic growth. During 2000 and 2008 the EU
economy grew by 35.88%, from 9,200 billion Euros to 12,500 billion Euros.

The situation of the budgetary deficits at EU level is depicted in the graph no. 2 below.
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Figure no. 2 The budgetary deficits at EU level
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The situation is somewhat different for the Old Member States (OMS) compared to the
New Member States (NMS), as reflected in the graphs no. 3 and 4 below.
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Figure no. 3 The evolution of the budgetary deficit for the NMS, 2000-2009
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Figure no. 4 The evolution of the budgetary deficit for the OMS, 2000-2009

It can be noticed that the evolution of the OMS’s budgetary balance is a far better
match of the overall EU budgetary evolutions than that of the NMS. The NMS, even if they
registered constant deficits, presented lower amplitudes of the deficits, ranging from only
1.81% in 2006 to 5.92% in 2009. The OMS displayed significant differences, oscillating
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from a healthy surplus, of 1% in 2000 to a 6.77% deficit in 2009. In effect, the deficit was
partly due to an attempt to combat the effects of the financial crisis and partly because some
countries chose to maintain the vast welfare programs, while the budgetary revenues de-
creased significantly.

In what follows we will try to explain these overall evolutions, taking into account the
revenues and expenses’ components of the government budgets, both for the OMS as well
as for the NMS.

We will study the evolution of budgetary revenues and especially as a share of GDP
for overall EU, for the most representative old member states and the most relevant new
member states in order to identify the common features as well as the special characteristics
of the new and old member states for the interval 2000-20009.

3.3. The evolution of budgetary revenues at EU level

During 2000 and 2009, the budgetary revenues increased by 24.09%, from 4,181 bil-
lion Euros in 2000 to 5,194 billion Euros in 2009. This increase may seem impressive,
however their weight in the overall EU GDP decreased from 45.4% in 2000 to about 44% in
2009. This was mainly due to the following factors:

» The weight of taxes in the GDP decreased from 27.3% in 2000 to 25.3% in 2009.
That represents 142% out of the overall decrease of the share of budgetary reve-
nues in the GDP of 1.4 percentage points. The per se reduction of the weight of
taxes in the GDP should not be worrying for the economy (in fact it could improve
the competitiveness of European products), but rather for the sustainability of the
vast social programs introduced in Western Europe after the second world war (the
welfare state);

» The biggest contribution to the overall reduction in the share of taxes in the GDP
was due to the evolution of direct taxes, which accounted for 75% of the fore-
mentioned decrease in the weight of taxes in the GDP. In fact, the share of direct
taxes in the GDP decreased by 1.5 percentage points, from 13.7% in 2000 to 12.2%
in 2009. This is partly due to the overall tendency of decreasing the marginal taxa-
tion rates, especially in what concerns the direct taxes. The so called fiscal
competition (especially in the area of direct taxes) created by the new member sta-
tes, with the purpose of attracting direct foreign investments, and manifested
through the introduction of flat single taxes in Latvia, Estonia and Lithuania
(1994), Slovakia (2004), Romania (2005) and Bulgaria (2008), has determined so-
me old member states to take similar actions. For example, prior to the crisis
Germany announced the introduction of a flat 15% company income tax. All this
may have contributed to the decrease of the share of taxes (and that of direct taxes)
in the GDP, but the main factor was probably the financial crisis that started to
produce consequences for the EU budgetary balances since 2007.

The tables no. 1 and no. 2 present the evolution of an important component of the di-
rect taxes, the corporate income tax for the NMS and respectively the OMS. For several
NMS the same rate is also applied for the taxation of individuals, through the single tax rate
mechanism.
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Table no. 1 The evolution of the corporate income tax rate (%) for the NMS, 2000-2009
2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009
BG 325 28| 235| 235 | 195 15 15 10 10 10
CY 29 28 28 15 15 10 10 10 10 10
Ccz 31 31 31 31 28 26 24 24 21 20
EE 26 26 26 26 26 24 23 22 21 21
LV 25 25 22 19 15 15 15 15 15 15
LT 24 24 15 15 15 15 19 18 15 20
HU 196 | 196 | 196 | 196 | 176 | 175| 175| 213 | 213 | 213
MT 35 35 35 35 35 35 35 35 35 35
PL 30 28 28 27 19 19 19 19 19 19
RO 25 25 25 25 25 16 16 16 16 16
SK 29 29 25 25 19 19 19 19 19 19
Sl 25 25 25 25 25 25 25 23 22 21
NMS-12 | 276 | 270 | 253 | 238 | 216 | 197 | 198 | 194 | 187 | 189
EU 27 319 | 307 | 293 | 283 | 270 | 255 | 253 | 245| 236 | 235

Sourc: [European Commission — Taxation trends in the EU, 2009]

Table no. 1 illustrates the tendency of continual reduction in the level of the tax rate for
most of the countries and for the overall NMS. The most dramatic decrease is registered by
Bulgaria, which went from 32.5% in 2000 to 10% in 2009. The only exception is represent-
ed by Hungary, which registered a 2 pp increase in 2009 as compared to 2000. For the

overall NMS, the decrease is of around 9 pp, from 27.6% in 2000 to 18.9% in 2009.
The situation is almost similar for the OMS, as depicted in table no. 2.

Table no. 2 The evolution of the corporate income tax rate (%) for the OMS, 2000-2009

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009
BE 402 | 40.2 | 40.2 34 34 34 34 34 34 34
DK 32 30 30 30 30 28 28 25 25 25
DE 516 | 383 | 383 | 396 | 383 | 387 | 387 | 387 | 298| 298
IE 24 20 16 | 125| 125 | 125 | 125| 125 125 | 125
EL 40 | 375 35 35 35 32 29 25 25 25
ES 35 35 35 35 35 35 35| 325 30 30
FR 378 | 364 | 354 | 354 | 354 35| 344 | 344 | 344 | 344
IT 413 | 403 | 403 | 383 | 373 | 373 | 373 | 373 | 314 | 314
LU 375 375| 304 | 304 | 304 | 304 | 296 | 296 | 296 | 286
NL 35 35| 345| 345 | 345| 315| 296 | 255| 255| 255
AT 34 34 34 34 34 25 25 25 25 25
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2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009

PT 352 | 352 33 33| 275 | 275 275| 265 | 265 | 265
Fi 29 29 29 29 29 26 26 26 26 26
SE 28 28 28 28 28 28 28 28 28 | 26.3
UK 30 30 30 30 30 30 30 30 30 28

OMS-15| 354 | 338 | 326 | 319 | 314 | 301 | 296 | 287 | 275| 272

EU 27 319 | 307 | 293 | 283 | 270 | 255 | 253 | 245 | 236 | 235
Source: [European Commission — Taxation trends in the EU, 2009]

It can be noticed that under the impact of the fiscal competition, created by the NMS,
the OMS had to respond so they decreased their average corporate income tax rate by 8.2
pp, similar to the decrease registered by the NMS. The difference is that the decrease of the
OMS was from 35.4% to 27.2%, which of course is significantly higher than the 18.9% av-
erage level of the NMS in 2009. But the difference is also perfectly justifiable since the two
categories of countries have different objectives. The NMS are trying to attract more foreign
investment and to promote economic growth after 45 years of economic confusion and stag-
nation (as the case of Romania, whose real growth was about 0% between 1973 and 1990),
whereas the western developed countries reduced their taxation rates in order to avoid a full
scale relocation of the productive capital into the NMS areas.

» The indirect taxes also had a downward trend for the period. Their share in GDP
decreased from 13.4% in 2000 to 12.8% in 2009. The global financial crisis took its
toll on the level of indirect taxes collected as a result of the decreased consumption;

» The only gain was marked by the social contributions, whose share in GDP actua-
Ily increased from 13.9% in 2000 to 14.2% in 2009. This evolution is explained
through the increase in the level of social contributions paid by the companies and
individuals (due to the ageing problem and the increased pensions). In 2008 and
2009 some countries tried to increase the budgetary revenues by the mean of social
contributions, as they seem to be easier to collect.

3.4. The evolution of budgetary expenses at EU level

The budgetary expenses have shown a consistent increase at EU level, both in absolute
value and as share in the GDP, as presented in table 3 below. If we compare the evolution of
the budgetary expenses with the evolution of budgetary revenues, presented above, we can
find that the elasticity of the expenses is higher than one, telling us once more that the path
taken by most EU government is unsustainable in the current and future economic context.
At EU level the elasticity of the government expenses to the GDP for the 2000-2007 period
is 1.0421:

c _ A%Exp  35.81%
0dpO7I00 A 0fsGDP  34.36%

At EU level the elasticity of the government expenses to government revenues for the
2000-2007 period is 1.09536:

_ A%Exp 35.81%
o700 T AGhRev  32.69%

=1.0421

=1.09536




112 Marius Sorin DINCA, Gheorghita DINCA, lleana TACHE

If we refer to the 2007-2009 period we even get negative elasticity, as follows:
A%EX 5.95%
P _ —~1.3148

E = =

9dp0907 T ALGDP  —4.52%
0, 0,

rev09/07 — AA)EXp = 2.95% =-0.91847

A%Rev —6.48%

Table no. 3 below presents the evolution of government expenses as share in the GDP
for the EU countries in the 2000-2009 period.

Table no. 3. The evolution of the weight of government expenses as share in the GDP, 2000 — 2009.

2000 | 2006 | 2007 | 2008 | 2009 2000 | 2006 | 2007 | 2008 | 2009
EU27 452 | 46.7 46 | 46.8 | 50.7 | EU27 452 | 46.7 46 | 46.8 | 50.7
BE 49.1 | 48.6 | 484 50 | 54.2 | BG 426 | 365 | 415 | 373 | 407
DK 536 | 516 | 509 | 518 | 586 | CY 370 | 434 | 422 | 426 | 464
DE 451 | 454 | 43.7 | 437 | 4716 | CZ 418 | 43.7 | 425 | 429 | 46.1
IE 313 | 344 | 36.6 42 | 484 | HU 46.9 | 52.0 | 49.8 | 49.2 | 4938
EL 46.7 | 43.2 45| 46.8 | 504 | EE 36.1 | 34.0 | 348 | 399 | 454
ES 39.1| 384 | 39.2 | 411 | 459 | LV 373 | 381 | 357 | 386 | 429
FR 516 | 52.7 | 523 | 528 | 556 | LT 39.1 | 336 | 348 | 374 | 43.0
IT 46.2 | 48.7 | 478 | 488 | 519 | MT 41.0 | 43.7 | 424 | 448 | 443
LU 376 | 383 | 36.2| 37.2 | 424 | PL 411 | 439 | 422 | 433 | 445
NL 442 | 455 | 455 | 459 | 516 | RO 385 | 353 | 36.0 | 376 | 404
AT 52.1 | 495 | 487 49 | 518 | SK 52.2 | 369 | 344 | 348 | 408
PT 431 | 46.3 | 458 | 46.1 51 | SI 46.7 | 445 | 424 | 443 | 495
Fl 483 | 369 | 344 | 348 | 408 | NMS12 | 417 | 405 | 39.9 | 411 | 445
SE 55.6 | 541 | 525 | 53.1 | 56.5
UK 39.1 | 441 | 442 | 473 | 517
OMS-15 | 455 | 452 | 447 | 46.0 | 50.6

Source: [The European Commission, Government Finance Statistics, no. 1/2010]

These results show that the government expenses continued to grow in 2008 and 2009
even if both the GDP and the government revenues decreased as a result of the global finan-
cial crisis. The result would be normal should it express the efforts of governments of EU
countries of spending more money in times of economic downturn, especially by making
investments in the infrastructure, environment or other public investment projects. The data
are worrying if we acknowledge that a great part of the imbalance comes from maintaining a
high level of social benefits, part of the welfare state system and from the compensation of
the public employees. The situation is obviously worse off for the NMS that are trying to
match the OMS’ developed social systems but with far fewer resources. The NMS have to
balance the need for economic development (which often means attracting more foreign in-
vestments by lowering the level of direct taxes) with the need for ensuring better social
conditions for their citizens (which involves higher governmental expenses). Twenty years
ago Kornai (1990) described the situation of the NMS as the “premature welfare state”. In
the communist times, many citizens of these countries were used to get a lot of public goods
and they did all they could to preserve those benefits, without too much concern for the ef-
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forts put up by their countries in order to adapt to the tough requirements of the market
economy. Other NMS citizens resorted to the free rider behavior or to tax evasion in order to
access a better living standard. Tax evasion generated something that Browning (1976)
called the marginal cost of public funds, which places a higher tax pressure upon the honest
taxpayers, even the official taxation rate appears to be lower in the NMS.

The NMS joined the EU with structural fiscal deficits, and now confront on the one hand,
with high macroeconomic vulnerabilities, fiscal imbalances and institutional inadequacies;
on the other hand the EU membership requires the implementation of strong fiscal position
for achieving the reform in tax and pension systems, labour market, subsidy programs,
under conditions of increasing expenditure pressures related to an ageing population within
a sustainable medium- to long-term macro-fiscal framework (Schwartz et al., 2008). As
countries emerge from the transitional recession, they need to manage the normal economic
cycle and answer the question: how should the structural budget deficit be managed?

This is a new situation for the NMS given that prior to accession their fiscal situation was
not the subject of regular and binding surveillance. Furthermore, the NMS are obliged by
the Accession Treaty to join the Economic and Monetary Union (EMU) at some moment,
and meeting the fiscal convergence criteria is perhaps the most serious obstacle along this
road, for some EMU candidates at least (Dabrowski et al. 2006).

4. A COMPARATIVE ANALYSIS OF THE PUBLIC DEFICITS IN THE OMS
AND NMS

Vis-a-vis the overall EU evolutions, there are countries where the situation improved,
and countries where things went in the opposite direction.

An interesting indicator that we will analyze in this section is represented by the rela-
tion between the percentage increase in the public debt and the economic growth of a
country. Normally, a country should use indebtedness to invest in its economy and that
should lead to an increase in its GDP. Of course, the economic growth of any given country
also depends on the investments made by the private sector (including the FDI). However,
in the context of the global crisis some countries have started to use national debt to pay sal-
aries and pensions (the cases of Hungary and Romania). This measure shows interesting
results for most of the OMS countries; however caution must be taken in the case of the new
member states.

a. The Old Member States — OMS
The overall situation of the government debts and deficits in the OMS is presented in
figures no. 5 and 6.
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Source: [Made by the authors with data from the European Commission, Eurostat]
Figure no. 5 The evolution of the OMS’s government deficits 2000 to 2009
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Source: [Made by the authors with data from the European Commission, Eurostat]
Figure no. 6 The evolution of the OMS’s government debts, 2000 to 2009

Denmark has succeeded to maintain the share of budgetary revenues in the GDP at
55.8%, in 2009 as compared with 2000. Denmark is almost boring (in the positive sense of
course) in its evolution, the only notable thing being the increase in the share of the social
benefits, from 17.5% in 2000 to 18.4% in 2009, respectively by 80 billion DKK or 9 billion
Euros. The country is one of the four EU countries that managed to observe the provisions



A Comparative Analysis of the Public Deficits Run by the Old and New EU Member States... 115

of the SGP even in 2009, displaying a low deficit and an acceptable degree of public indebt-
edness.

In the case of Denmark’s neighbor, Sweden, the share of budgetary revenues in the
GDP, diminished from 59.3% in 2000 to 55.7% in 2009. Yet this evolution is acceptable,
since Sweden’s GDP increased in 2009/2000 by 35.86% and the budgetary deficit was only
0.5% in 2009. Also, Sweden registered a 0.5 pp increase in the share of social benefits in the
GDP, in 2009 compared to 2000, respectively by around 17 billion Euros.

Germany saw its budgetary revenues diminished as a share in the GDP, from 46.4% in
2000 to 44.3% in 2009. Nevertheless, for the same period, Germany’s GDP increased by
16.71% together with a 43% increase in government debt. That means each percentage of
extra debt accumulated by Germany created 0.38 percentage points of GDP growth. Or it
took 2.63 percentage points of extra debt to generate 1 percentage point of GDP increase.

Germany’s total expenditures increased during the period by 23.09% and their share in
the GDP also increased from 45.1% in 2000 to 47.6% in 2009. Combined with the evolution
of budgetary revenues in the GDP for the same period we get the budgetary balance moving
from a surplus of 1.3% in 2000 to a deficit of 3.3% in 2009.

The main factors that contributed to this unfavorable evolution were the increase in the
social benefits, whose share in the GDP rose from 25.8% in 2000 to 26.6% in 2009 and the
increase in the intermediate consumption, whose weight increased from 4% to 4.7%. These
two factors combined represented 60% from the general increase in the share of public ex-
penditures in the GDP and hence an important contribution to the aggravation of the
budgetary deficits.

France registered a reduction in the share of budgetary revenues in the GDP (in 2009
compared to 2000) to a level of 48.1% from 50.2% in 2000. For the same period, the
France’s GDP increased by 35.29%, whereas its government debt increased by 80.18%.
That means each percentage point of extra debt accumulated by France contributed by 0.44
pp to the increase in its GDP. It took 2.27 percentage points of extra debt to France to get 1
percentage point of GDP increase. The budgetary deficit for the 2000-2009 period increased
five times, from 1.5% to 7.5%, in explicit violation of the SGP.

The government expenditures contributed significantly to the escalation of budgetary
deficits as their share in the GDP grew from 51.6% in 2000 to 55.6% in 2009. The social
benefits increased dramatically both in absolute values and as a share in the GDP, from
22.1% in 2000 to 25% in 2009. Another worrying factor, which contributed to the deepening
of the budgetary deficits, was the decrease of the weight of direct taxes in the GDP from
12% in 2000 to 9.7% in 20009.

The Netherlands succeeded to increase its budgetary revenues as share in the GDP in
2009 compared to 2000, respectively to 46.3% from 46.1%. Its GDP increased during this
period by 36.42% (similar to the French evolution) but at a cost of only 54.39% increase in
its government debt. This means that one percentage point of extra debt accumulated by the
Netherlands contributed by 0.6696 pp to the increase in the country GDP. Or it took only 1.5
percentage points of debt to generate 1 percentage point of GDP increase, which is quite
remarkable as compared to the performance of Germany or France in the same matter. It ac-
tually means that the Netherlands managed to invest a much higher share of its debt in
lucrative projects than Germany or France. The problem is that the budgetary deficit reached
5.3% in 2009, well over the acceptable levels of the SGP, compared with a 2% surplus reg-
istered in 2000.
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The main contributors to the deepening of the Netherland’s deficit were the increase in
the share of intermediate consumption in the GDP by 3 percentage points, from 5.2% in
2000 to 8.2% in 2009, respective by 19 billion Euros and the increase in the share of social
benefits, from 22.1% to 22.6% in 2009, respectively by 43 billion Euros.
Spain was one of the success stories of the late EU entries. The Spain’s GDP grew by
51.92% between 2000 and 2009, although in 2009 it shrank by 9.36% compared to 2008.
Spain’s government deficit also evolved from a very decent 1% deficit in 2000 to an almost
incredible 11.2% deficit in 2009. The only reassuring thing in this direction is the public
debt, which remained within the limits of the SGP, namely 53.2% of GDP.
The main factors that contributed to the severe deterioration of the Spain’s public fi-
nances were:
- The social benefits more than doubled in 2009 as compared to 2000, even if their
share in the GDP increased by only 3.2 pp, evolving from 14.2% to 17.5%;

- The compensation of employees followed almost the same pattern, respectively
they almost doubled and their weight in the GDP increased from 10.3% in 2000 to
11.8% in 2009.

A good evolution was registered by the public investments, whose share in the GDP
increased by 1.4 pp in 2009 compared to 2000, respectively by 23 billion Euros.

The most worrying fact for Spain is that its government debt increased by 13.5 pp or
by 127 billion Euros in just one year. This evolution placed Spain in the PIGS group of
countries and raised concerns about the future of its public finances.

b. The New Member States
The overall situation of the government debts and deficits in the NMS is presented in
figures no. 7 and 8.
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Figure no. 7 The evolution of the OMS’s government deficits 2000 to 2009
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The new member states marked very different situations in what concerns the share of
budgetary revenues in the GDP and their deficits.
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Figure no. 8 The evolution of the OMS’s government debts, 2000 to 2009

Poland, the biggest economy of the NMS, registered a slight reduction in the share of
budgetary revenues in the GDP, from 38.1% in 2000 to 37.4% in 2009. Its GDP increased
by 80.36% in 2009 compared to 2000 and the most remarkable fact is that Poland’s GDP in-
creased even in 2009 compared to 2008 by 1.3%, being one of the few European countries
that managed to grow in the crisis’ context. Poland’s debt increased in the same period by
150%, which means that it took 1.86 percentage points of extra debt to generate 1 percent-
age point of GDP growth, level which is better than that of France or Germany. The
budgetary deficit evolved from 3% in 2000 to 7.1% in 2009, situation which can delay the
moment of joining the Eurozone.

The main contributor to the worsening of the Poland’s budgetary deficit was the in-
crease in the capital investment’s share in the GDP by 3 percentage points, from 2.4% to
5.3%, but it seems this was actually instrumental in achieving economic growth in time of
economic crisis.

The Czech Republic managed to increase the share of budgetary revenues in the GDP
from 38.1% in 2000 to 40.3% in 2009 and hereby getting closer to the levels exhibited by
the developed Eurozone countries. The Czech GDP increased by 65.68% during this period,
while its government debt grew by 216.29%. The use of debt was not that efficient in case
of the Czech Republic, since it took 3.29 percentage points of extra debt to generate 1 per-
centage point of economic growth, one of the lowest efficiency levels registered. The
budgetary deficit evolved from 3.7% in 2000 to 5.9% in 2009, situation which impairs the
country’s capacity to join the Eurozone.

The evolution of the budgetary deficit of the Czech Republic is due to the increase of
the social benefits as a share in the GDP from 17.3% in 2000 to 19.9% in 2009, as well as to
the increase in the compensation of the employees by 1 percentage point, from 7.1% in 2000
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to 8.1% in 2009. Together, the two factors contributed in a 63% proportion to the increase of
overall government expenditures, respectively by 18.5 billion Euros.

Hungary represents an important new member state of the EU, with specific character-
istics. The GDP of Hungary grew by 95.53% during this period, while the share of
budgetary revenues into GDP remained near to the OMS average, oscillating from 43.8% in
2000 to 45.8% in 2009. The public debt of Hungary increased during this period by
178.23%, resulting 1.86 percentage points of debt increase to generate 1 percentage point of
GDP growth. The budgetary deficit increased during the period from 3% in 2000 to 4% of
the GDP in 2009.

The Hungarian budgetary deficit increased mainly as a result of the dramatic increase
in the share of the social benefits in the GDP, from 15.1% in 2000 to 19% in 2009, or by
146% (around 10.51 billion Euros).

Romania, which was considered one of the most promising East European economies
before the advent of the crisis, was also among the hardest hit countries by the effects of the
crisis. Romania’s budgetary revenues (as weight in the GDP) still display levels commonly
met for the developing countries rather than for EU members. In 2009 Romania’s budgetary
revenues represented only 32.8% of the GDP, a decrease by 1 percentage point as compared
to the 2000 situation. In nominal terms, Romania’s GDP increased by 506.62% in 2009
compared to 2000. During the same period, the government debt increased by 540.74%. If
we use the same measure as before, we notice that it took only 1.06 percentage points of
debt to get 1 percent increase in the GDP. This result could seem impressive; nevertheless
we must acknowledge that this is mainly due to the high volume of FDI received by the
country between 2000 and 2009 and not necessarily because of the efficient use of the ex-
ternal public debt contracted during this period.

Slovakia, one of the two NMS which succeeded to join the Eurozone, has registered a
spectacular evolution as well and managed to attract an impressive volume of FDI, which
boosted its GDP from 31.15 billion Euros in 2000 to 63.3 billion Euros in 2009 (a 100.95%
increase). We have to mention though that the inspired introduction of the single flat tax in
2004 contributed a great deal to the great increase in the stock of FDI in Slovakia. The ex-
ample was followed by Romania and Bulgaria but their results were not so impressive. The
budgetary deficit was reduced from 12.3% in 2000 to 6.8% in 2009, although in 2008 it
stood at only 2.3%, within the limits of the SGP. The government debt increased moderately
during the period, by 44%, generating the best use of marginal debt in the EU: it took only
0.44 percentage points of extra debt to generate 1 percentage point of GDP growth. This re-
sult is also influenced, as in the case of Romania, by the significant impact of the FDI,
offering less credit to the government’s efficient management of the borrowed money.

5. CONCLUSIONS

The current problems faced by most of the NMS and by a good share of the OMS are
not simply of a financial or fiscal nature. The solving of the current global crisis and of the
financial budgetary and debt problems of EU countries requires a new economic and finan-
cial strategy, both in the private and in the public sector with a strong orientation towards
creativity, technology, eco-sustainability, fiscal consolidation and solving of the ageing
problem.

The measure that we introduced, the correlation between the economic growth and the
use of marginal public debt, offers some insights about the efficiency of the government ac-
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tion, still has to be looked upon with caution as it does not reveal certain specific features of
the analyzed countries, such as the effect of the foreign direct investments or the base effect.
The measure exhibits values between 1.06 in Romania (level that has to be very carefully
examined as it would express a high governmental efficiency) and 3.29 in the Czech Repub-
lic (level that would express a low efficiency of the governmental action). Of course, the
GDP does not increase just as a result of the marginal public debt contracted by the govern-
ment, but it can reveal enough about the use of the government debt.

The somewhat unusual thing about the latest financial evolution is that the countries
that were the hardest hit by the effects of the economic crisis were the countries that regis-
tered the highest economic growth in the 2000-2009 period, such as Romania, Greece, Spain
or Hungary. That happened because these countries did not manage to capitalize on their
growth, respectively they did not manage to contain the expansion of public expenditures
and they did not take consistent measures for fiscal consolidation.

Government deficits have deteriorated markedly, reaching levels unprecedented in re-
cent times in the EU. With real economic growth having fallen to -4.2% in 2009, there has
been an automatic decrease in revenues and increase in spending as a share of GDP.

Support measures introduced to stimulate both the aggregate demand and the financial
sectors have added to the burden on the public finances. The majority of stimulus measures
are fortunately temporary and planned to expire by 2011. These measures have had positive
effects on employment and economic activity during the crisis. However, once economic
growth resumes, such measures, if left in place, would lead to an intolerable burden for the
public finances. Also, the policy of very cheap money cannot continue indefinitely as it can
ensure an easy way to the financing even for the companies that do not actually fit in the
current global trends for eco, bio and sustainable development.

The crisis has shown that the divergent growth patterns in the EU and growing macro-
economic imbalances implied contingent budgetary risks. In particular, the countries that
suffered the greatest deterioration in their public finances during the crisis had typically ex-
perienced increasing external imbalances and booming credit and domestic demand in the
pre-crisis years, while the countries that suffered the smallest deterioration generally had
displayed stable or falling macro-financial risks. Especially in the NMS, credit market has
played a key role in this context by feeding persistently buoyant tax revenues and hence al-
lowing excessive public expenditure growth during the booms, followed by large tax
revenue shortfalls. In the OMS, the observed deterioration in budgetary positions was large-
ly the result of a higher expenditure-to-GDP ratio which was mainly due to higher social
benefits and transfers in the analyzed period.

As regards the needed fiscal consolidation, we consider that expenditure cuts are more
effective and have a more long-lasting impact than consolidation by tax increases. However,
the consolidation requirements from many EU member states make it virtually impossible to
achieve it only by the means of a sustainable reduction of expenditures. Tax-based consoli-
dation, especially by broadening tax bases and simplifying tax systems, can also prove
efficient when starting tax-to-GDP ratios are relatively low and implementation is gradual.
The appropriate mix between expenditures and revenues depends on the characteristics of
the country concerned.

The case of Romania remains interesting to be observed for the coming period. The
Romanian government has took measures for fiscal consolidation both in what concerns the
rationalization of public expenses (the dismissal of an important number of public employ-
ees together with the diminishing by 25% of the public salaries) and in the direction of
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increasing the public revenues (the most important measure being the increase of the VAT
rate from 19% to 24% as of first of July this year). Given the 0.3% advance of the GDP in
the second trimester of 2010, the first one after six trimesters of negative growth, it will be
quite interesting to see the impact of the 5 pp increase in the rate of the VAT upon the eco-
nomic growth. Generally, the increase in taxes is not very well received by the economy as
people often see the increased public spending as a near waste of valuable financial re-
sources.

The overall conclusion is that, on the medium and long term the economic considera-
tions should prevail. The economic environment has to be attractive for both the companies
and the individuals and should encourage investments and employment. Nevertheless the
task of improving and making sustainable the economic growth in the EU is made even
more difficult by the necessity of fiscal consolidation, which should in fact support the eco-
nomic recovery.
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