
Spain:  a  2018  budget  on
target,  if  the  Commission
likes it or not
By Christine Rifflart

With a deficit of 3.1% of GDP in 2017, Spain has cut its
deficit by 1.4 points from 2016 and has been meeting its
commitments to the European Commission. It should cross the 3%
threshold in 2018 without difficulty, making it the latest
country to leave the excessive deficit procedure (EDP), after
France in 2017. The 2018 budget was first presented to the
European Commission on April 30 and then approved by Spain’s
Congress of Deputies on May 23 amidst a highly tense political
situation, which on June 1 led to the dismissal of Spain’s
President Mariano Rajoy (supported by the Basque nationalist
representatives of the PNV Party who had approved the 2018
budget a few days earlier). It should be passed in the Senate
soon by another majority vote. The expansionary orientation of
the 2018 budget, backed by the government of the new Socialist
President  Pedro  Sanchez,  does  not  satisfy  the  Commission,
which considers the adjustment of public finances insufficient
to meet the target of 2.2% of GDP included in the 2018-2021
Stability and Growth Pact (SGP). According to the hypotheses
of the previous government, not only would the deficit fall
below 3% but the nominal target would be respected.

Admittedly, while, given the strong growth expected in Spain
in 2018, the public deficit will easily be below 3% in 2018
and therefore meet the requirements set in the EDP, the new
budget act is not in line with the fiscal orthodoxy expected
by Brussels. The lack of a People’s Party majority in Congress
led ex-President Mariano Rajoy into strategic alliances with
Ciudadanos and the PNV to get the 2018 budget adopted (with
the  hope,  in  particular,  of  avoiding  early  parliamentary
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elections), at the price of significant concessions:

– An increase in civil servants’ salaries of 1.75%[1] in 2018
and at least 2.5% in 2019, with a larger increase if GDP grows
by more than 2.5% (estimated cost of 2.7 billion euros in 2018
and 3.5 billion in 2019 according to the outgoing government);

– Lower taxes for low-income households (via the increase in
the minimum tax threshold from 12,000 to 14,000 euros income
per year, tax credits for childcare expenses, assistance for
disabled people and large families, and a reduction in tax on
gross wages between 14,000 and 18,000 euros) (cost 835 million
in 2018 and 1.4 billion in 2019);

– The revaluation of pensions by 1.6% in 2018 and by 1.5% in
2019 (cost of 1.5 and 2.2 billion), in addition to a rise of
up to 3% in the old age and non-taxpayer minimum, and between
1% and 1.5% for the lowest pensions (cost 1.1 billion in
2018).

According to the former government, these measures will cost a
little more than 6 billion euros in 2018 (0.5% of GDP) and
nearly 7 billion in 2019 (0.6% of GDP). The revaluation of
pensions should be partly covered by the introduction of a tax
on digital activities (Google tax) in 2018 and 2019, with
revenues of 2.1 billion euros expected. In the end, spending,
which was expected to fall by 0.9 GDP point in 2018 based on
the undertakings made in the previous 2017-2020 SGP, would
fall by only 0.5 GDP point in the 2018-2021 SGP (to 40.5% of
GDP)  (Table).  But  above  all,  despite  the  tax  cuts  just
introduced, the extra revenue expected from the additional
growth should represent 0.1 GDP point (to 38.3% of GDP). In
fact, the budget’s redistributive character, combined with the
downward revision of the impact of the Catalan crisis on the
economy (0.1% of GDP according to the AIReF [2]) led all the
institutes  (Bank  of  Spain,  the  Government,  the  European
Commission) to raise their 2018 growth forecasts from last
winter by 0.2 or 0.3 GDP point to bring it slightly below 3%
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(2.6% for the OFCE according to our April forecasts [3]).

Nevertheless
,  beyond  the  shared  optimism  about  Spanish  growth,  the
calculations of the cost of the new measures differ between
the Spanish authorities and the Commission. According to the
government, the increase in growth should, as we have said,
boost tax revenues and neutralize the expected cost of new
spending. In 2018, the 0.9 percentage point reduction in the
deficit (from 3.1% to 2.2%) would therefore be achieved by the
0.8 GDP point growth in the cyclical balance, combined with
the  0.2  point  fall  in  debt  charges,  with  the  structural
balance remaining stable (fiscal policy would become neutral
rather than restrictive as set out in the earlier version of
the Pact). But this scenario is not shared by Brussels[4], for
whom  the  cost  of  the  measures,  and  in  particular  of  the
increase  in  civil  servants’  salaries,  is  underestimated.
Expenditures  are  expected  to  be  0.2  GDP  point  higher  and
revenue  0.2  GDP  point  higher  than  the  government  has
announced. According to the Commission, the cyclical balance
is  expected  to  improve  by  0.9  GDP  point,  but  the  fiscal
impulse would worsen the structural balance by 0.6 GDP point.
In these conditions, the deficit would bypass the 3% mark, but
fiscal policy would clearly become expansionary and the 2.2%
target would not be hit. The public deficit stood at 2.6% in
2018 (Figure 1).
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This  more
expansionary orientation of the 2018 budget results above all
from  the  political  considerations  of  the  former  Rajoy
government and its effort to deal with the impossibility of
governing  (facts  have  demonstrated  the  fragility  of  this
position). Nevertheless, the timing is ideal – because the
only budget commitment required in 2018 is to cross the 3%
deficit threshold in order to get out of the corrective arm of
the  SGP.  The  year  2018  therefore  makes  it  possible  to
implement a generous fiscal policy, while crossing the 3%
mark, without exposing the country to sanctions. The situation
will be more delicate in 2019, when EU rules aimed at reducing
a debt that is still well above 60% of GDP will be applied,
notably by adjusting the structural balance (Figure 2).



[1]  https://www.boe.es/boe/dias/2018/03/26/pdfs/BOE-A-2018-422
2.pdf

[2]  https://elpais.com/economia/2018/04/17/actualidad/15239495
70_477094.html?rel=str_articulo#1526464987471

[3]  See  the  Spain  part  of  the
dossier:  https://www.ofce.sciences-po.fr/pdf/revue/11-155OFCE
.pdf , pp 137-141.

[4] Nor by the AIReF.

 

Croatia  under  the  Excessive
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Deficit  Procedure:  which
measures  should  be
implemented?
By Sandrine Levasseur

How to put public finances on a good track when (almost) all
measures regarding spending cuts and tax increases have been
already exhausted? Croatia’s government has been seeking to
solve this tricky problem since mid-November when an excessive
deficit procedure (EDP) was launched against the country. Let
us explain what an EDP means: the public deficit of Croatia
currently exceeds 3% of GDP; the breach is neither exceptional
nor temporary; consequently, the government of Croatia has to
curb its public deficit in a lasting way.

On 28 January 2014, the EU Council will propose (1) the time
limits within which Croatia must reduce its deficit below 3%
of GDP and (2) the average annual amounts of deficit reduction
during  the  period.  Yet,  (3)  the  EU  council  will  invite
formally  the  government  of  Croatia  to  propose  concrete
measures towards reducing the deficit-to-GDP ratio below 3%.

The  problem  facing  the  government  of  Croatia  is  not
straightforward since the proposed measures should not further
depress the economy. Currently, only modest signs of recovery
are in sight in Croatia, and its unemployment rate stands at a
high  level  (16.5%).  The  country  is  among  the  poorest  EU
members: its GDP per capita is 62% of that of the EU-28.

Briefing Paper n° 6 aims at proposing a list of measures that
an EU country under EDP such as Croatia could envisage. For
each measure, we present the main arguments “in favor of” it
and  “against”  it  in  general  terms.  Then,  we  discuss  the
relevance of every measure for Croatia. Note that our list of
measures is suitable for both advanced and less advanced EU
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countries. More generally, our list could be used for any
country  facing  public  finance  problems  and  looking  for
solutions.

Three measures (out of seven) seem to us particularly relevant
in the case of Croatia:

–          the use of service concession contracts;

–          the privatization of some state-owned enterprises;

–          the improvement of tax collection and compliance.

The first two measures are related to the need to restructure
state-owned  enterprises  that  are  inefficient  due  to  poor
management. In particular, state-owned enterprises which are
neither natural monopolies nor of strategic importance (i.e.
in the tourism and agriculture sectors) should be privatized.
Privatization  of  other  state-owned  enterprises  should  be
envisaged more carefully, but not excluded. Croatia is the
first country to join the EU with such a high share of state-
owned enterprises (25%), and the slow pace of privatization
has hindered growth. More privatizations will result in (long-
run) gains even if causing (short-run) pains, in particular
layoffs among the workforce. Service concession contracts are
another  way  of  restructuring  the  state-owned  sectors.  The
impact  on  public  finances  is  different,  though.  Services
concession contracts provide a regular source of revenues for
the government (through receipts of concession fees) and/or of
savings (through lower payments of government subsidies). By
contrast, immediate and potentially large amounts of cash can
be obtained from the proceeds of privatization.

Recommending  a  restructuring  of  state-owned  enterprises  in
Croatia is not a novelty. The International Monetary Fund, the
World Bank and the European Commission have repeatedly stated
that the pace of privatization or service concessions should
be  accelerated  to  raise  the  efficiency  of  the  economy.
Currently, the government of Croatia is actively engaged in
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accelerating  such  a  process,  in  particular  for  service
concessions. A few recent concessions include Zagreb’s airport
and Rijeka’s port, while motorways and Brijuni’s island have
also been proposed to bidders.

Croatia’s citizens do not always support the restructuring
process. To obtain greater public acceptance of privatization
and service concessions, communication should be improved and
intensified. In particular, the budgetary authorities should
explain what they are doing, why they are doing it, and what
the long-run benefits of their actions will be. Otherwise, the
restructuring of state-owned enterprises will be perceived as
a gift to the private sector. Last but not least, the process
of  privatization  and  service  concessions  should  be  more
controlled to prevent misguided choices, abuse or conflicts of
interest. That also means fighting corruption.

The improvement of tax collection is the third measure that we
advocate to curb Croatia’s public deficit. According to the
Institute of Public Finance, the cumulated uncollected tax
revenues in Croatia would amount to HRK 40bn, which represents
more than twice the projected public deficit for 2014 (HRK
19.3bn). Should the government be capable of collecting at
least a portion, it would give a little breathing room to the
public finances. In Croatia, increasing the tax collection
means several interrelated things: fighting the grey economy
(since unreported incomes are untaxed incomes) and prosecuting
tax  fraud  (otherwise,  rules  and  procedures  are  useless).
Again, tighter control means fighting corruption.

By contrast, other measures such as wage cuts in the public
sector or low corporate tax rates do not appear suitable to
put the public finances of Croatia on track.

Further  details  can  be  found
at  http://www.ofce.sciences-po.fr/pdf/briefings/2014/briefing6
.pdf .
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