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ANNEX
Draft

Council (Ecofin) report on fiscal exit strategy

Introduction

Ministers agreed on 20 October 2009 on the need for a co-ordinated and comprehensive
approach on exit strategies, encompassing measures to rebuild a stable and viable financial

sector, ensure fiscal sustainability and to raise potential output.

As to the fiscal exit strategy, it was agreed that substantial fiscal consolidation was required
beyond the withdrawal of the stimulus measures of the European Economic Recovery
Programme in order to halt and eventually reverse the increase in debt and restore sound
fiscal positions. In particular, the Council agreed on a number of principles for the fiscal
exit strategies, regarding the need for coordination, the size, the timing, the differentiation

between countries and the accompanying policies.

Following market tensions in sovereign debt markets the ensuing need to provide financial
support to Greece and the agreement to set up a European Financial Stabilisation
Mechanism, the Council on 9 May 2010 strongly committed to ensure fiscal sustainability
and enhanced economic growth in all Member States and agreed that plans for fiscal

consolidation and structural reforms will be accelerated, where warranted.

In this context and following-up to the request by the European Council of 11 December
2009, the Council continued its work on exit strategies. This report provides an update of
the current state of play with respect to the fiscal exit strategy, building upon the principles

previously agreed.
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2/ Implementation of the fiscal exit strategy in recent months

Fiscal consolidation strategies in the medium term

5. As agreed in October 2009, the design and implementation of the fiscal dimension of exit
strategies is taking place within the framework of the Stability and Growth Pact (SGP).
Many Member States are currently subject to an excessive deficit procedure (EDP) and
have received recommendations with a view to bringing an end to the situation of
excessive deficit. Member States have submitted their Stability and Convergence
programmes in recent months, reflecting the EDP recommendations. The Council has
provided its opinion, which has allowed for continuous surveillance of the fiscal exit

strategies by the Council.

6. The ongoing excessive deficit procedures (EDPs) reflect the principles for fiscal exit
agreed last October. In particular, they reflect the agreed strategy that consolidation in all
EU Member States should start in 2011 at the latest, provided that the Commission
forecasts continue to indicate that the recovery is strengthening and becomes self-
sustaining, and that earlier consolidation is warranted in a number of countries. As the
Commission services' spring 2010 forecast confirms the outlook of a gradual recovery, this

strategy remains valid.

7. However, recent evolutions have illustrated that markets are concerned about the
effectiveness of the consolidation paths embedded in stability and convergence
programmes and have also taken into account broader macro-financial stability
considerations in their assessment of sustainability. In this context, governments'
commitments should be further specified and credibly demonstrated. Therefore, some
Member States have further accelerated and frontloaded consolidation and other Member
States where risks are particularly high should also consider taking action. The required
measures to that effect should be announced and implemented as soon as possible. A
delicate balance must be struck between averting adverse market dynamics through
frontloading of consolidation and securing the conditions most conducive to successful

fiscal consolidation by taking into account countries' specific conditions.
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8. According to the programmes, which do not yet take into account recent revisions
announced by a number of countries, the deficit at EU level would continue to increase to
7.2% of GDP on average this year (from 6.8% of GDP in 2009). While many Member
States plan to start consolidation in 2010, some countries continue to provide support to
the economy. Regarding 2011, the programmes imply a reduction of the deficit to 5.6%
of GDP. The deficit would be brought down to 4.3% by 2012 and, based on the
information in the programmes that cover the year 2013, it could be brought to 3% of
GDP by that year. For all but one EDP countries, the budgetary strategies are aimed at
correcting the excessive deficits by the deadlines recommended by the Council.
However, in some cases the structural adjustment would have to be stepped up to fulfil
the requirements under the EDP. Countries not currently in EDP, in their programmes
aim at keeping the government deficit under the 3% of GDP threshold or rapidly bringing

it back below it in case of envisaged breaches.

0. The 2010 nominal government deficit for the EU as a whole projected by Commission
services' in the spring 2010 forecast is in line with the programme's targets, but this hides
higher deficits in a wide range of countries counterbalanced by a lower deficit in a few
countries. As from 2011, the Commission services forecast a deficit well above the
programmes' targets for the EU as a whole (6%5% of GDP)." These differences reflect that
the adjustments were in many cases not fully underpinned by sufficiently specified
measures, especially as from 2011. Furthermore, programmes were in many cases based
on more favourable economic growth assumptions than the Commission services'
forecast, in spite of the fact that the EFC in the Report on Fiscal Exit Strategies of
November 2009 upheld the principle that fiscal plans should be based on cautious growth

scenarios.

Please note that the figures in this paragraph do not include recently announced additional
measures by Greece, Spain and Portugal, which would lead to a lower nominal deficit in
2010.
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10.  The average debt ratio at EU level increased by more than 10% of GDP between 2008
and 2009, to 74% of GDP in that year. Based on the projections in the programmes, the
debt ratio would continue to increase to around 83%2 % of GDP for the EU as a whole by
2012, on the back of an only gradual improvement in the primary balances and real GDP

growth and particularly moderate inflation.

11. Taking into account the agreed exit strategy in October and the agreement reached by the
Council on 9 May, Member States should continue to adopt a differentiated speed in
fiscal consolidation taking both fiscal and non-fiscal risks into account. In order to
safeguard the credibility of the exit strategy, it is of utmost importance that the
recommendations under the EDP are fully and strictly implemented in a timely manner.
In particular, the announced budgetary targets for 2010 and 2011, which have recently
been strengthened significantly in a number of countries, should be achieved in nominal
terms. In addition to the recent strengthening of targets in some Member States, further
target revisions should also be considered in other Member States where fiscal and
macro-financial risks are high and the profile of consolidation is insufficiently
frontloaded. All Member States should implement the additional measures necessary to
achieve the targets without delay. In the medium term, fiscal consolidation needs to be
pursued and MTOs should be attained as part of a comprehensive medium-term
adjustment strategy. This should allow for a rapid return to deficit levels compatible with
a stabilisation and subsequent durable reduction in the government debt level in all
Member States, which is also necessary to ensure that public debt does not compromise

the economic recovery.

12.  TIrrespective of the size of the consolidation, its success will be strongly dependent on the
degree of policy commitment, reflected by the permanent nature of the measures. Also
the composition of consolidation will be determining, with revenue-based measures
likely to be less effective because of the negative repercussions on growth. Revenue-
based measures should therefore only be considered in case of a sufficiently low starting
level of the tax. Regarding expenditure-based consolidation, better results in terms of
enhancing medium-term growth dynamics than in past exercises should be ensured, thus

i.a. abstaining from cuts in education and research and development.
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14.

15.

16.

Long term sustainability considerations

Medium-term projections by the Commission services based on a prudent growth
outlook, taking into account the costs of ageing and assuming no further policy changes
show that the budgetary strategies outlined in the programmes may not be sufficient to
stabilise debt ratios by 2020 in a majority of Member States. At EU level, the average
debt ratio would rise to almost 90% of GDP in the second half of this decade. These
developments have implications for the sustainability of public finances, also in view of
the further upward pressure on debt developments due to economic and budgetary effects

of ageing populations.
This illustrates the need for Member States to ensure that they reach their MTOs within a
reasonable timeframe and that they enter the next economic downturn with debt levels

which allow automatic stabilisers to play around the consolidation path.

Flanking policies

Given the inevitably long horizon for the correction of excessive deficits, it was agreed that
the consolidation effort should be supported by reform measures with a direct bearing on
fiscal sustainability, such as pension reform and strengthening of national fiscal
frameworks. Until now only few countries, especially those that have come under close
scrutiny by markets in recent months, have announced substantial reforms in that area.
Further action is needed in a wider range of countries and this issue will be followed up

closely by the Council.

It was also agreed that fiscal consolidation needs to be accompanied by growth-enhancing
structural reforms. Increasing the growth potential should be seen as paramount to ease
fiscal adjustment in the long run. Also here, progress has been relatively limited.
Announced reforms should be implemented and further reforms should be developed, most

urgently in countries with macroeconomic imbalances and competitiveness problems.
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18.

19.

Finally, developments in recent months have revealed a need to strengthen the EU and euro
area economic governance. In the fiscal field, Member States in the past did not
sufficiently take the opportunity of good economic times to consolidate their budget and
reduce their debt and the EU did not fully use the instruments at its disposal. The reforms
to be spelled out by the Task Force on Economic Governance set up by the President of the

European Council are expected to contribute to remedying this situation.

Next steps

For most Member States, the Commission is currently or will shortly be assessing action
taken in response to the recommendations. This provides another opportunity to assess
Member States' fiscal exit strategy in view of recent developments. For the euro area
countries, the annual mid-term budgetary review will provide further guidance as to the

fiscal policies in 2010 and 2011.

Ministers are committed to fully and strictly implement the surveillance framework defined
by the SGP and look forward to the proposals by the Task Force set up by the President of
the European Council which will consider ways to strengthen economic governance in the

EU, including in particular the fiscal surveillance framework.
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