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FOREWORD

The COVID-19 pandemic has caused an unprecedented health crisis with severe economic consequences.
According to the latest Commission forecast presented in Part | of this report, euro area GDP is projected
to have declined by almost 7% in 2020. Economic output in the euro area is expected to reach the
pre-crisis level only by 2022. These projections are subject to significant uncertainty and elevated risks.

The current situation is characterised by deep uncertainty. In my view, fiscal policy in the euro area faces
three key challenges. This report provides novel insights on each of them.

The first challenge is how to support the economic recovery. Part | of this report shows that the economic
policy response to the COVID-19 pandemic has been swift, comprehensive and sizeable. At national
level, both automatic stabilisers and substantial discretionary fiscal policy measures have mitigated the
impact of the crisis. A coordinated response at EU level has complemented the actions taken by the
Member States. In particular, the Commission has set in motion a major recovery plan, the Next
Generation EU package, which has been endorsed by the European Council and adopted by the Council
and the European Parliament. As part of it, the Recovery and Resilience Facility will offer unprecedented
financial support in the form of grants and loans to strengthen the recovery in line with its major policies,
particularly the European Green Deal, the digital strategy and building economic and social resilience. To
finance the Next Generation EU package, the Commission will for the first time raise debt on behalf of
the European Union on the capital markets that will need to be repaid later. Ensuring that this facility is
implemented effectively will be crucial to ensure a lasting and sustainable recovery.

The second challenge is how to cope with high public debt. Following the outbreak of the pandemic,
public debt ratios in all Member States is expected to show a sharp rise in 2020. As shown in Part 111 of
this report, the current environment of negative interest rate-growth differentials should help Member
States to contain debt in the short term. At the same time, the findings call for caution concerning the
longer-term implications for a number of reasons. First, the size of the favourable interest rate-growth
differential differs considerably across countries and it is unclear how long it can be expected to last.
Second, new evidence based on past experience shows that Member States tend to reduce their fiscal
efforts during episodes of negative differentials. Third, Member States’ public finances are facing upward
pressure from structural drivers, such as population ageing and climate change expenditure, and high
contingent liabilities. Therefore, once the epidemiological and economic conditions allow, it will be
important to pursue fiscal policies aimed at achieving prudent medium-term fiscal positions, while
enhacing investment.

The final challenge relates to the Commission’s review of the EU’s fiscal rules. There is ample evidence
that sound fiscal rules and good institutions are key for healthy public finances. Part Il presents the key
findings of the Commission’s backward-looking review of the economic governance framework. The
review was released just before the coronavirus crisis and the planned public debate was put on hold
following the outbreak of the pandemic. However, we would have to resume the consultation with the
stakeholders once the pandemic is under control and the recovery takes hold. Part IV of this report
analyses how the media in the Member States has reported on the fiscal rules over the past sixteen years
through a scan of almost 300 million articles using text-mining ‘frontier’ techniques. The findings show
that a higher visibility of fiscal rules and fiscal councils helps foster a lively debate and thereby
contributes to more effective fiscal rules.

In brief, this edition of the Report on Public Finances in EMU shows highly-policy relevant insights. | am

sure that it will promote a fruitful discussion among policy-makers and academics.

Maarten Verwey
Director General Economic and Financial Affairs
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EXECUTIVE SUMMARY

The COVID-19
pandemic has
caused an economic
crisis unique in its
severity

The crisis” impact has
been mitigated by
swift and sizeable
measures at national
level ...

... and a forceful,
coordinated response
at EU level.

The COVID-19 pandemic has hit Europe hard. According to the
Commission’s winter forecast discussed in Part | of this report, euro-area
GDRP is estimated to have contracted by almost 7% in 2020. It is forecast
to rebound by about 4% in 2021 and by 4% in 2022. This implies that
economic output in the euro area would only make it back to
pre-pandemic levels in 2022. The depth of the recession in 2020 and the
speed of the recovery are projected to vary widely across Member States.
The projections are subject to significant uncertainty and elevated risks.

Part | describes the key measures taken to address the COVID-19
pandemic. At national level, fiscal policies have clearly helped to
alleviate the crisis. This reflects both the impact of automatic stabilisers
and the substantial discretionary fiscal policy response. Emergency
measures to curb the spread of COVID-19 dominated the initial phase of
the pandemic. Member States also provided ample liquidity support to
counter the economic fallout of the crisis.

The coordinated response at the EU level has complemented the actions
taken by Member States. In particular, the following measures were
implemented:

- The Commission and the Council activated the general escape clause
of Stability and Growth Pact for the first time. This has allowed
Member States to temporarily depart from their fiscal adjustment
paths and take the necessary fiscal measures to deal with the crisis.

- The Commission created the European instrument for temporary
support to mitigate unemployment risks in an emergency, know as
SURE. It provides up to EUR 100 billion in loans granted on
favourable terms to Member States to protect employment and
workers’ incomes. The instrument has been taken up widely and is
currently supporting 18 Member States with around EUR 90 billion
in financial assistance.

- The ECB launched a new non-standard monetary policy measure, the
pandemic emergency purchase programme. Its key objective is to
counter the serious risks posed by the COVID-19 outbreak to the
monetary policy transmission mechanism and the economic outlook
of the euro area.

- The European Council followed a Commission proposal and agreed
on a major recovery plan, the Next Generation EU package. As part
of it, the Recovery and Resilience Facility will offer EUR 672.5
billion for investment and reforms (EUR 360 billion for loans and
EUR 312.5 billion for grants). It will support a sustainable recovery,
in line with its major policy objectives, particularly the European
Green Deal, the digital strategy and building economic and social
resilience.
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The pandemic is
expected to have
a strong impact on
public finances ...

... and the
uncertainty and risks
to the forecast are
large.

The report describes
developments in the
fiscal governance
framework in 2020.

First, the activation of
the general escape

clause facilitated the
Member States’ fiscal

response necessary to

deal with the crisis.

The severe economic situation and the large fiscal policy response have
led to higher budget deficits and debts. According to the Autumn
Forecast, the average general government deficit of the euro area is
projected at almost 9% of GDP in 2020. The impact of the COVID-19
crisis is therefore set to be even greater than that of the global financial
crisis in 2008. The average level of general government debt is forecast
to rise by around 15 percentage points to nearly 102% of GDP in 2020.

The projections are subject to significant uncertainty and elevated risks,
predominately linked to the evolution of the pandemic and the success of
vaccination campaigns. On the upside, the vaccination process could lead
to a faster easing of containment measures and therefore an earlier and
stronger recovery. Moreover, the strength of the rebound could surprise
on the upside driven by a burst of post-crisis optimism that would unleash
stronger pent-up demand and innovative investment projects. On the
downside, the pandemic could prove more persistent or turn out more
severe in the near term. There is also a risk of deeper scars in the fabric of
the European economy and society inflicted by the protracted crisis,
through bankruptcies, long-term unemployment, and higher inequalities.
A premature withdrawal of fiscal support would also pose risks, by
holding back the recovery and exacerbating scarring across the EU.
Finally, widening cross-country divergences could deepen, disrupt the
functioning of the internal market, cause efficiency losses and ultimately
become self-reinforcing. Nevertheless, an ambitious and swift
implementation of the NextGenerationEU programme should provide a
strong boost to the EU economy.

Part Il provides an overview of the main developments in the fiscal
governance framework in 2020.

First, the activation of the general escape clause of the Stability and
Growth Pact had a decisive influence on fiscal policy and fiscal
surveillance in 2020. In May 2020, the Commission adopted reports
under Article 126(3) TFEU for all Member States except Romania, which
was already under an excessive deficit procedure. These reports assessed
Member States’ compliance with the deficit criterion in 2020, based on
their plans or on the Commission’s spring 2020 forecast. For some
Member States, they also assessed compliance with the debt criterion in
2019. As a consequence of their policy response to the COVID-19 crisis,
Member States’ planned deficits for 2020 were generally above the 3% of
GDP threshold. The Commission reached the conclusion that, at that
juncture, a decision on whether to place Member States under an
excessive deficit procedure should not be taken. This was justified by the
exceptional uncertainty created by the macroeconomic and fiscal impact
of the COVID-19 outbreak, including for designing a credible path for
fiscal policy. reports



Executive summary

Second, the report Second, the report describes the main findings of the Commission’s
presents the main review of the economic governance framework. The review predates the
findings of the outbreak of the COVID-19 pandemic and, therefore, does not take into
Commission’s review account the new context arising from the current crisis. It identifies some
of the economic well-recognised challenges with the fiscal framework and its
governance implementation. These include high and persistent public debt levels; the
framework published pro-cyclicality of fiscal policy; the composition of public finances, which
before COVID are far too often unfriendly to growth and investment; the challenge of

achieving a fiscal stance that is appropriate for the euro area as a whole;
the complexity of fiscal rules; and their lack of enforcement.
Furthermore, the review identifies scope to improve the implementation
of the Macroeconomic Imbalance Procedure and to make the surveillance
strands work better together. Lastly, the framework governing (post-)
programme surveillance was found to have worked reasonably well. The
Commission had planned an open debate involving key stakeholders and
the general public, but this was put on hold in light of the COVID-19

pandemic.
Third, it describes the Third, Part 1l examines the latest developments regarding green
latest developments budgeting. The Commission’s European Green Deal Communication
in green budgeting underlines the role of the national budgets and green budgeting tools in

‘redirecting public investment, consumption and taxation to green
priorities and away from harmful subsidies’. According to a joint
Commission-OECD survey, almost two third of Member States have
established or plan to establish some form of green budgeting in their
country. Among others, these include green tagging, environmental
impact assessments and the assessment and treatment of greenhouse gas
emissions. Technical and methodological challenges have been identified
as the main obstacles to introduce or implement green budgeting.
Member States see potential for international and supranational
institutions to offer technical guidance, including through sharing
information and expertise. The Commission is working together with the
Member States to promote the use of these practices in the EU.

Finally, it assesses if Finally, the report provides an assessment of climate change-related risk
national fiscal management and presents a review of the building blocks of disaster risk
frameworks are ready financing. Climate change is expected to increase the pressure on public
to address fiscal risks finances in the future. On the one hand, there is a growing need for public
related to climate investment in measures to mitigate and adapt to the effects of climate
change change. On the other hand, large-scale disasters related to climate change

represent a real human and economic threat that will need to be better
reflected in budgetary planning. While some EU provisions for disaster
risk management have been in place since 2001 and national practices
have improved, a consistent approach to disaster-related fiscal risks is
lacking in the EU.
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This year’s report
focuses on two
analytical themes:

The first theme shows
that negative
interest-growth
differentials have
been common in the
EU, but a high degree
of variation exists
across Member
States.

Public debt tends to
decline during periods
when the interest-
growth differential is
negative

Nevertheless, the
analysis suggests
caution is needed
with regard to the
longer-term
implications of the low
interest rate
environment

The second theme of
the report analyses
the impact of media
visibility on the
effectiveness of fiscal
rules

This year’s Report on Public Finances in EMU also looks at two
analytical themes of fiscal policy that are particularly important in
Europe’s current economic context.

Part 111 sets out new evidence on the impact of negative interest-growth
differentials on fiscal policy in the EU. It shows that, over recent decades,
the difference between the implicit interest rate paid on public debt and
the nominal economic growth rate tended to narrow and finally turned
negative in most advanced economies, including the EU. The decrease in
nominal interest rates accounts for this trend. Over the past two decades,
Member States experienced negative interest-growth differentials about
half the time. However, the frequency and persistence of negative
differential episodes has differed widely across Member States.

Descriptive statistics show that public debt-to-GDP ratios decreased, on
average, by 1.7 pps. of GDP per year in times of negative differentials.
By contrast, debt increased by almost 3 pps. of GDP per year in positive
differential episodes. The debt reduction during negative differential
episodes largely reflects two factors. First, there is the direct impact of
the interest-growth differential on the debt ratio (the so-called the
snowball effect). The second debt-reducing force comes from the fact
that Member States tend on average to show a positive cyclical
component of the government primary balance in times of negative
interest-growth differentials.

The report provides fresh evidence, which calls for caution with regard to
the longer-term implications of the low interest rate environment on the
operation of fiscal policy for several reasons. First, evidence from panel
regressions shows that smaller fiscal efforts partly offset debt reduction
during negative interest rate growth episodes, in particular in highly
indebted Member States. Second, the lasting nature of the favourable
interest rate-growth differential is the subject of debate and the magnitude
of this effect varies across countries. Third, despite favourable interest-
growth differentials, there are structural drivers of debt increases,
primarily population ageing, as well as growing contingent liabilities, e.g.
related to climate change.

Part 1V of this report explores the relationship between the visibility of
fiscal issues in the media and the numerical compliance with the fiscal
rules in the EU. Media visibility tends to improve transparency, promote
a more informed debate and act as an informal enforcement device for
non-compliance through reputational effect. It therefore comes as no
surprise that some international organisations take media visibility into
account when assessing the strength of fiscal frameworks. However,
media visibility has typically been assessed using the judgement of a
small number of experts, which is inherently subjective and potentially
incomplete.



It uses an innovative
approach to evaluate
300 million news
articles

Media reporting on
fiscal rules appears to
be more frequent in
countries with sound
institutions, ahead of
key releases, and
during bad economic
times

Evidence suggests
that media visibility
tends to foster
numerical
compliance with
fiscal rules

Executive summary

To assess the content and tone of the public discussion on fiscal rules, the
study applies an innovative text-mining approach, which has been
frequently applied to assess the impact of communication by central
banks. Concretely, a list of relevant keywords was set up, translated in
different languages, and then used to identify media articles. Using the
Commission’s Europe Media Monitor, we scanned almost 300 million
articles in EU Member States over the past sixteen years. The search
results in about 20 articles on fiscal rules and 10 articles on fiscal
councils per day in the EU.

Several factors appear to increase the media coverage of EU and national
fiscal rules. First, nationwide and influential media appear to report
relatively more frequently on fiscal rules than regional media. Second,
media reporting on fiscal rules is more frequent in countries with well-
designed institutions, such as fiscal councils. Third, there is more
visibility close to the time of release of key fiscal policy news by the
Commission, such as the publication of the Draft Budgetary Plans.
Finally, media reporting is more frequent in bad economic times.

Novel evidence from panel regressions shows that media visibility has
improved the effectiveness of EU fiscal rules, as measured by a
numerical compliance with these rules. In this context, the creation of
fiscal councils seems to have raised the media’s attention on fiscal rules.
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KEY FINDINGS

This part provides an overview of the economic and fiscal situation in the EU and describes the main
measures taken in response to the COVID-19 pandemic.

The EU economy is experiencing a crisis of unique severity and uncertainty.

According to the Commission’s winter 2021 forecast, euro-area GDP is expected to contract by about
7% in 2020, before rebounding by around 4% in 2021 and 2022. The projections are subject to
significant uncertainty and elevated risks.

The projected increases in general government deficits in 2020 are expected to be much higher than
the deficits reached during the global and financial crisis, due to the high impact of automatic
stabilisers and the sizeable fiscal policy response. On the basis of the Commission’s autumn 2020
forecast, in 2022, deficits are set to remain above 3% of GDP in almost two thirds of Member States
and the debt-to-GDP ratio is forecast to rise to an all-time high in the euro area.

The euro area fiscal stance is projected to be strongly expansionary in 2020 after having been broadly
neutral on average between 2014 and 2019. The fiscal stance is also forecast to be supportive in 2021,
when adjusted for the planned unwinding of temporary emergency measures. Financing from the
Recovery and Resilience Facility is expected to provide additional fiscal stimulus.

Member States have taken swift and sizeable fiscal measures in response to the COVID-19
pandemic.

The initial phase of the COVID-19 crisis saw mostly emergency measures taken. On the basis of the
draft budgetary plans, iln 2021, fewer emergency measures are expected and instead other support
measures are due to come on stream.

Most of the budgetary impact of the fiscal measures taken in 2020 is expected to be temporary. In
2021, most Member States plan to support their economies by taking a range of (mainly temporary)
measures.

Member States provided ample liquidity to counter the economic fallout of the pandemic, with state
guarantees accounting for the largest category, amounting to almost 20% of GDP.

The EU’s economic policy response to the COVID-19 pandemic has been particularly swift,
comprehensive and sizeable.

The Commission contributed to a range of measures to address the immediate impact of the crisis, in
particular the emergency adaption of EU frameworks, for example to provide (i) more budgetary
flexibility, (ii) more flexibility of State aid rules and (iii) scope to mobilise EU structural funds for the
most pressing needs. The EU, also put in place three new emergency instruments (backstops) with the
aim of: (iv) protecting jobs and people at work, (iv) supporting companies and (v) easing financial
healthcare spending. In addition, the ECB implemented large-scale monetary easing.

The European SURE instrument, set up and managed by the Commission, has so far been one of the
most used backstops. Its key objective is to help Member States protect jobs (and thus employees) and
the self-employed against the risk of unemployment and loss of income. It proved to be a very popular
mechanism, with 18 Member States participating for a total amount of over EUR 90 billion.

A major policy development was the ‘Next Generation EU’ recovery instrument, proposed by the
Commission and endorsed by the Heads of State or Government to finance a sustainable recovery in
the medium term. Its centrepiece is the Recovery and Resilience Facility, which will provide
EUR 672.5 billion in financial support in the form of grants and loans for investment and reforms to
fund the green and digital transitions and the economic and social resilience of national economies.



1.

1.1. ECONOMIC ACTIVITY

The COVID-19 pandemic has caused an
economic  crisis unique in its severity
(Graph 1.1.1) (?). According to the Commission’s
latest winter 2021 forecast, euro-area GDP is
estimated to have contracted by 6.8% in 2020,
before rebounding by 3.8% in 2021 and 2022
(Graph 1.1.1). This means that it is likely to take
until mid-2022 before output in the euro-area
economy returns to pre-pandemic levels. The
depth of the recession in 2020 and the speed of the
recovery in 2021 and 2022 are expected to vary
widely across Member States. This reflects not
only differences in the severity of the pandemic
and the stringency of containment measures, but
also differences in economic structures and
domestic policy response.

Graph 1.1.1: Real GDP growth and its components (euro area, in

pps. of GDP)
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Source: Commission autumn 2020 forecast.

The pandemic is the key factor driving the
economic forecast. So far, the pandemic in
Europe has gone through three phases. After the
initial outbreak in spring 2020 that triggered
emergency policy measures to protect health and
mitigate the economic impact, the restrictions
eased over the summer and the disruptions
receded. From an international perspective, the EU
was also relatively successful in bringing down the
numbers of infections and deaths, at least for few
months (Graph 1.1.2). In autumn, however, a new
surge of infections led to the partial re-introduction

(®» While the Commission winter 2021 forecast was published
in February 2021, it only covers projections for real GDP
and inflation. Therefore, this Chapter refers to the
Commission autumn 2020 forecast unless otherwise
mentioned.

ECONOMIC AND FISCAL ENVIRONMENT

of containment measures (the ‘second wave’),
raising concerns about the continuation of the
economic rebound.

Graph 1.1.2: COVID-19 cases and deaths, Europe, America and
rest of the world (Jan. - Oct. 2020, in thousands)
1500 + - 50
Europe America Rest of the
world
1200 + :‘ 140
900 + : + 30
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Note: Weekly data up to 19 October.
Source: WHO Coronavirus disease Dashboard, 22 October 2020, cut-off
date: 22 October 2020.

Domestic demand is set to fall sharply before
becoming the main factor driving the economic
recovery (Graph 1.1.1). Private consumption in the
euro area was severely affected by the COVID-19
pandemic. It is expected to recover in 2021, fuelled
by pent-up demand and policy measures to boost
household  purchasing  power.  Government
consumption played a stabilising role to maintain
public employment and the purchase of
intermediate goods (e.g. medical supplies) surged.

Investment was hit hard in 2020, but is forecast
to recover well over the next two years.
Lockdowns and persisting pandemic-related
uncertainty were a heavy drag on investment.
Looking ahead, capital spending is expected to
increase on the back of highly accommodative
monetary policies, increased public investment and
targeted government support schemes for firms.
Nevertheless, investment in the euro area is not
expected to regain pre-pandemic levels over the
next two years.

Net exports are estimated to have fallen
significantly in 2020 and are expected to
contribute little to the economic recovery. The
COVID-19 crisis took a particularly severe toll on
the euro area’s external trade in 2020. Foreign
demand for European goods and services is
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forecast to rebound only partially, while imports
are broadly expected to mirror exports. Thus, the
contribution from net exports to growth in the EU
and the euro area is set to be relatively modest over
2021-2022.

Job retention policies cushioned labour markets
but a further adjustment is expected. The abrupt
economic downturn saw employment fall by 4.5%
in the EU and 5.3% in the euro area in 2020. The
unemployment rate increased only slightly to 7.7%
in the EU and to 8.3% in the euro area in 2020, in
particular thanks to the successful implementation
of short-time work schemes and the new EU
instrument for temporary support to mitigate
unemployment risks in an emergency (SURE)
(Box 1.2.1). The unemployment rate is set to
increase further to 8.6% in the EU and 9.4% in the
euro area in 2021, before falling in 2022 to 8.0%
and 8.9%, respectively. There are significant
differences in the unemployment levels in different
countries, largely reflecting country-specific
vulnerabilities linked to their economic structures.

Positive  market-funding  conditions  are
cushioning the economic impact of the
pandemic (Graph 1.1.3). The European Central
Bank (ECB) continued to pursue a highly
accommodative monetary policy. The increase in
bank lending, largely backed by state guarantees,
provided vital support to preserve corporate
operations and helped avoid widespread
bankruptcy. The assumption is that ECB continues
its easing measures and that this, combined with
expected low inflation, will keep real long- and
short-term interest rates negative over the next few
years.

Graph 1.1.3: Interest rates on loans to non-financial corporations

(selected Member States)

2007 2009 2011 2013 2015 2017 2019

Source: Commission autumn 2020 forecast.

Inflation is projected to increase to 1.3% in
2022. In 2020, headline inflation is expected to
reach 0.4% in the euro area according to the
Commission winter 2021 forecast. Inflation is set
to inch up but remain moderate at 1.4% in 2021
and 1.3% in 2022

The projections are subject to significant
uncertainty and elevated risks, predominately
linked to the evolution of the pandemic and the
success of vaccination campaigns. On the
positive side, the vaccination process could lead to
a faster easing of containment measures and
therefore an earlier and stronger recovery.
Moreover, the strength of the rebound could
surprise on the upside driven by a burst of post-
crisis optimism that would unleash stronger pent-
up demand and innovative investment projects,
thanks to historically high household savings, low
financing costs, and supportive policies. On the
negative side, the pandemic could prove more
persistent or turn out more severe in the near term,
pushing back the expected recovery. There is also
a risk of deeper scars in the fabric of the European
economy and society inflicted by the protracted
crisis, through bankruptcies, long-term
unemployment, and higher inequalities. The
uncertainties around the forecast are illustrated by
the scenario analysis presenting alternative paths
for the European economy under different sets of
assumptions. Last, but not least, an ambitious and
swift implementation of the NextGenerationEU
programme, including its Recovery and Resilience
Facility, should provide a strong boost to the EU
economy.



1.2. GOVERNMENT BUDGET BALANCES

Budget deficits rose sharply in the euro area in
2020 (Table 1.1.1). On the basis of the
Commission autumn 2020 forecast, the average
deficit is expected to have increased by around
8 pps. to reach 8.8% of GDP in the euro area in
2020. This deterioration is both due to the
functioning of automatic stabilisers (4 pps. of
GDP) and the sizeable discretionary fiscal
measures (4 pps. of GDP) put in place to manage
the health crisis and cushion the economic and
social impact of the pandemic (Chapter 1.2.1). The
increase in general government deficit in the euro
area in 2020 is expected to be much higher than it
was during the global financial crisis (Graph 1.1.4).

Graph 1.1.4: Government debt and budget balance (euro area,

annual change)
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Budget balance change
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Source: Commission autumn 2020 forecast.

The budget deficits of Member States are set to
ease over the forecast horizon (Table 1.1.1). The
average deficit is projected to fall to 6% of GDP in
2021 and 4%:% in 2022 in the EU, and to 6.4% in
2021 and 4.7% in 2022 in the euro area. The
projected decrease is due to the unwinding of
pandemic-related emergency measures and the
expected rebound in economic activity. It also
takes into account measures announced in national
draft budgets (or in the case of the euro-area 2021
draft budgetary plans), including, where possible,
measures expected to be financed under Next
Generation EU (NGEU) and the Recovery and
Resilience Facility (RRF) (Chapter 1.2.2).

Part|

Public finances in EMU

Table 1.1.1: Breakdown of the general government budget
balance (euro area, % of GDP)

2017 2018 2019 2020 2021 2022
Total revenue (1) 46.2 465 464 465 460 458
Total expenditure (2) 472 469 471 552 524 50.5
Actual balance (3) = (1) - (2) -0.9 -0.5 -06 -88 -6.4 -4.7
Interest (4) 1.9 1.8 1.6 1.6 1.4 13
Primary balance (5) = (3) + (4) 1.0 1.4 1.0 -72 -5.0 -3.4
One-offs (6) -0.1 -0.1 -0.2 0.0 0.0 0.0
Cyclically adjusted balance (7) -1.3 -1.2 -1.5  -48 -4.3 -3.6
Cyclically adj. prim. balance = (7) + (4) 0.7 0.6 01 -32 -2.9 -2.3
Structural budget balance = (7) - (6) -1.2 -1.1 -13 4.8 -4.3 -3.7
Structural primary balance = (7) - (6) + (¢ 0.8 0.7 0.3 -3.2 -2.9 -2.3
Change in actual balance: 0.5 -02 81 2.3 1.7
- Cycle 0.4 0.1 -4.8 18 1.0
- Interest (reverse sign) 0.1 0.2 0.0 0.2 0.1
- One-offs 0.0 -0.1 0.1 0.0 0.0
- Structural primary balance -0.1 -04  -35 0.3 0.6
Change in cycl. adj. primary balance -0.1 -05  -34 0.3 0.6
Change in structural budget balance 0.0 0.2 -35 0.5 0.7

Note: Differences between the totals and the sum of individual figures
are due to rounding.
Source: Commission autumn 2020 forecast.

In most Member States, the budgetary deficit is
expected to remain high (Graph 1.1.5). All
Member States except Bulgaria are set to run
deficits of over 3% of GDP in 2020. Three quarters
of Member States are expected to run deficits that
exceed 6% of GDP, with Belgium, Spain, France
and Italy forecast to run deficits of over 10% of
GDP. Over 2021 and 2022, all Member States
except Romania should see an improvement in
their general government balance, with the largest
falls (of more than 5 pps. of GDP) expected in
Lithuania, Malta, Poland and Austria. Nonetheless,
deficits are set to remain above 3% of GDP in
almost two thirds of Member States in 2022.

Graph 1.1.5: General government balance (in Member States,

2020-2022, in % of GDP)
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Source: Commission autumn 2020 forecast.

Only a few of the national budgetary
projections include measures expected to be
financed under NGEU/RRF. The autumn 2020
forecast only incorporates the measures that have
been credibly announced and sufficiently detailed,
including in the 2021 draft budgetary plans. Given
the early stage of preparations for national
Recovery and Resilience Plans, the budgetary
projections of only four euro-area Member States —

11
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France, Lithuania, Portugal and Slovenia— include
measures expected to be financed under the RRF,
and generally only for limited amounts. These
measures are recorded as deficit-increasing, though
they may be financed by RRF grants (subject to, in
particular, formal endorsement of the Recovery
and Resilience Plans). As a result, the budgetary
projections of those Member States are subject to a
positive risk.

1.3. FISCAL STANCE OF THE EURO AREA

Under the current circumstances, simply
reading the traditional indicators is not enough
to assess the fiscal stance. The picture is distorted
by the massive temporary emergency measures
brought in and subsequently withdrawn, as the
corresponding changes in the level of public
spending from one year to the next affect the
indicators used to assess the fiscal stance ().
Excluding the temporary emergency measures
from the calculation of the fiscal stance indicators
produces a more representative assessment of the
underlying fiscal support to economic activity.

The euro-area fiscal stance is likely to continue
to be supportive in 2021 when adjusted for the
planned unwinding of temporary emergency
measures. The draft budgetary plans are based on
the assumption that a large share of temporary
emergency measures will expire in 2021. Thus, the
conventional indicators (including emergency
measures) suggest a supportive fiscal stance +4.5%
of GDP in 2020 but a tightening of —1.0% of GDP
in 2021 (measured by the expenditure benchmark
(Graph 1.1.6). By contrast, when excluding the
temporary emergency measures directly linked to
the pandemic, the fiscal stance remains supportive
for both years at +1.1% of GDP in 2020 and
+1.4% in 2021. Although the economy is not
expected to be have fully recovered, the fiscal
measures in place will boost economic activity
over 2020-2021. The deterioration of the health
and economic situation in the last quarter of 2020
and at the beginning of 2021 led Member States to
extend and take additional measures to those
presented in their draft budgetary plans.

(®) COVID-19 related emergency measures are not considered
one-offs, although most were brought in for a temporary
period to complement automatic stabilisers.

Graph 1.1.6: Euro area: fiscal stance (2020-2021, % of GDP)

Conventional
approach

Corrected for
emergency measures

m2020 w2021

Note: The graph shows the discretionary fiscal impulse based on the
expenditure benchmark methodology, which measures the growth of
spending (net of discretionary measures) in excess to potential growth. In
this graph, positive figures indicate an expansionary stance.

Source: Commission autumn 2020 forecast.

Financing from the Recovery and Resilience
Facility will provide additional fiscal stimulus.
The Commission autumn 2020 forecast is based on
the assumption that RRF-financed expenditure will
have a low impact on the euro-area fiscal stance in
2021 (0.15% of GDP), as the 2021 draft budgetary
plans lack sufficiently detailed information on
those measures. Looking ahead, the fiscal stimulus
provided by the RRF in 2021 and 2022 is likely to
be greater than projected in the autumn 2020
forecast once the national recovery and resilience
plans are implemented.

Graph 1.1.7: Fiscal stance excl. emergency measures (2020-2021,

9% of GDP)
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Note: Fiscal stance is calculated as the discretionary fiscal impulse based
on the expenditure benchmark methodology with emergency measures
excluded. Positive figures indicate a supportive stance.

Source: Commission autumn 2020 forecast.
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Table 1.1.2: Breakdown of changes in the government debt ratio (in Member States, % of GDP)
Government debt ratio Change in C.hange in debt ratio
debt ratio in 2019-22 due to:
Primary  Snowball Stock-flow
2016 2017 2018 2019 2020 2021 2022 | 2019-22 .

balance effect adjustment

BE 105.0 102.0 99.8 98.1 117.7 117.8 118.6 20.6 19.1 0.5 1.0
DE 69.3 65.1 61.8 59.6 71.2 70.1 69.0 9.3 10.6 -2.4 1.1
EE 9.9 9.1 8.2 8.4 17.2 225 26.4 18.0 16.8 -1.6 2.8
IE 74.1 67.0 63.0 57.4 63.1 66.0 66.0 8.7 11.9 -1.1 -2.1
EL 180.8 179.2 186.2 180.5 207.1 200.7 194.8 143 8.1 9.6 -3.5
ES 99.2 98.6 97.4 95.5 120.3 122.0 123.9 28.4 23.9 5.3 -0.8
FR 98.0 98.3 98.1 98.1 115.9 117.8 119.4 21.3 21.2 -1.0 1.2
IT 134.8 134.1 134.4 134.7 159.6 159.5 159.1 245 14.5 9.0 1.0
cY 103.1 93.5 99.2 94.0 112.6 108.2 102.8 8.8 43 2.1 24
Lv 40.4 39.0 37.1 36.9 47.5 45.9 45.5 8.6 12.1 -1.0 -2.4
LT 39.7 39.1 33.7 35.9 47.2 50.7 49.5 13.6 15.8 -3.3 1.1
LU 20.1 223 21.0 22.0 25.4 27.3 28.9 6.9 6.7 -0.4 0.6
MT 54.5 48.8 45.2 42.6 55.2 60.0 59.3 16.7 16.1 -0.4 1.0
NL 61.9 56.9 52.4 48.7 60.0 63.5 65.9 17.2 15.2 -0.7 2.7
AT 82.8 78.5 74.0 70.5 84.2 85.2 85.1 14.6 15.9 -0.5 -0.7
PT 131.5 126.1 121.5 117.2 135.1 130.3 127.2 10.0 6.6 2.8 0.6
Sl 78.5 74.1 70.3 65.6 82.2 80.2 79.8 14.2 15.4 -0.5 -0.7
SK 52.4 51.7 49.9 48.5 63.4 65.7 67.6 19.1 19.9 -1.2 0.4
Fl 63.2 61.3 59.6 59.3 69.8 71.8 72.5 13.3 13.9 -2.1 1.5
EA-19 92.2 89.7 87.7 85.9 101.7 102.3 102.6 16.7 15.6 0.4 0.8
BG 29.3 25.3 223 20.2 25.7 26.4 26.3 6.0 5.4 -0.1 0.7
cz 36.6 34.2 321 30.2 37.9 40.6 42.2 12.0 12.4 -0.7 0.3
DK 37.2 35.9 34.0 333 45.0 41.1 40.9 7.6 6.5 -0.6 1.7
HR 80.8 77.5 74.3 72.8 86.6 82.3 81.6 8.8 6.2 3.7 -1.2
HU 74.9 72.2 69.1 65.4 78.0 77.9 77.2 11.8 10.9 -3.0 3.9
PL 54.2 50.6 48.8 45.7 56.6 57.3 56.4 10.7 11.9 -2.2 1.0
RO 37.4 35.1 34.7 35.3 46.7 54.6 63.6 28.3 28.3 0.5 -0.4
SE 42.3 40.7 38.9 35.1 39.9 40.5 40.3 5.2 7.4 -2.4 0.1
EU-27 85.8 83.2 81.2 79.2 93.9 94.6 94.9 15.6 15.0 0.1 0.6

Note: Differences between the sum and the total of individual figures are due to rounding.

Source: Commission autumn 2020 forecast.

1.4. GENERAL GOVERNMENT DEBT

The average euro-area debt-to-GDP ratio is set
to increase to an all-time high. After falling for
five consecutive years, the general government
debt-to-GDP ratio reached an average of 86% of
GDP in the euro area in 2019 (Table 1.1.2).
Following the outbreak of the COVID-19
pandemic, triggering the severe economic situation
and the larger stimulus measures, the average debt-
to-GDP ratio is projected to jump by around
15 pps. to nearly 102%. It is expected to broadly
stabilise at very high levels over 2021 and 2022,
assuming unchanged policies.

The key driver of the increase in the public debt
ratio is expected to be primary deficits
(Graph 1.1.8). The increase in the debt ratio in
2020 reflects the combined effects of a major
deterioration of the primary balance and the
contraction in GDP, which has a significant
snowhball effect of increasing debt (*). The average
primary deficit is then projected to halve from
7.2% of GDP in 2020 to 3.4% in 2022. This will
continue to be a drag on debt dynamics in 2021
and 2022, but a favourable interest rate-growth
differential should help contain the projected
increase.

() The snowhball effect is the impact on the debt-to-GDP ratio
provided by the difference between nominal growth and
the implicit interest rates paid on debt.
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Graph 1.1.8: Key drivers of government debt (euro area, % of
GDP)
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Source: Commission autumn 2020 forecast.

predicted to fall to around 50% of GDP in 2022.
The projected fall in expenditure ratio is due both
to a gradual withdrawal of emergency policy
support measures and the forecast that GDP will
increase somewhat faster than expenditure. Despite
the rise in the debt ratio, interest expenditure is
expected to fall slightly between 2019 and 2021
thanks to highly accommodative monetary policy.
The revenue ratio is projected to fall slightly from
46.4% of GDP in 2019 to about 45.8% of GDP in
2022, as discretionary measures are expected to
ease the tax burden.

Graph 1.1.10:  Expenditure and revenue (euro area, in % of GDP)

Public debt is set to increase substantially in all
Member States in 2020, before falling in around a
third of Member States over the following two
years (Graph 1.1.9). Still, in 2022, the debt ratio is
forecast to remain above 150% of GDP in Greece
and ltaly, above 120% in Portugal and Spain, and
above 100% in Belgium, Cyprus and France.
Seven more euro-area countries forecast their debt
in 2022 to be over 60% of GDP (Austria, Slovenia,
Germany, Finland, Slovakia, Ireland and the
Netherlands).

Graph 1.1.9: General government debt developments (in Member

States, 2020-2022, % of GDP)
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Source: Commission autumn 2020 forecast.

1.5. COMPOSITION OF PUBLIC FINANCES

Public expenditure is set to shape the euro-area
aggregate deficit developments between 2019
and 2022 (Graph 1.1.10, Table 1.1.3). The total
expenditure ratio is projected to increase by 8 pps.
to above 55% of GDP in the euro area in 2020, due
almost exclusively to discretionary COVID-related
measures (for more details, see Chapter 1.2.1) and
the sharp contraction of nominal GDP. Over the
following two years, the expenditure ratio is
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Source: Commission autumn 2020 forecast.

Public investment is forecast to increase
slightly. In terms of the quality of public spending,
the aggregate public investment-to-GDP ratio in
the euro area is projected to increase from 2.8% of
GDP in 2019 to 3.1% in 2020 and then to stabilise.
The increase in 2020 is also the result of the
Investment Plan for Europe, and of mobilising the
EU structural funds to finance the most pressing
needs (for more details, see Chapter 1.2.2). By
contrast, since at the time of the autumn 2020
forecast the national recovery and resilience plans
were still at an early stage of preparation or lacked
sufficient detail, the measures expected to be
financed under the Next Generation EU and the
Recovery and Resilience Facility are forecast to
make a rather limited contribution to the profile of
public investment.
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Table 1.1.3: Government revenue and expenditure (in Member States, % of GDP)
Revenue Expenditure

2016 2017 2018 2019 2020 2021 2022 2016 2017 2018 2019 2020 2021 2022

BE 50.8 51.3 51.4 50.1 50.2 49.9 49.5 50.8 51.3 51.4 50.1 50.2 49.9 49.5
DE 45.5 45.6 46.3 46.7 46.2 46.0 46.1 45.5 45.6 46.3 46.7 46.2 46.0 46.1
EE 38.7 38.5 38.7 39.0 39.5 39.0 38.9 38.7 38.5 38.7 39.0 39.5 39.0 38.9
IE 27.6 26.0 25.7 25.0 23.9 24.1 24.3 27.6 26.0 25.7 25.0 23.9 24.1 24.3
EL 50.3 49.1 49.5 49.0 50.3 46.8 47.1 50.3 49.1 49.5 49.0 50.3 46.8 47.1
ES 38.1 38.2 39.2 39.2 41.1 40.2 39.6 38.1 38.2 39.2 39.2 41.1 40.2 39.6
FR 53.0 53.5 53.4 52.6 52.6 51.6 51.4 53.0 53.5 53.4 52.6 52.6 51.6 51.4
IT 46.7 46.3 46.2 47.0 48.0 47.3 47.1 46.7 46.3 46.2 47.0 48.0 47.3 47.1
cy 37.7 38.7 39.5 415 41.3 42.7 41.9 37.7 38.7 39.5 41.5 41.3 42.7 41.9
Lv 37.5 37.9 38.5 37.8 38.1 38.2 38.3 37.5 37.9 38.5 37.8 38.1 38.2 38.3
LT 34.4 33.6 34.4 34.9 35.7 35.7 35.0 34.4 33.6 34.4 34.9 35.7 35.7 35.0
LU 42.8 43.4 45.3 44.6 45.6 46.2 46.4 42.8 43.4 45.3 44.6 45.6 46.2 46.4
MT 37.0 38.2 38.5 37.7 38.1 39.6 39.5 37.0 38.2 38.5 37.7 381 39.6 39.5
NL 43.6 43.7 43.7 43.7 42.2 43.1 41.7 43.6 43.7 43.7 43.7 42.2 43.1 41.7
AT 48.5 48.5 48.9 49.1 47.9 47.0 47.6 48.5 48.5 48.9 49.1 47.9 47.0 47.6
PT 42.9 424 429 42.7 42.8 43.0 42.5 429 424 429 42.7 42.8 43.0 42.5
SI 44.2 44.0 443 43.8 45.1 44.3 43.7 44.2 44.0 443 43.8 45.1 44.3 43.7
SK 40.1 40.4 40.7 414 42.5 42.2 41.8 40.1 40.4 40.7 41.4 42.5 42.2 41.8
FI 53.9 53.1 52.5 52.3 52.0 52.2 51.9 53.9 53.1 52.5 52.3 52.0 52.2 51.9
EA-19 | 463 46.2 46.5 46.4 46.5 46.0 45.8 46.3 46.2 46.5 46.4 46.5 46.0 45.8
BG 35.1 36.0 38.5 38.2 39.5 39.1 39.0 35.1 36.0 38.5 38.2 39.5 39.1 39.0
cz 40.5 40.5 41.5 41.6 42.1 42.0 41.5 40.5 40.5 41.5 41.6 42.1 42.0 41.5
DK 52.4 52.3 51.2 53.0 52.3 50.8 50.3 52.4 52.3 51.2 53.0 52.3 50.8 50.3
HR 46.5 46.1 46.3 47.4 48.8 49.7 48.8 46.5 46.1 46.3 47.4 48.8 49.7 48.8
HU 45.0 44.1 43.8 43.5 43.9 42.8 41.9 45.0 44.1 43.8 43.5 43.9 42.8 41.9
PL 38.7 39.8 41.3 41.1 40.6 40.4 40.0 38.7 39.8 41.3 41.1 40.6 40.4 40.0
RO 32.0 30.8 31.9 31.8 33.2 32.8 33.2 32.0 30.8 31.9 31.8 33.2 32.8 33.2
SE 50.7 50.6 50.7 49.9 49.7 49.2 49.0 50.7 50.6 50.7 49.9 49.7 49.2 49.0
EU-27 | 46.0 45.9 46.2 46.1 46.2 45.7 44.4 46.0 45.9 46.2 46.1 46.2 45.7 45.4

Note: Differences between the sum and the total of individual figures are due to rounding.

Source: Commission autumn 2020 forecast.
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2 . KEY MEASURES IN RESPONSE TO THE COVID-19

PANDEMIC

This Chapter presents the key crisis measures
taken to tackle the COVID pandemic. It focuses
on the response at both national level (Chapter 2.1)
and EU level (Chapter 2.2).

2.1. NATIONAL RESPONSE TO THE COVID
CRISIS (5)

Member States took swift and sizeable fiscal
measures in response to the COVID-19
pandemic. The fiscal measures put in place for
2020 (4.2% of GDP) and 2021 (2.4% of GDP)
support an expansionary fiscal stance in the euro
area as a whole and in almost all euro-area
countries (°). In addition, Member States provided
ample liquidity support to counter the economic
fallout of the pandemic. This discretionary fiscal
response comes on top of large automatic
stabilisers, following the unprecedented drop in
economic activity.

Fiscal measures by broad objective:
emergency and other support measures

The optimal design of fiscal stimulus measures
depends on how the pandemic develops. In the
initial phase of the pandemic, it w