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Introduction 

 

  In the 20th century many industrial countries began to record relatively high public 

deficits, causing further increases in public debt and therefore a deterioration of their fiscal 

positions. In particular, public expenditures exceeded government revenues in most countries, 

which had an overall impact on the growth of public debt (Baldwin & Wyplosz, 2009). As a 

consequence, the need to introduce fiscal rules came to the forefront of political activity, 

which would constrain public expenditure and consolidate the fiscal stance in the country.  

The Maastricht Treaty, signed by members of the European Community in 1992, is the 

first milestone on the road to establishing certain fiscal rules for the member states which led 

to the creation of the EMU and adoption of the euro as their single currency. Certain 

Maastricht convergence criteria are applied to government finances, such as the annual budget 

deficit should not exceed 3 percent of GDP at the end of the preceding fiscal year and the 

ratio of government debt to GDP must also be below the threshold of 60 percent of GDP at 

the end of the preceding fiscal year (Baldwin & Wyplosz, 2009). The Maastricht Treaty is 

therefore also important for countries that are not yet members of the euro area, while for 

EMU member states the Stability and Growth Pact (SGP) is more important, requiring 

countries to take their budget balance in the medium term into account (Marina5, 2008). 

The foundation of the EMU in Europe in 1999 (and 2002) greatly affected the 

performance of economic policy in the 12 participating member states. The EMU has been a 

great success in many ways since it has contributed to macroeconomic stability, financial 

integration and growth convergence in Europe. The only traditional short7term 

macroeconomic instrument that remains in the control of national authorities is fiscal policy. 

Consequently, fiscal policy has gained new responsibilities with the EMU, but at the same 

time the SGP constrains its operations because EMU members must follow the rules adopted 

by the Pact, which represents an instrument of fiscal coordination. Its objective is to maintain 

and enforce fiscal discipline within the euro area (Marina5, 2008, Galí & Perotti, 2003, 

Sineviciene & Vasiliauskaite, 2012). Compared with the pre7EMU situation, fiscal policy now 

plays an extended role in the smoothing of output shocks, particularly demand shocks. Even if 

the ECB pursues some degree of output smoothing, the single monetary policy cannot be used 

to smooth asymmetric shocks (Marinheiro, 2005). 

In the past decades, how budgetary policy has reacted to the economic cycle has been 

analyzed thoroughly, but some basic questions still seem to be unresolved. In the recent 

empirical literature about the cyclical response of fiscal policy in the euro area we find a 

variety of results. Some of the reported results show that fiscal policies there have tended to 

be a7cyclical, almost as many point to pro7cyclical fiscal behaviour and a few others suggest 

that policies have been counter7cyclical (Golinelli & Momigliano, 2008). This shows a lack of 

consensus on whether the actual behaviour of fiscal authorities is consistent with cyclical 

stabilization objectives. An a7cyclical (i.e. neutral) fiscal stance is defined as a fiscal policy in 

which government expenditure follows the trend of GDP growth, and the revenue side is 

moving in line with the actual nominal GDP (Buti & Van den Nord, 2004b). In other words, 

an a7cyclical fiscal policy is characterized as a counter7cyclical response of cyclically7

adjusted revenues and a pro7cyclical response of primarily cyclically7adjusted expenditures 

(Turrini, 2008).  

The aim of this paper is to examine the activity of fiscal policy before and after entry 

to the EMU for each individual country in the 1995–2010 period. A common approach to 

obtaining information on the behaviour of fiscal policy over the cycle is to compare the fiscal 

stance, generally measured by the change in the cyclically adjusted balance, and the cyclical 

indicator, normally denoted as the output gap (European Commission, 2006). This 

preliminary study of government behaviour in this period will help in establishing some basic 
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premises that may represent the starting point of proposals for establishing fiscal rules and 

institutional reform. This medium7term fiscal programme is particularly relevant in the 

European context in order to restore macroeconomic stability and fiscal sustainability. The 

issue of the appropriate fiscal policy behaviour of particular countries has become intense and 

the contribution of this research could therefore represent a useful reference regarding this 

problem.   

The paper is structured as follows. The second section presents the theoretical and 

empirical background derived from recent literature. The third section describes the 

methodology applied and data used for the purposes of this paper. Section four deals with an 

assessment of the fiscal behaviour of particular countries of the euro area. The last section 

concludes by summarizing the main findings.  

Literature review 

 

In recent years there has been an intense discussion of whether the actual behaviour of 

fiscal authorities is consistent with cyclical stabilization objectives. This issue of the 

appropriate fiscal policy is particularly interesting for countries of the euro area after they 

enter the European Monetary Union (EMU) regarding the role of fiscal policy in the monetary 

union. Namely, fiscal policy represents one of the few tools in the hands of national 

authorities facilitating an active economic policy of macroeconomic stabilization (Hauptmeier 

et al., 2010, Turrini, 2008). 

In the 1950s and 1960s fiscal policy as an economic tool for stabilizing the economy 

was viewed positively by economists and policy7makers. In that period, discretionary fiscal 

policy was a widely used tool for stabilizing an economy. But in the early 1970s a more 

pessimistic view took hold, partly associated with the stricter constraints on the use of fiscal 

policy as an economic policy tool for managing aggregate demand. The accumulated 

experiences shed light on certain practical constraints of discretionary fiscal policy which in 

this period led to large and rising budgetary imbalances in countries. In recent years fiscal 

policy has again gained recognition because it may prove to be an effective tool to counter 

protracted demand shocks when monetary policy is constrained (Turrini, 2008). In this paper 

we examine whether in practice fiscal authorities are running fiscal policy in a counter7

cyclical manner.  

Namely, in the phase of economic deterioration (prosperity) economic policy should 

adopt instruments to encourage (restrain) the economy. Indeed, in a phase of weak economic 

growth or even recession appropriate measures would be to cut taxes or increase spending. In 

contrast, when the economy is in a phase of prosperity, restrictive measures would be an 

appropriate tool to dampen the economy, such as an increase in the tax rate or cutting 

government expenditures (Cimadomo 2005) 

Over the last decade, a large body of literature has analyzed the characteristics of the 

fiscal behaviour of countries in the EMU period (Holm7Hadulla et al. 2010; Turrini, 2008; 

Galí & Perotti, 2003; Annet, 2006; Golinelli & Momigliano 2006, 2008 etc.). We are 

particularly interested in examining the cyclical behaviour of fiscal policy. In spite of the 

consensus that fiscal policy should be geared in a counter7cyclical manner over the cycle, 

evidence of pro7cyclical behaviour is quite common. Alesina and Tabellini (2005), Talvi and 

Vegh (2005), Manasse (2006) find evidence of pro7cyclical fiscal behaviour in developing 

countries.  

 Turrini (2008) analyses the cyclical behaviour of fiscal policy in euro7area countries 

over the 1980–2005 period. The research which estimates separate fiscal policy reaction 

functions reveals that the average fiscal stance is expansionary when output is above its 
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potential level, thus implying a pro7cyclical bias in times of prosperity. In contrast, the 

assessment does not show statistically significant implications of a pro7cyclical fiscal stance 

when the actual output is below its potential. The estimation of separate reaction functions for 

expenditure and revenue policy reveals that this pro7cyclical bias is an entirely expenditure7

driven phenomenon. These implications provide support for the view that expenditure rules 

can be helpful in curbing the expansionary tendency of expenditure policy during economic 

prosperity.  

Contrarily, Galí and Perotti (2003) found that discretionary fiscal policies became 

more counter7cyclical over time in the 1980–2002 period. They found evidence of the 

opposite behaviour in EMU countries when comparing the pre7Maastricht and post7

Maastricht periods. Overall, the research shows that the Maastricht criteria have not 

significantly impaired the stabilization role of fiscal policy in the EMU, thereby showing a 

more counter7cyclical fiscal policy before entering the monetary union. With regard to this 

conclusion, we would like to reevaluate the fiscal stance in the euro area. We assume that the 

Maastricht Treaty as well as the SGP have impaired the fiscal behaviour of most countries in 

the EMU.  

Most of the available analyses on the cyclicality of fiscal policy focus on the reaction 

of the cyclically7adjusted primary balance (which captures the stance of fiscal policy) with 

respect to the output gap (which captures cyclical conditions). In their study, Golinelli and 

Momigliano (2008) compared studies seeking to explain fiscal behaviour in the euro area. In 

their research they stress that determination of the fiscal stance depends to a certain degree on 

the sample considered, data source and specification adopted. Some studies do not support the 

view that, after the introduction of the EU’s fiscal framework, the fiscal policy became more 

pro7cyclical, like for example Galí and Perotti (2003), Annett (2006) and Wyplosz (2006). 

The studies point to a more a7cyclical or neutral fiscal policy after entering the monetary 

union, which should work constantly over the cycle. This fact is consistent with the original 

formulation of the SGP where stabilization should only be achieved by automatic stabilizers 

(Cimadomo, 2005)    

According to the analysis of the previous literature we now compare the fiscal stance 

of each individual country before and after the EMU was launched. The empirical comparison 

of this particular issue is quite scarce. In particular, we compare changes in the cyclically 

adjusted balance and output gap between individual years in this period, which is a commonly 

used tool in the literature reviewed above to estimate a fiscal policy stance. However, we 

found a variety of results in the literature. This reveals the lack of consensus on whether the 

actual behaviour of fiscal authorities is consistent with cyclical stabilization objectives. 

Consequently, the paper provides an empirical analysis of fiscal stances using the most recent 

data available, acquired from the IMF database. The findings can help answer the question of 

whether the past fiscal behaviour is the cause of the current fiscal imbalances, and whether 

those imbalances may have future implications regarding the implementation of fiscal rules 

and other institutional reforms.  

Methodology and Data  

 

In this paper we use the cyclically adjusted balance to evaluate pro7cyclical or counter7

cyclical fiscal policy stances, which is a helpful approach for observing the stance of fiscal 

policy. Further, the cyclically adjusted balance remains one of the key indicators in the EU 

surveillance framework to track the stabilization objectives. In particular, we compare the 

dynamic evaluation of the cyclically adjusted balance and output gap. Namely, changes in the 

cyclically adjusted balance in consecutive years indicate the orientation of fiscal policy, i.e. 
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the fiscal impulse. By comparing the change in the cyclically adjusted balance and output gap 

between individual years, which indicates fluctuations in the economic cycle, it is possible to 

assess the orientation of fiscal policy, i.e. the fiscal position (IMAD, 2011; European 

Commission, 2006). 

We should first introduce the main concepts, such as output gap and cyclically 

adjusted balance. The concept of potential output and, derived from that, output gap provide 

policy recommendations to member governments (IMF, 1997). Estimates of output gaps used 

for this research are obtained from assessing the potential output based on the concept of the 

production function which allows the supply components of the potential output to be 

identified. In addition, the Hodrick7Prescott filter is used to smooth out the total factor 

productivity
1
 (IMF, 2008).   

In our case, the potential and, derived from that, output gap are used to measure the 

cyclical position of the economy. In order to determine the restrictive or expansionary 

character of a fiscal policy, the structural or cyclically adjusted balance should be calculated. 

It is necessary to assess this variable because the government’s actual budget balance reflects 

the influence of both cyclical (transitory) factors and some structural (permanent) ones. The 

transitory component alludes to variations generated by the cyclical component of GDP, while 

the structural component takes account of the modification of the budget balance if the 

economy were to produce at the level of the potential GDP (Marina5, 2009). 

The output gap is calculated as the difference between the actual GDP (��) and 

potential GDP (��): 

 

∆� = �� − �� => �� = �� + ∆�
       (1). 

 

The actual output is composed of two different components, the potential and the 

cyclical. According to this relation, the decomposition of the actual budget balance can be 

obtained as follows: 

 

	
� = 	
	 + 	
�,where:                                              (2), 

 

	
� – actual budget balance; 

�7� – structural budget balance at the level of ��; and 

�79 – the cyclic budget balance (which corresponds to the output gap). 

 

�7� is obtained as the difference between budget revenues (from taxes T) and budget 

expenditures (including transfers) and can be written as follows: 

 

	
� = 
� − (� + ��)

                     (3). 

 

The function of taxes takes into consideration both taxes which are independent of the 

revenue level (autonomous taxes – �) and those directly influenced by its evolution (� × �), 

where � represents the marginal rate of taxation). Accordingly, we can derive the following 

equations for the actual budget balance (�7�) and structural budget balance (�7�): 

 

	
� = � × �� − (� + 
�� − �)
       (4), 

 

	
	 = � × �� − (� + �� − �)
       (5). 

                                                           
1
 For a detailed description of approaches to calculating potential output, see De Masi (1997). 
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The estimation of the structural budget balance (�7�) shows the character of a fiscal 

policy. If a restrictive fiscal policy is promoted, then the structural budget balance will 

increase (SBS > 0). If it records a decrease, then the promoted fiscal policy becomes 

expansionary (Marina5, 2009). A fiscal policy can be considered counter7cyclical if it is 

expansive in the situation of a negative output gap and restrictive in the situation where the 

actual growth of GDP is above its potential rate. On the other hand, a fiscal policy is 

characterized as pro7cyclical if in a situation of a negative output gap the government employs 

restrictive fiscal instruments and when the fiscal policy reacts in an expansionary way in the 

situation of a positive output gap, where the actual output exceeds the estimated potential 

GDP (IMAD, 2011).  

In the empirical part we apply the above7mentioned methodology to evaluate the 

activity of fiscal policy before and after entering the eurozone for each individual EMU 

country. Accordingly, the analysis mainly aims to prove that, in the period before entering the 

monetary union, the fiscal policy conducted by governments was more counter7cyclical and 

restrictive than in the period after that. For this purpose, we gathered data on the cyclically 

adjusted balance and output gap published on a regular basis by the IMF’s Government 

Finance Statistics (GFS) and IMF Staff Country Reports. The data refer to the 1995–2010 

period and encompass all the available data for countries of the euro area. The exceptions are 

Luxemburg, Estonia and Malta due to a lack of data on those variables for those countries. 

Estimates of the output gap, as a percentage of potential GDP, and the cyclically adjusted 

balance are based on IMF staff calculations. 

Empirical results 

 

A fiscal policy can be considered counter7cyclical if it is expansive in a situation of a 

negative output gap and restrictive in a situation where the actual growth of GDP is above its 

potential rate. On the other hand, a fiscal policy is characterized as pro7cyclical if in a 

situation of a negative output gap the government employs restrictive fiscal instruments and 

when the fiscal policy reacts in an expansionary way in the situation of a positive output gap, 

where the actual output exceeds the estimated potential GDP (IMAD, 2011). We considered 

that the fiscal policy is neutral for a small variation of structural budgetary balance (between 7

0.2 and 0.2 percentage points) based on the estimation by Cimadomo (2005).   

The analysis of the cyclically adjusted balance gives additional insights into the former 

activity arrangements of fiscal policy which help with the ex7post estimation of the fiscal 

policy. On this basis, we can determine the causes of past general government budget 

imbalances. Despite this fact, we should be aware of some murkiness in the assessment of the 

cyclically adjusted balance which appears due to inconsistency in measurement of the output 

gap and potential GDP growth. 

Table 1 represents the fiscal stances in euro7area member states (EMU714) in the 

1995–2010 period. First, we analyzed the fiscal stance in the included member states of the 

euro area (EMU714) and found that most of the economies promoted a restrictive and pro7

cyclical fiscal policy before they entered the euro zone. Most countries on average registered 

a negative output gap in this period, accounting for 0.8% on average, which should be 

supported with an expansive fiscal policy characterized by a decrease in the structural 

balance. However, in the considered period of four years before the entrance to the EMU we 

notice an average increase in the cyclically adjusted balance of around 0.6%, which implies 

restrictive measures in the fiscal policy conducted in this period, as shown in the table for 



7 

 

Germany, Italy, Greece, Spain and Belgium where a restrictive fiscal policy prevails. This 

trend in the conduct of fiscal policy was influenced by the application of the rules of the 

Maastricht Treaty which the member states had to take into account before launching the 

EMU. The above was also corroborated by the European Commission (2006) which reported 

that most EU countries in the period before the EMU was launched embarked on a process of 

consolidating their public finances and recorded an improvement in their cyclically adjusted 

balance due the reduction of expenditures and taking advantage of the interest rate reductions 

in most member states.  

Further, despite reservations due to the calculations of changes in the structurally 

adjusted deficit and output gap, we estimate that fiscal policies have generally become more 

expansionary in the period after entering the EMU. In addition, we also notice a more pro7

cyclical fiscal policy stance when we compare the dynamic evaluation of the cyclically 

adjusted balance and the output gap. Although on average over the period of comparison after 

the entrance in the EMU the countries in the EMU recorded a positive output gap, accounting 

for 0.5% on average, we also observe a deterioration in the cyclically adjusted balance of 

around 0.3% on average, which suggests expansionary measures of fiscal policies. According 

to a European Commission report (2006), the public finance consolidation process stopped 

after entering the EMU. Consequently, it reported a deterioration of the cyclically adjusted 

balance in most countries.  

 

Table 1 

 

Fiscal policy stances in euro.area member states 

 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Austria E.C. R.P. R.P. E.C. E.P. E.P. R.C. N.(E) N.(R) E.C. N.(R) E.P. N.(E) N.(E) E.C. E.C. 

Belgium R.P. R.P. R.P. R.P. E.P. E.P. R.P. R.P. E.C. E.C. R.C. E.P. E.P. E.P. E.C. R.P. 

Cyprus n/a E.P. E.C. R.P. E.C. R.C. N.(E.) E.C. E.C. R.P. R.P. N.(R) R.C. E.P. E.C. R.P. 

Finland E.C. R.P. N.(R.) R.C. R.C. R.C. E.P. E.C. E.C. E.P. R.C. R.C. N.(E.) E.P. E.C. E.C. 

France E.C. R.P. R.P. E.P. R.C. E.P. N.(E.) E.P. E.C. R.P. R.P. R.C. E.P. N.(R.) E.C. R.P. 

Germany E.C. N.(R.) R.P. R.P. R.P. E.P. E.P. E.C. N.(R.) N.(R.) R.P. R.C. R.C. R.C. E.C. E.C. 

Greece R.P. R.P. R.P. R.P. R.P. E.C. E.C. E.C. E.P. E.P. R.C. E.P. E.P. E.P. E.P. R.C. 

Ireland N.(R.) R.P. R.P. E.C. E.P. R.C. E.P. E.P. E.P. R.C. E.P. E.P. E.P. E.P. R.P. R.P. 

Italy R.P. R.P. R.P. R.P. R.P. E.P. E.P. N.(E.) E.C. R.C. R.P. R.C. R.C. N.(R.) E.C. R.P. 

Netherlands E.C. R.P. N.(E.) E.P. R.C. R.C. E.P. E.C. N.(R.) R.P. R.P. E.P. E.P. N.(E.) E.C. N.(R.) 

Portugal R.P. E.C. R.P. E.P. R.C. E.P. E.P. R.C. E.C. E.C. E.C. R.P. R.C. E.C. E.C. E.C. 

Slovakia n/a n/a n/a R.C. E.C. E.C. R.P. E.P. R.C. R.P. E.P. E.P. R.C. N. E.C. E.C. 

Slovenia n/a n/a E.P. R.P. E.P. E.P. R.P. N.(R.) R.P. E.C. N.(R.) E.P. E.P. E.P. E.C. R.P. 

Spain R.P. R.P. R.P. E.P. R.C. N.(E.) E.P. R.C. N.(E.) N.(E.) E.P. R.C. N.(E.) E.P. E.C. R.P. 

Note: 
E.P. – expansive and pro7cyclical fiscal policy                            R.C. – restrictive and counter7cyclical fiscal 

policy  

E.C. – expansive and counter7cyclical fiscal policy                     N.(E, R) – neutral fiscal policy in the context of 

economic 

R.P. – restrictive and pro7cyclical fiscal policy                            expansion (E) or economic recession (R) 

Database: IMF, 2012, own calculations 

In the second part of the study we split the period in our sample into two sub7periods, 

representing the (four7year) period before and (five7year) period after introduction of the 
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single currency. For the most countries we compared a period of four years before entering 

the EMU and a period of five years after adopting the common currency. The exceptions are 

countries like Slovenia, Cyprus and Slovak Republic, where the post7entrance period was 

adjusted due to the availability of data and considered time period in our empirical research. 

For the purpose of the comparison between these sub7periods we assign each country values 

for specific fiscal behaviour in time. We give a restrictive fiscal policy the value 0, an 

expansive one the value 1 and a neutral fiscal policy the value 0.5. We apply the same 

procedure to the evaluation of the pro7 or counter7cyclical behaviour of government 

authorities. In this case we assign a counter7cyclical fiscal policy the value 1, a pro7cyclical 

one with the value 0, while neutral fiscal behaviour is given the value 0.5. According to this 

evaluation of fiscal policy stances we estimated the shares of how much time during particular 

sub7periods an expansionary and counter7cyclical fiscal policy was conducted by the 

government. In addition, we weighted the shares of conducted fiscal policy during the 

particular sub7periods with each country’s share of GDP in our sample group. With this 

procedure we proportional assigned an individual country’s influence on fiscal behaviour in 

the euro area.  

Table 2 presents the calculated descriptive statistics in which we compared the time of 

a conducted expansionary and counter7cyclical fiscal policy before and after entrance to the 

EMU. The data show that in 13 countries (out of 14) the fiscal policy was indeed more 

expansionary after entering the euro area. This assertion is related to the economic upswing 

between 1999 and 2002 because the fiscal plans and targets reflect the expectation of 

budgetary revenue growth (Marina5, 2008). The reason for countries like Slovenia, Cyprus 

and Slovak Republic conducting a more expansionary fiscal policy after entering the EMU 

relates to the current economic and financial crisis, where we recognize changes of fiscal 

stances in countries of the euro area (see Table 1). Namely, in 2009 all of the Member States, 

expect Greece and Ireland, ran an expansionary and counter7cyclical fiscal policy to stimulate 

aggregate demand in the context of this crisis.   

When we observe the counter7cyclical fiscal behaviour we might argue that the fiscal 

policy appeared to be slightly more counter7cyclical compared with the period before entrance 

to the EMU. This pattern is observed in the ten member states of the EMU included in our 

research. This is in line with most studies, which do not support a pro7cyclical bias after the 

introduction of fiscal constraints for EU countries (Turrini, 2008; Galí & Perotti 2003; Annet 

2006; Golinelli & Momigliano 2006, 2008), although some studies provide evidence of pro7

cyclical fiscal behaviour in developing countries (Alesina and Tabellini (2005), Talvi and 

Vegh (2005), Manasse (2006)). These results are confirmed by a comparison of the averages 

before and after entry to the EMU for the whole euro area. 

To statistically support our preliminary findings we performed an independent sample 

paired t7test using the SPSS 19.0 statistical package. We tested the statistically significant 

difference between the sub7periods according to the fiscal policy stance. The above results of 

the sample of 14 countries were tested against the zero and alternative hypotheses, namely 

that in the period before entry the fiscal stance was more expansionary and counter7cyclical 

than in the period after entering the EMU. With the zero hypothesis we assume that the 

average of conducted expansionary and counter7cyclical fiscal policies was the same in both 

sub7periods (H� ∶ 
 μ� = 0). According to our research, we posit an alternative hypothesis in 

which we argue that there is a statistically significant difference between the fiscal policies in 

the above7mentioned sub7periods (H� ∶ 
 μ� > 0). Therefore, we test the hypothesis that the 

average of expansionary and counter7cyclical fiscal policies between the sub7periods 

statistically significantly differs from zero. In the case of an expansionary fiscal stance, the 

zero hypothesis was rejected and the alternative hypothesis accepted, namely that there is a 

statistically significant difference regarding expansionary fiscal behaviour after the 
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introduction of the single currency for the Member States. When we compare the 

countercyclical fiscal behaviour we cannot reject the zero hypothesis with a level of 

significance of 5%, which implies there is no statistically significant difference regarding the 

countercyclical behaviour of the fiscal authorities after entering the EMU
2
. Therefore, in the 

next section we would like to more formally analyse episodes of both pro7 and counter7

cyclical fiscal behaviour in the considered period.  

 

Table 2 

Weighted descriptive statistics before and after entering the EMU with regard to 

fiscal behaviour 

Country 
GDP 

share 

Expansionary fiscal 

policy 

Counter.cyclical 

fiscal policy 

pre7

entrance 

period  

post7

entrance 

period 

pre7

entrance 

period  

post7

entrance 

period 

Austria 

(N=1999) 3.1 

50.0/ 

1.54 

60.0/ 

1.85 

50.0/ 

1.54 

40.0/ 

1.23 

Belgium 

(N=1999) 3.8 

0.0/ 

0.00 

60.0/ 

2.26 

0.0/ 

0.00 

20.0/ 

0.75 

Cyprus 

(N=2008) 0.2 

37.5/ 

0.06 

50.0/ 

0.08 

37.5/ 

0.06 

50.0/ 

0.08 

Finland 

(N=1999) 1.9 

37.5/ 

0.73 

60.0/ 

1.16 

62.5/ 

1.21 

80.0/ 

1.55 

France 

(N=1999) 21.2 

50.0/ 

10.61 

70.0/ 

14.86 

25.0/ 

5.31 

50.0/ 

10.61 

Germany 

(N=1999) 29.1 

37.5/ 

10.92 

70.0/ 

20.38 

37.5/ 

10.92 

30.0/ 

8.73 

Greece 

(N=2001) 2.3 

25.0/ 

0.57 

80.0/ 

1.81 

25.0/ 

0.57 

60.0/ 

1.36 

Ireland 

(N=1999) 1.7 

37.5/ 

0.64 

80.0/ 

1.36 

37.5/ 

0.64 

20.0/ 

0.34 

Italy  

(N=1999) 17.5 

0.0/ 

0.00 

70.0/ 

12.22 

0.0/ 

0.00 

30.0/ 

5.24 

Netherlands 

(N=1999) 6.2 

62.5/ 

3.90 

50.0/ 

3.12 

37.5/ 

2.34 

70.0/ 

4.36 

Portugal 

(N=1999) 1.9 

50.0/ 

0.93 

60.0/ 

1.11 

25.0/ 

0.46 

60.0/ 

1.11 

Slovakia 

(N=2009) 0.5 

50.0/ 

0.23 

83.3/ 

0.39 

25.0/ 

0.12 

100.0/ 

0.47 

Slovenia 

(N=2007) 0.3 

62.5/ 

0.22 

75.0/ 

0.26 

25.0/ 

0.13 

25.0/ 

0.09 

                                                           
2
 The paired samples t7test shows that the significance value (*) is significant for the difference in expansionary (t=72.220; *=0.045) and 

counter7cyclical (t=72.034; *=0.063) fiscal policy. 
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Spain 

(N=1999) 10.4 

25.0/ 

2.60 

40.0/ 

4.16 

0.0/ 

0.00 

60.0/ 

6.24 

Average  2.35 4.64 1.66 3.01 

Note: 
Pre7entrance period – a period of four years before entering the EMU (N7  4 to N71);                              

Post7entrance period – a period of five years after entering the EMU (N to  N+4); with the exceptions of 

Slovenia (N to N+3), Cyprus (N to N+2) and Slovak Republic (N to N+1) due to data 

deficiency.                            

In the last four columns, the first number reflects the shares of fiscal stance during the particular sub7periods and 

the second number presents a weighted descriptive statistic with each country’s share of GDP. 

Source: IMF 2012, own calculations 

 

Generally, these preliminary conclusions can be associated with asymmetric fiscal 

behaviour before and after entering the euro area. Namely, Buti and Van den Nord (2004b) 

report that the fiscal rules applied in the EMU were impeded by politico7economic motives 

which prevented automatic stabilizers from working symmetrically throughout the cycle. 

They argue that various political incentives played a crucial role in the different fiscal 

behaviour before and after entering the EMU because of the expansionary bias due to the 

election cycle. These findings are consistent with Buti and Van den Nord (2004a) and Von 

Hagen (2003) who confirm loose fiscal policy behaviour for years preceding elections. This 

could help explain the more expansionary fiscal policy seen after joining the EMU. Indeed, 

the empirical analysis confirms the expansionary bias towards easing the discretionary fiscal 

policy between election years (see Table 1). The most important euro7area countries changed 

their fiscal policy from restrictive to expansionary in periods of upcoming elections. For 

instance, the fiscal policy in Germany, France, the Netherlands and Ireland changed from 

being restrictive in character to expansionary in the pre7election year 2001 and continued in 

2002 when general elections were held in these countries. 

In the third part of the research we look at changes in the structural budget balance in 

more detail over the 1995–2010 period for the euro area Member States. Cyclical conditions 

are captured by differentiating between years and whether the output gap is measured to have 

been positive (good times) or negative (bad times). Table 3 presents the fiscal stance for each 

individual country in the period before and after entering the EMU. In contrast, we notice that 

pro7cyclical fiscal behaviour prevailed in most countries. Namely, we identify that in nine 

(out of 14) countries in half the period since 1995 fiscal authorities promoted pro7cyclical 

fiscal behaviour To statistically support our findings we performed a binomial test using the 

SPSS 19.0 statistical package. For the purpose of comparing fiscal policy in different 

economic conditions we apply the same procedure to the evaluation of the pro7 or counter7

cyclical behaviour of government authorities as in the first part of the analysis. This approach 

differs from the previous analysis in that we excluded the neutral fiscal policy (i.e. a small 

variation of the structural budget balance between 70.2 and 0.2), because it does allow us to 

formally characterize the orientation of the fiscal policy (i.e. fiscal position) in a particular 

year. Similar to the preliminary analysis, we assign a counter7cyclical fiscal policy the value 1 

and a pro7cyclical fiscal behaviour the value 0, respectively. According to this evaluation of a 

fiscal position, we estimated the proportion of how many times during a (Austria, Belgium, 

France, Greece, Ireland, Italy, the Netherlands, Slovenia and Spain). In addition, we notice the 

asymmetric behaviour of fiscal authorities over the period before and after entering the EMU 

depending on the economic conditions. Therefore, we will look at whether there is a 

statistically significant difference of conducted fiscal policy by government in the economic 

upswings and downturns, which would support the preliminary premise of the research that 

the Maastricht Treaty as well as the SGP have impaired the fiscal behaviour of most countries 
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in the EMU. particular period a counter7 and pro7cyclical fiscal policy was conducted by the 

government, where we distinguish whether the output gap was positive or negative. 
 

Table 3  

Fiscal stance in good and bad times in euro.area Member States over the 1995–2010 

period 

 

OG 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 Average 

Number of 

years with 

pro7cyclical 

policy 

AT 
≥0     .0.5 .0.8 2.7 0.1    .0.7 0.0 .0.1   0.1 

8 
<0 71.3 1.8 2.2 70.6         0.1 70.8 0.0       70.5 70.7 0.0 

BE 
≥0     .0.5 .0.3     0.7 .0.8 .0.3 .0.6   .0.3 

12 
<0 0.5 1.1 0.9 1.6     0.8 0.6 70.4 70.4         71.4 0.4 0.4 

CY 
≥0 

n/a 
.1.5       2.2 70.0           1.3 .0.5     0.3 

7 
<0   71.2 0.4 70.6     72.0 72.7 2.7 1.7 70.1     73.8 0.6 70.5 

FI 
≥0    2.2 0.3 4.7 .1.3   .1.0 0.5 0.6 0.0 .0.4   0.6 

4 
<0 70.6 2.0 70.1         70.4 71.4           71.7 71.2 70.5 

FR 
≥0    .0.3 0.3 .0.4 0.1 .0.8    0.6 .0.5    .0.2 

10 
<0 70.3 2.0 0.3           70.3 0.4 0.3     0.1 71.9 0.3 0.1 

DE 
≥0      .0.2 .1.2     0.4 1.2 0.4   0.1 

7 
<0 71.2 0.2 0.4 0.3 0.5     70.3 70.1 70.2 0.7       70.4 71.3 70.1 

EL 
≥0         .1.8 .2.5 2.4 .2.2 .2.0 .3.3 .4.9 7.2 .0.9 

11 
<0 2.5 0.4 0.6 2.2 1.0 70.8 71.0 70.6                 0.5 

IE 
≥0     .0.6 1.1 .3.2 .1.2 .0.3 0.5 .0.7 .0.5 .2.8 .4.9   .1.3 

11 
<0 0.1 1.1 2.4 70.3                     1.8 2.7 1.3 

IT 
≥0      .1.4 .1.8 0.0  0.3  1.2 0.8    .0.1 

9 
<0 0.7 0.8 3.2 0.4 1.5       70.5   0.2     70.2 71.3 0.8 0.6 

NL 
≥0   .0.1 .0.3 0.5 1.3 .2.5     .0.4 .1.3 0.2   .0.3 

8 
<0 75.0 6.8           70.3 70.1 1.4 1.3       73.3 70.1 0.1 

PT 
≥0    .0.4 0.6 .1.1 .0.8 0.4     0.6    .0.1 

6 
<0 2.6 70.6 1.2           70.3 70.4 70.4 1.7   70.5 75.3 70.3 70.2 

SK 
≥0 

n/a n/a n/a 
1.2       .2.0 5.5   .0.6 .0.6 1.1 .0.1     0.6 

6 
<0   70.8 75.0 5.2     0.5         73.8 70.3 70.7 

SI 
≥0 

n/a n/a 
.1.3   .0.2 .0.6           .1.0 .0.6 .1.3     .0.8 

10 
<0   0.8     0.5 70.1 0.5 70.4 70.0       70.6 0.5 0.1 

ES 
≥0    .0.5 0.7 .0.1 .0.6 0.6 0.1 0.0 .0.6 0.3 0.1 .3.9   .0.3 

9 
<0 1.1 1.7 1.1            74.0 1.8 0.3 

Note:  

Numbers in bold indicate a pro7cyclical fiscal stance in the time interval (1995–2010), where we differentiated 

whether the output gap (OG) was positive or negative, respectively (LSBS<0 if OG≥0; LSBS≥0 if OG<0). 

Database: IMF, 2012, own calculations 

 

We tested statistically significant differences in proportion of counter7 and pro7cyclical 

fiscal stances in good and bad economic conditions in three different situations, namely for 

the whole period under consideration, as well as before and after entry to the EMU. The 

sample of 14 countries was tested against the zero hypothesis that, on average, the conducted 

fiscal stance was proportionally the same in both upswing and downturn periods for all 

formally tested situations (H� ∶ 
 μ� = 0.5). According to our research, we posit an alternative 

hypothesis in which we argue that there is a statistically significant pro7cyclical bias in regard 

to whether the output gap was positive or negative (H�:
μ� ≠ 0.5). Therefore, we first test the 

hypothesis that the proportion of pro7cyclical fiscal policy in good and bad times for the 

whole period statistically significantly differs from 0.5. According to our analysis, we cannot 

reject the zero hypothesis at a level of significance of 5% that the pro7cyclical fiscal stance 

prevailed in the observed period during bad times. In contrast, we reject the zero hypothesis at 

the same 5% level of significance that the proportion of fiscal behaviour is equally distributed 

in upturns. Consequently, the alternative hypothesis was accepted, namely that according to 

the results the fiscal policy was pro7cyclical in good economic times during the observed 

period. These findings are associated with asymmetrical fiscal behaviour over the business 

cycle. Secondly, we test if there is a statistically significant difference in the period before the 

entrance regarding the defined economic situation. According to the result obtained from the 



12 

 

binomial test, we might conclude that there is statistically significant evidence of a pro7

cyclical bias in bad times before the introduction of the single currency. In contrast, we cannot 

reject the zero hypothesis that before entry to the EMU none of characterized fiscal stances 

was pronounced during the period of positive output gaps despite the fact that pro7cyclical 

fiscal policy also prevailed in the considered time period. Finally, we also tested the 

proportion of fiscal policy conducted after the entrance to the EMU depending on whether the 

output gap was positive or negative. According to the result, we might conclude that the 

proportion counter7cyclical fiscal stance prevailed during downturns and, on the contrary, that 

in upswings there is an obvious pro7cyclical bias in conducting appropriate fiscal policy. This 

assertion is in line with most studies, namely that the average fiscal stance is expansionary 

when actual output is above its potential level, which implies a pro7cyclical bias in times of 

prosperity, and that the fiscal stance tends to be predominantly counter7cyclical when actual 

output is below its potential level. In the case of the fiscal behaviour that prevailed in the time 

of prosperity we can reject the zero hypothesis at a level of significance of 10% and accept the 

alternative hypothesis that there is a significant difference in the fiscal stance after entering 

the EMU, namely that a pro7cyclical fiscal stance was pronounced in good economic 

conditions. Although there is a high proportion of countercyclical fiscal behaviour in 

downturns (see Table 4), there is no significant evidence of a counter7cyclical fiscal stance in 

downturns.    

 

Table 4  

Binomial test for fiscal stances in good and bad times 

  

Category N 
Observed 

Prop. 

Test 

Prop. 

Exact 

Sig.  

(2.

tailed) 

Whole 

period –  

bad 

times 

Counter7

cyclical 
1.00 50 0.46 0.50 0.501 

Pro7

cyclical 
0.00 58 0.54   

Total  108 1.00   

Whole 

period – 

good 

times 

Pro7

cyclical 
0.00 56 0.63 0.50 0.019 

Counter7

cyclical 
1.00 33 0.37   

Total  89 1.00   

Pre 

entrance 

– bad 

times 

Counter7

cyclical 
1.00 18 0.31 0.50 0.005 

Pro7

cyclical 
0.00 40 0.69   

Total  58 1.00   

Pre 

entrance 

. good 

times 

Pro7

cyclical 
0.00 13 0.68 0.50 0.167 

Counter7

cyclical 
1.00 6 0.32   

Total  19 1.00   

Post 

entrance 

. 

bad 

times 

Pro7

cyclical 
0.00 20 0.38 0.50 0.126 

Counter7

cyclical 
1.00 32 0.62   

Total  52 1.00   

Post 

entrance 

– good 

times 

Pro7

cyclical 
0.00 43 0.61 0.50 0.072 

Counter7

cyclical 
1.00 27 0.39   

Total  70 1.00   

Database: IMF, 2012, own calculations 

 

These findings are corroborated by Turrini (2008), Manasse (2006) and Alesina and 

Tabellini (2005) who report that fiscal policy is on average pro7cyclical in good times. In 

addition, Marinhero (2005) argues that fiscal policy after implementation of the EMU fiscal 

rules was asymmetrically applied over the cycle, despite their positive impact on the counter7
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cyclical properties of fiscal policy. Hence, fiscal policy tends to be more expansive in 

downswings than restrictive in upswings in economic activity. Similar conclusions are 

reported by the European Commission (2006) and Golinelli and Momigliano (2006) that the 

response of fiscal authorities to cyclical conditions in the economy depends on whether good 

or bad times are prevailing. In sum, the analysis seems to support the advocated hypothesis 

that a pro7cyclical bias was quite common fiscal behaviour for the euro area in the 1995–2010 

period. In addition, we can argue that a pro7cyclical fiscal stance is a characteristic of 

discretionary policy in good economic conditions. Thus, the adoption of the single currency 

and implementation of the SGP framework was unable to curb the persisting pro7cyclical bias 

characterising the conduct of fiscal policy in an upturn. In contrast, we might argue that 

entrance to the EMU has been associated with a deterioration of the pro7cyclical bias during 

bad economic conditions. These results are partly consistent with our expectations that the 

fiscal policy became more expansionary. In the case of pro7cyclical fiscal behaviour, we can 

conclude that it is persistent before and after entry to the EMU, especially in times of 

economic prosperity.  

The reasons for the pro7cyclical behaviour of fiscal policies in bad times relate to the 

trade7off faced by fiscal authorities between cyclical stabilization measures and the need to 

disrupt budgetary imbalances. The main explanation for a pro7cyclical fiscal policy in bad 

times is associated with an impaired fiscal position which requires a correction irrespective of 

the prevailing fiscal position (European Commission, 2006). In the period before the single 

currency was introduced (1999 and 2001), countries tried to fulfil the Maastricht criteria by 

running on average tight fiscal policies despite the fiscal position of each individual Member 

State (Deroose et al., 2008). Thus, the most important countries promoted restrictive fiscal 

policies to eliminate excessive deficits (see Table 2). Namely, before entering the EMU we 

conclude that in seven countries fiscal authorities promoted a restrictive fiscal policy for less 

than 50% of the time (Germany, Belgium, Cyprus, Greece, Finland, Ireland, Portugal and 

Spain). This is consistent with the pro7cyclical behaviour before joining the EMU since most 

countries recorded a negative output gap in this period. Alesina and Tabellini (2005) argue 

that additional reasons for pro7cyclicality in bad times are financing constraints because 

countries rely on foreign borrowing to finance their deficits, which is difficult to obtain in 

periods when the economy is experiencing a contraction.  

After entering the EMU we notice more pro7cyclical fiscal policy behaviour, 

especially in the good times during 1999–2010. This period was characterized on average by a 

positive output gap, which should correspond to a restrictive and counter7cyclical fiscal policy 

to improve budgetary positions. This is in line with the objective to stabilize output and debt 

during economic prosperity, which ensures countries sustain fiscal activity in bad times 

(European Commission, 2006; Marina5, 2008). This is subjected to the fundamental 

asymmetry of an appropriately conducted fiscal policy. 

The reasons to justify pro7cyclicality in good times are more subtle. European 

Commission research (2006) generally identifies two broad sets of explanations. One set 

relates to problems in correctly measuring the cyclical condition. It explains the excessive 

growth of expenditures in good times with identification and implementation lags. The latter 

occurs because government expenditure plans follow budgetary decisions with some delay, 

which are influenced by current and recent growth developments. Since it is hard to 

accurately predict the turning points in the cycle, governments run the risk that their 

expenditures will not correspond to the current phase of economic activity. The issue of 

identification lags relates to the lack of tools to adequately assess the current cyclical 

conditions because estimates of output gaps in real time involve substantial uncertainty. The 

second set of reasons for the observed pro7cyclical behaviour of fiscal policy refers to 

political motives. The government is subject to the pressure of certain interest groups to spend 
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proportionally more when in good times a larger amount of budgetary resources is available. 

When governments decide not to accumulate budgetary surpluses in good times, they may 

prefer to cut taxes instead. This argument, provided by Talvi and Vegh (2005), refers to the 

revenue side of the budget.  

In addition, the deficit bias in good times can be corroborated with the political 

economic motives as policy makers may attach more weight to objectives other than the 

stabilisation of output, which is emphasized in times of prosperity as more overall resources 

are accessible, also known as the “common pool problem” (Deroose et al., 2008). 

Consequently, the prevalence of a pro7cyclical fiscal stance in good times is responsible for a 

considerable share of the growth of debt in EU countries (European Commission, 2006). 

These results are consistent with our expectations that in the period after entering in the EMU 

fiscal behaviour became more expansionary. In addition, we also conclude that the response 

of fiscal authorities to cyclical conditions in the economy depends on whether good or bad 

times are prevailing. 

Conclusion  

 

In recent years there has been an intense discussion of whether the actual behaviour of 

fiscal authorities is consistent with cyclical stabilization objectives. The question of the 

appropriate fiscal policy has been gaining recognition especially as regards euro7area 

countries after they enter the European Monetary Union (EMU). Namely, fiscal policy 

represents the one of the few tools in the control of national authorities to support an active 

economic policy of macroeconomic stabilization to counter protracted demand shocks. In 

addition, implementation of the criteria of the Maastricht Treaty and later the SGP represents 

an instrument of fiscal coordination. Their objective is to maintain and enforce fiscal 

discipline in the medium term within the euro area. Therefore, we evaluated the activity of 

fiscal policy before and after entering the euro zone for each EMU country. To determine a 

pro7cyclical or counter7cyclical fiscal policy stance we compared the dynamic evaluation of 

the cyclically adjusted balance and output gap. However, we should be aware of some 

murkiness in assessment of the output gap itself and the cyclically adjusted balance which 

appears due to inconsistency in measurement of the output gap and potential GDP growth. 

In the empirical analysis we evaluated the fiscal policy stance for each country of the 

euro area. In the assessment of government behaviour we covered 14 countries in the 1995–

2010 period. The results of the analysis generally confirm that fiscal policy in most euro7area 

member states became more expansionary in the period after entering the EMU. Moreover, 

these preliminary findings were confirmed by the statistical analysis which shows statistically 

significant differences in expansionary fiscal policy between the aforementioned sub7periods. 

The more detailed analysis of the fiscal stance that differentiated whether the output gap is 

positive or negative implies that the overall policy stance of the euro area is pro7cyclical. In 

particular, across the countries in the euro area nearly half of the period since 1995 was 

denoted by a pro7cyclical fiscal stance. Namely, we identify that in nine (out of 14) countries 

half of the time since 1995 fiscal authorities promoted pro7cyclical fiscal behaviour (Austria, 

Belgium, France, Greece, Ireland, Italy, the Netherlands, Slovenia and Spain). According to 

our results, we might also conclude the average fiscal stance is expansionary when actual 

output is above its potential level, which implies a pro7cyclical bias in times of prosperity, and 

that the fiscal stance tends to be predominantly counter7cyclical when actual output is below 

its potential level. Thus, the adoption of the single currency and implementation of the SGP 

framework was unable to curb the persisting pro7cyclical bias characterising the conduct of 
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fiscal policy in an upturn. In contrast, we might argue that entry to the EMU has been 

associated with a deterioration of the pro7cyclical bias during bad economic conditions. These 

conclusions can be associated with the asymmetric fiscal behaviour after entrance to the euro 

area because the response of fiscal authorities to cyclical conditions in the economy depends 

on whether good or bad times are prevailing. These assertions reflect some conclusions made 

in other similar studies.  

We can find the reasons for the asymmetric fiscal behaviour after entering the euro 

area in politico7economic motives which prevent automatic stabilizers from working 

symmetrically throughout the business cycle in both periods. Indeed, the empirical analysis 

confirms the expansionary bias towards easing the discretionary fiscal policy between election 

years. For instance, after entering the EMU the fiscal policy in Germany, France, the 

Netherlands and Ireland changed from a restrictive to expansionary character due to the 

upcoming elections. Other reasons for the pro7cyclical behaviour of fiscal authorities, 

especially in bad times, are associated with an impaired fiscal position which requires a 

correction irrespective of the prevailing cyclical conditions. Namely, before entering the EMU 

we conclude that in eight countries the fiscal authorities promoted a restrictive fiscal policy 

for less than 50% of the time (Germany, Belgium, Cyprus, Greece, France, the Netherlands, 

Portugal and Slovak Republic), which can be associated with the need to eliminate excessive 

deficits. This is consistent with the pro7cyclical behaviour before joining the EMU since most 

countries recorded a negative output gap in this period.  

We recognized two sets of reasons for the pro7cyclical behaviour in good times. The 

first set of reasons is related to problems with identification and implementation lags in 

correctly measuring the cyclical conditions. The second set of reasons refers to political 

motives when a government decided to conduct expansionary fiscal policy in good times. In 

particular, after entering the EMU countries on average recorded a positive output gap of 

0.8% associated with a deterioration in the cyclical adjusted balance of around 0.3%, which 

implies expansionary measures of fiscal policies, especially in the 1999–2007 period. The 

reason for countries like Slovenia, Cyprus and Slovak Republic conducting a more 

expansionary fiscal policy after they entered the EMU is related to the current economic and 

financial crisis, where we recognize changes of fiscal stances in countries of the euro area. 

Namely, in 2009 all of the Member States, expect Greece and Ireland, ran an expansionary 

and counter7cyclical fiscal policy to stimulate aggregate demand in the context of this crisis. 

Finally, we should stress that the variety of results in the literature encourages further 

research on this topic. This could have future implications regarding the implementation of 

the fiscal rules and other structural reforms. Nevertheless, the questions of whether the 

discretionary fiscal policy acts counter7 or pro7cyclically or whether their reaction is 

symmetric or asymmetric throughout the cycle after introduction of the single currency 

remains unsettled. As a result, further empirical research employing more sophisticated 

methodological approaches is needed in order to support our preliminary conclusion. 
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