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Editorial

The ever-rising government expenditures paired with decreasing tax
revenues pushed governments to borrow at unprecedented levels to finance
national Covid-19 pandemic responses, causing a huge spike in global public
debt. The historically high levels of public debt stock in the EU thus pose risks
for the sustainability of the public debt in the future, effective post-pandemic
recovery, and long-term growth prospects.

Against this background, in this edition of showCASE, we discuss the effects
of the pandemic on the EU government finances as well as relevant policy
priorities to ensure healthier public finances in the future.
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CASE Analysis

Public Finances in the EU in the Wake of Covid-19
Pandemic

Mehmet Burak Turgut | CASE Senior Economist

The Covid-19 pandemic, which broke out in
March 2020 continued  through
subsequent waves in fall 2020 and spring
2021, resulted in a fallout in the global
economic and world output
contraction by 3.3% during the last year as
shown by the recent IMF survey.

and

activity

The losses in the output led to lower income
and revenues of the taxpayers, which in turn
diminished the tax

capacity of the governments. At the same

revenue generating

time, the governments responded to the
crisis with extensive fiscal support measures,
amounting to more than USD 13 billion
globally. These increasing expenditures
paired with decreasing tax revenues pushed
the
unprecedented levels, causing a huge spike in

global public debt.

governments to borrow at

) The governments in the
European  Union  swiftly
responded to the Covid-19
pandemic with substantial
fiscal measures.

As of January 2021, the sum
of the EU-wide announced
support amounted to more
than EUR 4.4 billion.

Figure 1 depicts the evolution of debt-to-
GDP ratio over the last two decades for
advanced (in blue) and emerging market and
developing (in red) economies. The impact of
the pandemic is visible for both groups — the
debt-to-GDP ratio increased by 16.3 pp y/y
for advanced economies and by 9.3 pp y/y for
emerging market and developing economies,

Figure 1. The debt-to-GDP ratio in advanced and developing economies
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Source: International Monetary Fund World Economic Outlook, April 2021.
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reaching, respectively, 120.1% and 63.4% in
2020. During the same period, government
expenditures increased, respectively, from
38.6% to 47.4% and from 31.0 % to 34.0 % of
GDP with the government revenues halting at
350 % and 26.0% for advanced and
developing economies. The higher borrowing
needed to finance the increasing
expenditures during the pandemic time thus
fueled the debt and elevated global
government indebtedness to unprecedented
levels.

The European Union Perspective

The governments in the European Union
swiftly responded to the Covid-19 pandemic
with substantial fiscal measures. As of January
2021, the sum of the EU-wide announced
support amounted to more than EUR 44
billion, including EUR 1.4 billion above-the-
line measures such as additional spending or
foregone revenues as well as liquidity
measures mostly in the form of loan
guarantees and asset purchases.

Figure 2 shows the distribution of these fiscal
support measures throughout the EU
Member States (MS) as a percentage of GDP.
The liquidity measures largely surpassed
above-the-line measures in the four largest

EU economies — Germany, France, ltaly, and
Spain — as well as Belgium and Czech
Republic. On the contrary, additional
spending or foregone revenues highly
exceeded liquidity measures in Austria,
Greece, and Latvia. The allocation of fiscal
support between the above-the-line and
liquidity measures was balanced throughout
the rest of the EU Member States.

The scale of the national measures varied
among the MS - from 5.5% in Croatia to
42.3% in ltaly. Besides the individual country
actions, the EU also introduced support
measures from the Union’s budget that made
up approximately 10% of total EU GDP for
year 2020. How have these fiscal support
policies affected and will affect the finances
of the governments in the EU? The majority
of the liquidity support measures is in the
form of guarantees and the impact of these
contingent liabilities on public debt depends
on the extent to which the guarantees will be
activated. Moreover, some parts of the
above-the-line measures will be unfolded
throughout 2021 and 2022 and may require
additional amendments subject to the
progress of economic recovery which means
that their real impact on public debt is not yet
certain.

Figure 2. The fiscal support measures in the EU
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Figure 3. Change in the government spending and revenue in the EU MS in 2020
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Source: Author's own elaboration based on data available at Eurostat.

Figure 3 shows the changes in the
government expenditures and revenues of
the EU Member States measured as their
share of GDP between 2019 and 2020. The
government  expenditure-to-GDP  ratio
increased in all MS in 2020 with y/y changes
ranging between 3.5% (Finland) and 12.8%
(Greece) throughout the EU. The automatic
stabilizers and discretionary fiscal measures
used to stabilize the economy in the wake of
the pandemic are the main reasons behind
the higher government expenditure-to-GDP
ratio in the EU.

On the other hand, government revenue-to-
GDP ratio did not experience substantial
change in 2020 with y/y variations ranging
between -1.7% (Ireland) and 2.0% (Greece).
The main reason behind the relatively stable
government revenue-to-GDP ratio during the
pandemic was a proportional decrease in the
levels of both components that resulted,
respectively, from lower tax collection (fueled
by the marginal drop in consumption and
introduction of tax relief measures) and a
comparable fall-out in economic activity.

Figures 2 and 3 also showcase that not all of
the announced fiscal support measures in the

EU became government expenditure because
only part of the liquidity support measures
were realised in 2020.

) Even though spikes were
observed between March
and May 2020, the surge in
indebtedness of the EU
Member States did not bring
an increase in the sovereign
debt risk premia which
remained low in the major EU
economies.

As a result of the spike in expenditures paired
with the slack in revenues, the EU
governments needed to borrow funds to
finance these expenditures which has driven
up the public debt. Figure 4 compares the
public debt-to-GDP ratios of the EU Member
States in 2019 and 2020. The y/y change of
the ratio varies between 2.1% (Ireland) and
25.1% (Greece) with the 13.2% y/y change for
the EU-27 which raised average levels of
public debt in the EU to 90.7% of GDP in 2020.


https://ec.europa.eu/info/sites/default/files/economy-finance/1_en_act_part1_v9.pdf
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http://www.berndschwaab.eu/papers/CGS_BondRiskPremia.pdf

Figure 4. Public debt-to-GDP ratio in the EU MS
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Source: Author's own elaboration based on data available at Eurostat.

Even though spikes were observed between
March and May 2020, the surge in
indebtedness of the EU Member States did
not bring an increase in the sovereign debt
risk premia which remained low in the major
EU economies. This is partly due to (i) low
interest environment which kept the debt
costs manageable and (ii) decisive actions of
the EU and Member States that repressed
further collapse in economic activity. The rise
of the public debt from the beginning of the
pandemic has thus not exposed the EU
economies to a higher sovereign debt risk so
far.

Poland in Spotlight

The Polish Parliament introduced fiscal
legislation packages titled ‘Anti-Crisis Shields’
in March 2020 that, as of January 2021, have
already amounted to PLN 312 billion support
in the form of additional spending, deferred
revenues, loans and guarantees. This drove
the government expenditures from 41.7% of
GDP to 48.7% of GDP between 2019 and 2020
whereas the government revenue remained
at 41.7 % of GDP. These changes in the two
main blocks of fiscal policy moved the deficit
from -0.7% to -7.0% of GDP between 2019
and 2020. As a result, the debt-to-GDP ratio

in Poland jumped by 11.9 pp y/y reaching
57.5% in 2020. Despite such notable change
in the debt-to-GDP ratio in 2020, it was still
below the average EU change of 13.2 pp y/y.

The Future

The current debt stock of governments is
historically high and is approaching the post-
World War Il levels. Even such high level of
debt, however, can be sustainable as long as
the global trend on the sufficiently low
interest rates continues. Hence, what poses
risks for the affordability of the public debt is
a potential fast rise of the interest rates. Such
a scenario would lead to large tax hikes and
spending cuts that could curb the growth
over the long term. Other than that, there are
still some risks present due to the elevated
public debt, including:

e limited ability to implement counter-
cyclical fiscal policy during economic
crisis;

e decreased ability to respond to
unexpected events, like wars, financial
crises, and natural disasters which
could result in larger negative effects
on the economy and on people's well-
being;
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e private sector under-investment due to
uncertainty about future taxes and
crowding out of private debt.

Despite the presence of the aforementioned
risks, the start of mass vaccination campaigns
in all Member States in 2021 has accelerated
the return to a ‘new normal’ with the
expected increase in economic activity. While
this will help to improve public finances, the
recovered economy should, nonetheless, be
supported with policy efforts for healthier
public finances. These efforts can focus more
on building resilient and inclusive economic
structure to curb the rising inequality, boost
productive capacity, and raise potential
output. For example, the Recovery and
Resilience Facility of the Next Generation EU
plan allows countries to finance such policy
efforts with non-repayable support which will
make it possible to finance growth-
enhancing public investment projects and
cover costs of productivity-enhancing
reforms without inducing higher levels of
deficit and debt. Besides, monetary policy
can also play a role in strengthening these
efforts. The ability of the central banks to
maintain low interest rates despite rising
inflation will allow to maintain price stability
to serve the debt and prevent its further
accumulation.


https://ec.europa.eu/info/sites/default/files/economy-finance/1_en_act_part1_v9.pdf
https://ec.europa.eu/info/sites/default/files/economy-finance/1_en_act_part1_v9.pdf

Highlights

Trade, Innovation, and Productivity

On May 05, the United States backed the idea of patent rights waiver for Covid-19 vaccines to
stimulate supply and improve access worldwide. The US thus joined a group of more than 100
countries, including India and South Africa, advocating for lifting intellectual property rights on
Covid-19 vaccines. Following this US decision, the European Commission President stated during
the State of the Union address on May 6 that the EU was ready to discuss the issue, even though
some Member States (including Germany) remained reluctant to the idea of patent lifting. While
more than 100 patents have already been granted on mRNA platform technologies used for
Covid-19 vaccines, companies such as Teva (Israel), Incepta Vaccine (Bangladesh), and Biolyse
Pharma (Canada) that do not own these patents have failed to get voluntary licensing deals. The
proponents of the patent waiver claim that it would speed up vaccine production and provide
more affordable doses to developing countries by scaling up the production and increasing local
production capabilities. On the other hand, pharmaceutical companies suggest that the patent
lifting would not solve the global access problem and might constitute an obstacle to research
and innovation over the longer term.

Labour Market and Environment

On May 24-25, the EU leaders met in Brussels to discuss, among others, the new EU climate target
related to reducing greenhouse gas emissions —an important component of the Fit for 55 package
to be announced by the Commission in mid-July — and define specific sectoral actions within the
framework of the EU climate policy. While the agreement was achieved on an overall increase of
the emissions reduction target to 55% by 2030, heads of state have not been able to agree on a
common position as regards the details of the implementation, especially those related to
financing. Most of all, the Polish Prime Minister insisted that current emissions rules are geared
toward the rich and hence lobbied for more significant sources within the EU Modernisation Fund
— a scheme dedicated to supporting the green transformation of the countries with large coal
industries or lower GDP. The final conclusions of the summit ultimately omitted contentious issues
on the emissions reduction rules in transport and construction, among others, which were
included in the initial draft.

Macro and Fiscal

April HICP inflation read-out put Poland (5.1%) in second place, only slightly behind Hungary
(5.2%), in terms of y/y consumer price dynamic. This is the highest level recorded in more than 20
years, although according to CPI methodology the increase was lower — 4.3% — and did not stand
out as much compared to recent years. In either case, inflation went far beyond the target set by


https://www.nature.com/articles/d41573-020-00119-8
https://www.ohe.org/news/would-waiving-covid-19-vaccines-patents-save-lives
https://ec.europa.eu/commission/presscorner/detail/en/ip_20_1940
https://www.politico.eu/article/poland-resistance-climate-battle-european-council-summit/
https://ec.europa.eu/eurostat/databrowser/view/PRC_HICP_MANR/default/table?lang=en
https://stat.gov.pl/obszary-tematyczne/ceny-handel/wskazniki-cen/wskazniki-cen-towarow-i-uslug-konsumpcyjnych-pot-inflacja-/miesieczne-wskazniki-cen-towarow-i-uslug-konsumpcyjnych-od-1982-roku/

the National Bank of Poland and may become one of the main challenges for the government
and central bank in coming months. Reasons for such high levels of inflation are not obvious —
naturally the crisis related to the Covid-19 pandemic would be the first to blame but an increase
this high has not been observed in most EU countries (the EU-27 average stood at a high but not
unusual 2%). Similarly, blaming prices of oil would provide a partial explanation —increase in prices
of oil was mostly apparent because of low base effect, not necessarily because the prices were
exceptionally high. Finally, some experts point to monetary policy as the main culprit for this
outstanding price increase compared to the EU counterparts and not very well thought out
communication conducted lately by the National Bank of Poland. On the other hand, some
positive symptoms come from Online CASE CPI — the latest read-out suggest that inflation is
starting to subside.
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Other CASE Products

The Weekly Online CASE CPI

The online CASE CPl is an innovative measurement of price dynamics in the Polish economy, which
is entirely based on online data. The index is constructed by averaging prices of commodities from
the last four weeks and comparing them to average prices of the same commodities from four
weeks prior. The index is updated weekly. For more information on our weekly online CASE CP],
please visit: http://case-research.eu/en/online-case-cpi.

Late May read-out of Online CASE CPI suggests the reversal of the rising prices trend in Poland
with the value of the index returning to 100 mark. This comes after a 4-month period of
continual growth of prices with some of the highest observed levels of inflation since the
inception of the index. One of the main reasons for the reversal of the trend was a decrease in
prices of fuels, which were almost 1% lower compared to April. Slightly lower were also prices
in “Other goods and services” category (0.7%). At the same time, housing-related prices and
those of “Food and beverages” category increased by 0.3% and 0.2%, respectively.

Our Weekly Online CASE CPI

— CASE ® CASE:100.04 |
] N .
01 GUS I| \
4 | \
] i
1 oA IR AL
995 1
T T T T T T T T T T T T T T T T
14 July 2017 2 March 2013 20 October 2018 § June 2019 26 January 2020 13 September 2020 3 May 2021

110


http://case-research.eu/en/online-case-cpi
http://case-research.eu/en/online-case-cp

Monthly CASE Forecast for the Polish Economy

Every month, CASE experts estimate a range of variables for the Polish economy, including future
growth, private consumption, investments, industrial production, growth of nominal wages,
and the CPI.

CASE economic forecasts for the Polish economy
(average % change on previous calendar year, unless otherwise indicated)

GDP Private Gross fixed Industrial Consumer
consumption investment production prices
2021 4.1 45 33 7.5 3.2
2022 4.0 45 6.5 5.9 3.0

Contributions: Machteld Bergstra, Jan Hagemejer, Kateryna Karunska, Agnieszka Kulesa, 1zabela
(Styczynska) Marcinkowska, Grzegorz Poniatowski, Katarzyna Sidto, Adam Smietanka, Tomasz
Tratkiewicz, Mehmet Burak Turgut, Abdoul Karim Zanhouo, Karolina Zubel

Editors: Katarzyna Sidto and Kateryna Karunska

Communications: Monika Rebata

***Any and all opinions expressed in showCASE are those of the author(s) and do not necessarily
reflect the views of CASE
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