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Abstract in English

According to the IMF and OECD, the Dutch fiscalnfirawork is rather unique, and its design
and implementation are highly recommendable. Thjsep describes this framework, its role in
managing Dutch public expenditure, its history sil814, the most recent national discussions
and the role of the CPB. Major features of the Ddiscal framework are the trend-based fiscal
framework with real net expenditure ceilings foe tlthole term of government, the role of
independent organisations, like the CPB, Statidtietherlands and the Netherlands Court of
Audit, and the intermediary role of the nationaViadry group on budgetary principles. The
framework reflects a long learning process, e.gv tmreconcile sound public finance, political
pressures and the detailed requirements for magauihlic expenditure. There was not only
progress, but also regression (e.g. the budgetaeps became hectic and short-sighted in the
seventies and early eighties) and old ideas beapreievant again, e.g. taxes should be low
and stable, each generation should bear its owstelnuaind the reintroduction of cost-benefit
analysis in public decision-making.

Key words: National fiscal rules and institutiol@? B, Advisory group on budgetary
principles, Dutch fiscal framework, history of Dhtpublic finance since 1814, public
expenditure, budgetary policy, expenditure ceilingglependent fiscal council, Drees jr,
Duisenberg, Lieftinck, Pierson, Tinbergen, Zalfijstra

JEL code: B1, B2, H5, H6, N44

Abstract in Dutch

Volgens het IMF en de OECD is de Nederlandse biegsdystematiek betrekkelijk uniek en
bevat vele elementen die ook voor andere landekb@ar kunnen zijn. Voorbeelden hiervan
Zijn het gebruik van meerjarige uitgavenkaders flusuakelijke macro-economische ramingen,
de ramingen en analyses van het CPB van de Nedsdaverheidsfinancién en de rol van het
CBS, de Algemene Rekenkamer en de Studiegroep Beggouimte. Dit paper beschrijft de
Nederlandse begrotingssystematiek en haar invipatedNederlandse collectieve uitgaven, de
historische achtergrond vanaf 1814, de rol vandi®B en de meest recente aanbevelingen van
de Studiegroep Begrotingsruimte.

Steekwoorden: Begroting, collectieve uitgaven, CRtBdiegroep Begrotingsruimte,
uitgavenkaders, Drees jr, Duisenberg, LieftinclierBon, Tinbergen, Zalm, Zijlstra
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Preface

European budgetary norms are not a sufficient déswreot a necessary condition for sound
economic and budgetary policy. International orgations, like the IMF and the OECD,
therefore stress the importance of national fisgkgs and institutions. They are essential in
reconciling efficient allocation, macro-economialstity and sustainable public finance.

According to the IMF and OECD, the design and imp#atation of the Dutch fiscal
framework are in general highly recommendable. @imeent fiscal framework reflects a long
learning process and substantive national discassibout the proper fiscal rules. The
estimates and analyses of the CPB play a majoindhés framework. Over the years, the
Dutch fiscal framework has been challenged fredue@ver the years, also the views of
politicians and economists on public finance arartiie of the government have changed.

An earlier draft of this paper was presented attieBanca d’ltalia Workshop on Public
Finance, Perugia, March 2007. The paper informisigmnational audience about the current
fiscal framework in the Netherlands, its histotye tmost recent national discussions and the
role played by the CPB. | hope that it stimulatgerinational discussions about national fiscal
rules and institutions. For example, should otleemtries also introduce medium-term

expenditure ceilings and an independent, CPB-fikeal council?

The research was conducted by Frits Bos. He wakedtd thank Paul Besseling, Cees Jansen,
Flip de Kam, Marcel Lever, Marco Ligthart, Rocusv@pstal, Harry ter Rele, Gerbert Romijn,
Hans Stegeman and Marieke Willems for the commeaisived. The CPB librarians Gerda
Jansen and Lucienne Verbeek were very helpful tainimg books and articles on the history
of Dutch fiscal policy. Jan Luiten van Zanden ikramwledged for providing data on Dutch

public debt in the nineteenth century.

Coen Teulings
Director CPB






Summary

According to the IMF and OECD, the Dutch fiscalnfirawork is rather unique, and its design
and implementation are highly recommendable.. Phjser discusses this framework. Attention
is paid to the history and current practice offieeal framework, the role of the CPB and the
most recent changes recommended by the nationsaxghgroup on budgetary principles.
Key-statistics on Dutch public finance, e.g. dgloblic expenditure and taxes as a percentage
of GDP, are presented for the period 1814-2006.

History

Three periods can be distinguished in the develepmieDutch fiscal policy: the balanced
budget as official principle (1814-1956), Keynesifiicit norms (1957-1979) and norms for
reducing deficit and debt (1980- ...).

Since 1814, the official notion of a balanced budge changed substantially over time.
First, when debt was excessive, it imposed themgdion of loans. Later, a golden rule of
finance was introduced, allowing new loans for gwotive’ expenditure. Official fiscal
principles were now and then relaxed by bookkeepings; this often reflected unexpected
fiscal difficulties (e.g. war expenditure, econoruitsis, rapidly falling revenues from
Indonesia). Sometimes also the fiscal principleseviightened in view of temporary windfalls.

The principle of the balanced budget was suppleeaewith two other budgetary rules: no
or limited increase in tax burden and, in casexctssive debt, a priority for reducing this debt
to a sustainable level. At the end of the nineteeantury, the prominent Dutch economist and
politician Pierson stressed that each generationldtbear its own burden and should not leave
excessive debt for the next generations.

After the Second World War, the classic view onglgernment was replaced by a macro-
economic view: the budget of the state was predeagepart of a set of national accounts on the
Dutch economy. Since then, the CPB, being an inudgrd institute, provides the official
estimates on the macro-economic developments. Wjirafter the Second World War, this new
macro-view was combined with a strict budgetarytranall expenditure by the state was
monitored and approved in detail by Minister of e Lieftinck.

The period of Keynesian deficit norms started iB2.9n order to reduce the overheating of the
Dutch economy and improve the balance of paymesggipn, it was decided to reduce
government expenditure. However, due to time-deillayse implementation, these plans
resulted de facto in a pro-cyclical policy. In 19@&ltrend based deficit norm was introduced by
Minister of Finance Zijlstra. Its purpose was toyide a simple and stable macro-economic
framework for budgetary decision-making. It waseyKesian fiscal norm, as the trend based
estimates for government deficit should match thafgarivate saving.



The seventies turned out to be a major watershagupl$ side thinking became much more
popular among Dutch economists and politicians. fidw@ macro-economic model of the CPB
was widely discussed. The priority gradually becameegain control on public finance by
reducing deficit and debt and to reduce (the irs®en) taxes and public expenditure. Since
1980, these are the major official fiscal princgple

The budgetary process became chaotic in the segetid eighties. This was due to the
drastically increased size and complexity of Dytcblic finance, unexpected economic
setbacks and substantial fluctuations in naturalrggenues. The introduction in 1994 of trend
based budgeting with expenditure ceilings for th®le term of government and one decision-
making moment a year, turned out to be effectivatems.

In managing and controlling public expenditure,tdosnefit analysis and creating the
proper incentives for all parties involved havedrae more and more important since the
nineties. Such a micro-economic approach was@radvocated by the Dutch public-finance
expert Willem Drees jr in the early seventies.

Since about 2000, a forward looking view on Dutcblix finance has become dominant:
Dutch public finance should be sustainable in vidthe net extra costs of ageing and the

falling revenues from natural gas.

A common feature of Dutch fiscal policy since 1844hat excessive debt is not acceptable.
When it nevertheless occurs, e.g. because of whfaaaign occupation, or becomes a very
serious threat, it is the first priority to bringlat to a sustainable level. This has shaped Dutch
fiscal policy in 1814-1840, 1945-1952 and since3. 98

Most of the time, a common philosophy was also tdwegs should be stable and as low as
possible in order to avoid adverse effects on ttieepreneurial spirit and economic growth; the
Keynesian episode (1957-1979) is the exceptiohitortle.

Specific circumstances have often affected theafisdes. In general, when there were
unexpected windfalls, fiscal policy principles beeatighter and- in case of setbacksofficial
principles were often relaxed; sometimes, also keeking tricks were used to circumvent

officially proclaimed rules.

Current practice and the role of the CPB
Major features of the current Dutch fiscal framekvare the trend-based fiscal framework with
multi-annual expenditure ceilings and the rolenafdpendent organisations, like the CPB,
Statistics Netherlands and the Netherlands Couttudlit. The national advisory group on
budgetary principles plays an important intermedgatole. Its report one year before the start
of a new government, bridges the gap between therex(CPB and the Dutch Central Bank)
and policy practice (the Ministries most involveithwfiscal and economy policy).

The framework is set with reference to a targetlierfiscal balance based on longer-term
budgetary sustainability considerations. The CP&\eis of short-term, medium-term and
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long-term developments in Dutch public finance threbackbone of this framework. When

in case of unexpected economic setbadke actual general government deficit is expetted
exceed 2% GDP, additional measures are to be takethe expenditure ceilings do not apply
anymore. When this policy is successful and theegdrgovernment deficit is not close
anymore to 2% GDP, the old expenditure ceilingsrairestalled. The latter may induce
unstable decision-making and alsin case of economic recoverjead to pro-cyclical policy.

The expenditure ceilings are not expenditure ndmterms of GDP. At the start of a new
government, they are determined on the basigedlistic assessment of expected public
expenditure, while taking into account the new goweent plans. CPB estimates of the various
public expenditure, e.g. with respect to socialdfiégm and health care, play an important role as
a critical benchmark. The ceilings are in real tgrire. they are annually updated with the most
recent estimate of the price national expenditAiechanges in wages and prices not expected
at the start of the government, lead to changéisermargin for expenditure under the ceilings.

No explicit corrections are made for business-cicietuations. A reason for this is that
cyclical windfalls and setbacks in the volume ofiabbenefits tend to cancel out the wage and
price inflation. Since 2002, there is a qualitatiV@use that cyclical windfall in expenditure
under the ceiling should not be spend.

The major changes proposed by the official advigwoup on budgetary principles are to
remove interest payment from the expenditure agsliio break the direct link between natural
gas revenues and investments in infrastructurekandledge and to start reporting about the
budgetary importance of major items of tax dedugtmg. interest on mortgages and pension
contributions. The advisory group recommended tdsmntinue with cautious economic
growth assumptions for the medium-term framewor&wdver, since February, there is a new
government and it has already been decided thad trased estimates will be used.

The CPB plays an important role in the financiad @conomic decision-making in the
Netherlands. The CPB’s estimates of the Dutch emgrend public finance are the backbone
of the budgetary process. Political parties ardgbvernment ask the CPB to analyse the
economic effects of their election platforms, cthai agreements and alternative budgetary
proposals. Strategic economic thinking and decisnaking is influenced by CPB-studies, e.g.
general long-term scenario analyses and specifiiest about the welfare state, education,
innovation and health care. The decision-makinguamajor specific projects, e.g. on
infrastructure, is guided by cost-benefit analysigshe CPB. The CPB is also represented in
influential advisory groups.

The role of the CPB as an independent expert & iw the Dutch tradition of consultation
and coalition agreements. Directly after the Secéforld War, the CPB had a good start, with
an outstanding director (Jan Tinbergen) and econamd political circumstances providing a
clear role for the CPB. This unique role is maingal by formal laws and protocols, by regular
external checks on the policy relevance and sdiemiality of the CPB work and by the

existence of a free press.
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Introduction

For years, the IMF and OECD have been stressingnthertance of national fiscal rules and
institutions. They provided standards for good ficacand gave overviews of best practictn
the annual country reports by the IMF and OECD hional fiscal frameworks are always
discussed in view of these standards and bestigeact

According to the IMF and OECD, the Dutch fiscarfrework is in many respects unique
and highly recommendable. This applies to e.gnthdium-term expenditure ceilings, the use
of independent macro-economic estimates in the détadg process, the analyses and estimates
by the CPB about Dutch public finance and the odl8tatistics Netherlands, the Netherlands
Court of Auditors and the national advisory groupbudgetary principles.

At present, medium-term expenditure ceilings arg ased in few countries, e.g. the USA,
New Zealand, Finland, Sweden and the Netherlandaieder, IMF and OECD regard such
expenditure rules as a very effective and efficteot for managing public finance. Anderson
and Minarik (2006, pp. 193-194) even argue thatexiture rules are on balance superior to
deficit-based rules, like the general governmenilget balance used by the EMU:

“Rules that set only ... a maximum limit on theidiéfmight be thought to encourage countries
to run the largest deficits permitted, creatingsisf excessive deficits under unexpected
adverse conditions. In contrast, a spending ruleldvprovide firm guidance to policy makers
whether the economy and the budget are strong ak.ve

“Deficit-based rules provide no incentive for coamtyclical policy in strong economies, and
can limit even the operations of automatic stadiisn the budget in weak economies. In
contrast, spending rules allow the automatic Stadyg to work in full at all times and in any
conditions.”

“Violations of a spending rule are transparent enedntrovertible. In contrast, non-compliance
with a deficit rule ... can be hidden behind opiiai economic assumptions or unlikely plans
for future spending and revenue discipline.”

“Spending rules make the availability of resournesme predictable, notably with respect to
annually appropriated funding for ... core functaf government ... the more predictable fiscal
behaviour encouraged by spending rules can leaddier co-ordination with monetary policy,
an to greater confidence and steadier behaviotnimibe private sector.”

Anderson and Minarik therefore advocate that the E§gpvernment deficit rules should be
complemented by national expenditure rules.

According to Wyplosz (2002, p. 9), rules do noffisaf for sound fiscal policy, because
“they tend to be rigid and artificial (arbitraryloteor deficit limits, golden rules based on thin ai
and falsifiable accounts), which makes them ultehyaimpossible to defend in the face of

L IMF (2001a), IMF (2001b), IMF (2005), OECD (2002).
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public opinions.” Institutions are therefore essd for combining a credible commitment to
long-run debt stability with sufficient short rulexibility. He discusses a constitutional
approach (a limit on debt or deficit in the congtiin like in the states of the US) and three

approaches relying on independent outside ingtitsti

International control and peer pressure, as witk irlograms and the European Stability and
Growth Pact

National fiscal policy committees or councils, littee central banks’ monetary policy
committees. The committee would consist of a sgralup of experts supported by a staff
producing its own forecasts of the national econamg public finance. They would set annual
deficit figures in percent GDP ahead of the govesntbudgetary cycle. They would also
check the spending and revenue projections of tldgét bill before it becomes law.

A national court of wise persons. The court wouldre most of the characteristics of the fiscal
policy committee but its decisions would not hawve power of law. The court would issue
guidelines on the size of the following year's betligalance and report on the previous year’s
budget execution. Its findings and recommendatiemsld be made public, possibly presented
solemnly to the government and parliament.

In the Netherlands, independent national instingiare also very important for fiscal policy.
However, the Dutch approach is in several respagte different from those discussed by
Wyplosz. For example, the CPB work does not givaieit guidance on fiscal policy targets;
this is the task of the national advisory groupbodgetary principles. This national advisory
group on budgetary principles is actually a mianfinside and outside institution, as it
includes representatives from the most involvediiies and from independent expert
institutions (CPB and the Central Bank).

This paper provides an overview of the Dutch figcainework and its role in managing
public expendituré.

Section 2 discusses the history of the Dutch fifreahework since 1814. This historical

perspective serves various purposes:

It shows that the current framework has a longtgpdtally Dutch tradition. For example, since
1945 the CPB plays an important role as indepenebgreirt on economic and fiscal policy.
This role fits well in the Dutch tradition of corgtion and coalition governments.

It illustrates the tensions between official fispales, changing economic circumstances and
political pressure; bookkeeping tricks can therphelcircumvent official fiscal rules.

It sheds light on the process of institutional féag, e.g. the failures and successes about how
to manage rapidly increasing public expenditure tangrganize cut-back management when

necessary.

2 Alternative overviews are provided by IMF (2006), Postma (2006), Tijsseling and van Uden (2004) and Berndsen (2001).
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It shows that some specific circumstances are rfegshunique than commonly thought, e.qg.
high public debt, stagnating economic growth arestantial temporary non-tax revenues
(revenues from Indonesia, Marshall aid and natyaalrevenues).

It demonstrates the important role of changeseénaghinions of politicians and economists;
several times this amounted to old insights redisoed or becoming relevant again.

The development of Dutch public expenditure sinaerld/War 1l was recently analyzed by
Bos (2006a). Why did they increase from about 302%Gn 1950 to 60% GDP in 1983? And
why did they decline to about 50% GDP in 2003?tBigufrom a breakdown of public
expenditure into nine functions (e.g. social saguhiealth care, public administration, interest),
the role of a wide range of determinants was ingattd, e.g. demography, labour market
participation, interest rate, public debt, relativage-increases in the public sector, productivity
in the public sector (Baumol’s cost disease modet) changes in the tools and tasks of the
government. This paper complements that analysledking at the role of the fiscal
framework.

Section 3 discusses the current practice of tlalfisamework (e.g. the expenditure
ceilings), the role of the CPB and the most recianges recommended by the national
advisory group on budgetary principles. Attentisipaid to the preparations for the next
government (e.g. the analyses by the CPB of elegliatforms and coalition agreements) and
the fiscal framework during the term of governm@ng. how are unexpected windfalls and

setbacks and changes in political plans managed?) .
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2 A historical perspective
2.1 Introduction
Three periods will be distinguished in discussimg development of the Dutch fiscal
framework:
» 1814-1956: The balanced budget as official prirciphis principle was accommodated with
two other budgetary rules: no or limited increas¢aix burden and, in case of excessive debt, a
priority for reducing this debt to a sustainabledlke This extended balanced budget rule is often
labelled a classical fiscal norm: the role of fazernment in producing and subsidizing
activities should be very limited, high tax ratesrh the entrepreneurial spirit and the national
economy, some public investments (roads, railwagkis, canals) have a beneficial effect on the
national economy, but the role of public expenditinr stimulating demand is not
acknowledged.
» 1957-1979: Keynesian deficit norms; the underlypnigciple was to better manage the national
economy by the size of the government deficit.
Table 2.1 Fiscal policy in the Netherlands since 18  14: official principles
1814-1956 I. Balanced budget, no or limited increas e in tax burden and reducing excessive debt
1814-1859 Balanced budget for total revenue and expenditure, including the redemption of loans in order to
reduce the high government debt
1860-1889 Balanced budget for total revenue and expenditure, but for rail infrastructure and other extraordinary
expenditure new loans are allowed
1890-1906 Balanced budget for total revenue and expenditure; only new loans for specific temporary peaks in
expenditure
1907-1939 Balanced budget for current revenue and expenditure; only new loans for expenditure generating
revenue at least equal to the extra interest payments (‘golden rule of finance’)
1945-1956 Balanced budget for current revenue and expenditure; new loans are allowed for all capital
expenditure, but focus is to reduce high government debt by budget surpluses
The budget is embedded in a macro-economic view on the national economy
1957-1979 1. Keynesian deficit norms
1957-1960 Anti-cyclical deficit norm
1960-1979 Trend based deficit norm to match the surplus of private saving
1975-1979 Increase in tax burden maximized at 1% of national income per year
1980- I1l. Norms for reducing deficit and debt
1980-1982 A maximum actual deficit
1983-1994 A time path approach for reducing the actual deficit
1993- European norms for actual deficit and debt
1994- Trend based budgeting with expenditure ceilings and a focus on reducing government debt, has

since 2000 embedded in a forward looking view on public finance.
Incentives and cost-benefit analysis become major official tools for controlling and managing public
expenditure

17



e 1980-...: Norms for reducing deficit and debt. 3&@orms were supplemented by the idea that
the drastically increased level of government exjitene and tax and social security
contributions had more and more become a burdefufare economic growth. Also the
efficiency and effectiveness of government expemditvere getting more and more attention.

Table 2.2 Fiscal policy in the Netherlands since 18  14: key-statistics

Year Public debt Public expenditure Taxes & social Other revenue Public balance
security contributions

%GDP

1814 160 11 7 3 -1
1840 243 13 7 6 1
1860 155 12 7 8 3
1890 94 11 8 1 -1
1907 75 12 8 4 0
1921 70 19 15
1939 107 29 15
1948 176 35 28 10 15
1957 90 33 28 6 0
1973 42 45 39 7
1979 43 54 43 9 -2
1983 60 60 44 11 -5
1993 77 57 45 9 -3
2007 47 46 40 6 0
Figure 2.1 Dutch public debt as a percentage of GDP  since 1814
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Figure 2.2 Dutch public expenditure as a percentage of GDP since 1814
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Figure 2.3 Dutch taxes and social security contribu  tions as a percentage of GDP since 1814
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Figure 2.4 Other government revenue as a percentage  of GDP since 1814
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3 After the Second World War, the government balance is derived from the national accounts and therefore equal to (/very
close to) General government budget balance. However, for the period before the Second World War, more administrative
concepts have been used, e.g. in the twenties substantial loans were included. For an explanation of the underlying
concepts, see CBS (1959). In 1995, the annual subsidies to housing corporations were bought off; this increased
government deficit with 4.9% GDP.
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2.2

Table 2.1 provides a more detailed overview ofrttagor changes in fiscal policy principles
since 1814. Table 2.2 and figures 2.1-2.5 preseydskatistics on the development of Dutch
public finance since 1844 The story behind these developments is toltiénsubsequent

sections.
The balanced budget (1814-1956) °

1814-1859 From chaos to consolidation

In 1814, after the departure of the French anddemturies of decentralised rule by the
Republic of Seven United Provinces, the United Kimg of the Netherlands was founded.
King William | was an autocratic and unselfish rugth hardly any countervailing power from
the parliament. He stimulated the constructionoaids and canals (‘canal king’) and granted
cheap loans to industries, like iron manufacturtegtile and mining. His reign started with a
substantial debt (160% GDP excluding deferred%lehs a consequence, the official fiscal
norm was that total expenditure should not excegdrrue minus the redemption of loans.
Furthermore, several ministers of Finance expretiseihtention to keep public expenditure at
a low level in order to minimize the tax burden.

Nevertheless, despite stable and rapid economietrand budgets that officially but not
materially balanced, government debt increased ft66% GDP in 1814 to 243% GDP in
1840. This increase was caused by high militapeexliture (e.g. due to the secession war with
Belgium), expenditure on canals and industrialgypllower tax revenue due the abolishment
of some excise duties and higher interest ratdkefliby the rising debt.

The rapidly deteriorating situation of Dutch pubficance reflected a parliament with
hardly any say in fiscal policy. They could onlycapt or reject the complete budgetary
proposal; they could not propose any changes. pah&ament lacked also fundamental
information about the budget, as this informaticaswgenerally not very transparent and
complete and lacked detéilFor example, the official budget contained ordytpf the interest
payments and did not show secret loans to the gowvemt by the Central Bank. Furthermore,
when the parliament did not approve of expenditmreanals and industrial policy, the King
decided to finance these expenditure via the fatehided for the redemption of government
debt. Revenues were also artificially boostedhaydale of land and real estate and by

recording future revenue as current revenue, eapme from the colony Indonesia.

4 These statistics have been calculated on the basis of regular national accounts statistics, CPB-short-term forecasts on
Dutch public finance (CEP2007), special time-series publications by Statistics Netherlands (CBS, 1959 and CBS, 2001) and
historical debt figures obtained from Professor van Zanden.

® The major sources for this section are Stevers (1976), van Zanden and van Riel (2000), van Zanden (1996), van Popta
(1994) and Postma (2006); on the early state budgets, see also Fritschy and van der Voort (1994).

®In 1810, Napoleon decided to pay only interest on one third of public debt (‘ti€rcering’); William | continued this policy, but
added that each year lots were drawn to converse a very small amount of the deferred debt into normal debt; this implied
that after about three centuries all deferred debt would have been converted.

" Each chapter in the budget contained only one or two figures; only the annexes provided some additional information.
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After the secession of Belgium in 1839, the auticrale by King William was not accepted
anymore. New loans and the budget for 1840 weraimrausly rejected by the Parliament. The
Parliament demanded complete, well-audited pubfizrmation about the budget, a sound
budgetary policy and a redemption of the huge putbdibt.

The King abdicated and the constitution was chanidgsiresulted in much more power and
information for the Parliament. The budget becamaual, complete, much more detailed and
much better audited; the separate fund for themgtien of government debt was abolished.

Government debt was drastically reduced. In 184d deferred debt of 130% GDP (800
million guilders) was translated into normal deptabconversion rate of 7§4n 1844,
government debt of 400 million guilders with an eage interest rate of about 5% was
converted into a debt with an average interestaf8/42%. Crucial to the success of this
conversion was the threat to introduce a new taoome and property.

Since 1840 the central government’s budget diconbt balance formally but also
materially. This was achieved without raising tagesd reflected not only the savings on public
debt and interest payments. It was also due tayafiggal policy with respect to defence and
other government expenditure: for twenty yearsetegpenditure stayed at the same level
nominally. Furthermore, the increasing revenuenfiadonesia allowed to redeem public debt

and to abolish some excise duties.

1860-1906 The need for public investments and ther  evenue from Indonesia

Limited progress in private railroad constructidimallated the government to regard railroad
construction as a new public task. Initially theantask could be financed without additional
loans and higher taxes. However, when revenues findionesia were rapidly shrinking and
public debt was reduced to 155% GDP in 1860, IéanBnancing railroad construction were
officially allowed.

Twenty years later, when economic growth and taemees declined and revenues from
Indonesia had nearly disappeared, also loans far @urposes were officially allowed, e.g. for
the purchase of marine ships and the construcfidorwesses, canals and harbours. These new
loans implied a break with thirty years of debtuetibn.

An important innovation of the 1878 loan (see LértZ21997) was that it did not concern
perpetual personal government bonds but anonymondshfor a fixed period. This financial
innovation increased the attractiveness of goventibends as a financial asset and made it
much easier for the government to raise moneyshaat time. Nevertheless, when economic
growth became better and tax revenues rapidly &#se@, only the expenditure for railroads and
some canals were financed by loans. Pierson, tinéstédr of Finance declared officially to
prefer that also the latter expenditure was findrimgcurrent revenue.

At the start of the twentieth century, an increimseurrent expenditure, e.g. on education,
was met by higher taxes. However, fiscal discipliraes also relaxed, as loans were granted to

® Thousand guilders of deferred debt was converted into 70 guilders of actual debt.
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the state mines and housing corporations and siténee advance payments were given to the
state’s insurance bank and the colonies.

Pierson on fiscal policy

At the end of the nineteenth century, Nicolaas Gerard Pierson®) was one of the most famous economists in the world
and respected by contemporaries like Marshall, Hayek, Edgeworth and Bohm Bawerk. His textbook on economics
(Pierson, 1884 and 1890) was used for teaching at Dutch universities for decades and was translated into English,
French, Italian and Japanese. He was not only professor in economics, but also director and president of the Dutch
Central Bank (1868-1891), Minister of Finance (1891-1894 and 1897-1901) and Prime Minister (1897-1901). He

favoured a golden rule of financeP) and low and stable tax rates (‘tax smoothing’). However, for investments with a very
uncertain return, temporary increases in tax rates are to be preferred. Each generation should balance its budget; in
contrast to Ricardo, unbalanced budgets due to war and temporary bad economic circumstances were allowed. Some
quotes from his textbook (Pierson, 1890, pp. 592-600) can illustrate and clarify these ideas.

“The best fiscal policy is the one that increases taxes the least. This implies that loans for productive investments should
not be condemned but be approved. A municipality setting up a gas factory, constructing tram rails for leasing out or
building water supply. A state spending millions on railways. ... Unnecessary is a tax intended to finance expenditure
that, when financed via a loan, would generate revenues that are sufficient to pay for the interest ... However, some
exceptions should be made to this general rule. Firstly, when a state wants to reduce its government debt .... Secondly,
when a concurrence of favourable circumstances generates a temporary budget surplus, e.g. abundant harvests leading

to extra tax revenues” .

“Permanent increases in tax rates are harmful and we therefore reject a structural government deficit. Sudden large
temporary increases in tax rates are also harmful. We therefore prefer to finance unexpected new needs via temporary
increases in loans. This conflicts with the opinion of Ricardo: war expenditure should immediately be financed via an
increase in taxes and not via loans. This would imply that France during the war of 1870-71 should have increased its
taxes with 500 percent in such a harsh time! Never was entrepreneurial spirit so low, the transport so difficult and
production bereft of its best people. Under such circumstances Ricardo demands to raise taxes to a level even
unbearable during normal times! ... We do not reproach England that it financed seven-twelfth of its war expenditure [in
the period 1688-1856] by loans, but that the current generation should still bear the burden of these expenditure is
lamentable. ... Each generation should bear its own burden. This can be achieved by not letting debt increase to an

excessive level and by spreading the burden [of sudden large extra expenditure] over a certain amount of years”.

“In order to be justified, capital expenditure should be financially productive. However, who guarantees that the
expectations about the financial returns are reasonable? The Netherlands is now digging its Merwede-canal: will the tax
revenue increase with the interest on the expenditure for this canal? ... In a well-governed municipality, there is no
serious danger that chronic deficits arise due to all other expenditure. However, it is not at all unlikely that there will be

expensive and loan-financed expenditure on facilities for trade, who will turn out to be financially unproductive.”

a) see Holtrop, 1978 and Heertje, 1992.
b) Loans are only allowed for investments generating revenues sufficient to cover at least the extra interest payments and the redemption
of the loan.
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1907-1939 The golden rule of finance, war expenditu  re and economic crisis

In the government’s budget of 190%he golden rule of finance was declared to bdigoal

norm. This complied with Pierson’s view on the bfestal policy and was broadly in line with
fiscal practice since 1900. In the short run, theswfficial fiscal norm hardly affected the fiscal
practice. Nevertheless, by contemporaries the maw was immediately regarded as very
important, as it gave a clear and rather stricbva® what was allowed and what not. Loans for
financially productive investments, i.e. those vigkgly to generate a rate of return sufficient to
cover the interest and redemption of the loan, w#eved. However, loans were forbidden for
‘financially unproductive’ investments like canasd fortresses, for incidental peaks in
expenditure, like the purchase of hew guns or e freedom of slaves in 1867, and for
normal current expenditure.

Increasing expenditure on education and sociast@sgie and the economic crises in the
early twenties and of 1930 challenged the new iaffitorm. This resulted in substantial budget
cuts, e.g. a 17% reduction of the budget of allistiies in 1921. Increases in tax rates were not
acceptable: “the high rates of taxes and tarifésare of the major causes of the relatively high
prices in our country and one of the most seridusarcles to economic recovery... the tax rates
should be reduced to a level that is close toithabuntries in our neighbourhood” (Budget
1928, cited in Stevers (1976), p. 127).

The official fiscal norm was not relaxed, e.g. iffiamally allowing loans for all capital
expenditure irrespective of their direct finanaielurn. Instead, many budgetary tricks were
used to suggest that the budget according to tliegaule of finance nearly balanced. For
example, the transfers by the state to the sograld for old age and disablement were reduced
without reducing the claims on these funds. Alsmwere granted directly or via special
funds to many financially unproductive purposeg, eoastal defence, reclamation of land from
the Zuiderzee, the fortress of Amsterdam, canadinaif the river Maas, private house-building
and social expenses linked to the economic césisther bookkeeping solution was ad hoc
reduction of capital consumption.

The transparency and accessibility of informatiortioe state budget declined rapidly: the
number of pages increased from 30 in 1850, to 1®A®00 and 3000 in 1930; this drastically
increased the amount of detailed information bigliable and comprehensible overview of the
state’s financial position was absent.

The gradual extension of expenditure for which kamre in practice allowed, resulted in a
Keynesian policy of stimulating demand. Accordindstevers (1976, p. 139), in the thirties the
annual deviation from the official fiscal norm walsout 2% GDP. Considering the relatively
low level of state expenditure in that period, this a very substantial stimulus of demand.

° This was also the first budget presented on paper instead of orally by the Minister of Finance. Therefore, last year's
budget was celebrated as the 100 year anniversary issue on paper.
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1945-1956 Recovery and consolidation with Marshall aid

During the Second World War, the Netherlands waseft to pay 4 billion euro for German
expenses. As a consequence, government debt iadrérasn about 100% GDP in 1939 to over
200% GDP in 1946. The priority of fiscal policy wasgenerate budget surpluses and reduce
this debt. This was achieved by substantial cuts {ee humber of civil servants was reduced
with 40% and war damage was compensated partlyalydat pre-war prices), a tax on
property gains during the war (1,4 billion euroli®48 and 1949), a low interest policy,
Marshall aid® (1,6 billion euro in 1948-1952), very conservatestimates of tax revenués

and increased efficiency in managing and monitogagernment expenditure, e.g. by new
units for budget control and auditing, and by peeddnterference of Minister of Finance
Lieftinck with nearly all items on the budget. Tigccessful consolidation policy and the rapid
economic recovery implied that the public debt ¢gegto 109% GDP in 1952.

The drastically improved financial position of thevernment allowed a reduction of tax
rates in 1955; these were considered too highlfeady a long period. Reduction of tax rates
fitted also in the view of the catholic party thia¢ government had been accumulating wealth,
while citizens and companies stayed poor.

The budget of 1946 was presented in a nationaletiog framework showing supply and
use in the whole national economy. Since thenDilteh Minister of Finance gives also an
official statement on the financial-economic depatent of the Netherlands. This macro-
economic view on fiscal policy implied a break witte classical fiscal norms and was inspired
by the Keynesian revolution in economic thought aed UK practice (see Meade and Stone,
1941). It also reflected the substantial incréeagbe importance of government revenue and
expenditure vis-a-vis the national economy.

The estimates on the national economy were proviyetie CPB? The CPB was founded
in 1945; Jan Tinbergen, the first Nobel Laureatedonomics, was as its first director. It is an
independent institute that is financed via the latidd the Ministry of Economic Affairs. The
CPB'’s task was to help economic recovery by prayjdorecasts and economic advice. Once
a year, in April a Central Economic Plan shouldhbelished; this report should contain
forecasts and analyses about the Dutch econonmgiattort run (the current year and next
year).

The new macro-economic view on the budget implied the Ministry of Finance’s
estimates on public revenue and expenditure betiakeal to the CPB-estimates of the
national economy. The latter became the officiaisemsus-view on the national economy. As a
consequence, the Ministry of Finance could not asngnmake its own estimates or
assumptions on economic growth, unemployment,tinfieand wage rates. This limits the

% This had to be spent on goods and services from the USA, e.g. raw materials and machinery essential for recovery by
Dutch business.

 This always had to be adjusted upwards substantially.

2 0n the history of the Dutch national accounts and the CPB, see Bos (2006b), Don and Verbruggen (2006) and Passenier
(1994).
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2.3

possibility for the Ministry of Finance to maniptgats estimates on Dutch public finance and
increases the credibility of these estimates astidnging point of budgetary negotiations, e.g.
between the Ministry of Finance and the MinistrySafcial Affairs.

Keynesian deficit norms (1957-1979)

1957-1960 Anti-cyclical fiscal policy

The rapid economic recovery in production and spemndtimulated by the reduction in tax
rates in 1955, deteriorated the balance of paynmogiion, exhausted the foreign currency
reserves and threatened in this way the imporawfmaterials essential for further economic
growth. A priority of the fourth Drees-governmenasvtherefore to reduce the overheating of
the Dutch economy and improve the balance of paysr@ossition. As tax rates were considered
still too high, it was decided to reduce governmexpenditure. However, time-delays in the
implementation of these plans resulted de factopno-cyclical policy (see CPB, 1963)

1961-1972 Trend based deficit matching the surplus  of private saving

In 1961, the trend based deficit norm was introduzg Minister of Finance Zijlstra. The
drastically improved financial position of the gonment had increased the claims from
politicians and lobby-groups on the government leidgnd had weakened the position of the
Minister of Finance. A trend based deficit normulebremedy this, ensure stability in
decision-making, was simple and easy to explainvemuald serve as a multi-annual framework
for evaluating and comparing at an aggregate atallele level the merits of extra public
expenditure with that of less taxes (see Zijlst@93). Furthermore, by matching public saving
and private saving in the medium-term pro-cycligalicy could be avoided and long-term
growth would be served.

At the start of the cabinet period, the real budgatgin was determined for the state; the
revenue and expenditure of social security fundewgnored. The real budget margin was
calculated on the basis of expected trend-basetbetic growth, while assuming unchanged
policy and tariffs. In principle, all expenditunecreases and tax reductions had to be financed
from this real margin. The only exception was theréase in salaries. It was assumed that this
could be financed from the extra increase in taeesed by inflation.

According to Romme, the leader of the Catholicypartparliament, expenditure by the
state should be constant as a percentage of nhiti@oane. Following this Romme-norm, the
real budget margin for the state was split into paots: expenditure could increase with the
increase in national income and the remainder cbealdsed for reducing taxes (see Postma,
2006, p. 55 and Zijlstra, 1993, p. 31).

In the 1960’s economic growth was high and onaye5%. Increasing tension on the
labour market resulted in a wage explosion in 184he same time, there was continuing
pressure to expand collective arrangements. Theedntdget margin was actually used to
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increase expenditure by the state. Tax increases algo often necessary to cover additional
expenditure. Government salaries and social sgcexipenditure rapidly increased, but were
outside the real budget margin. The unexpectedapidly increasing revenues from natural
gas since 1970 improved the balance of paymentsauid therefore also be used for financing
extra government expenditure.

As a consequence of the trend based deficit paliythe specific economic circumstances,
Dutch public expenditure increased from 34% GDRIA1 to 45% GDP in 1973, while the tax
and social security burden increased from 29% GDB9% GDP. The flourishing economic
growth ensured via a denominator effeetthat public debt declined in this period from 75%
GDP to 42% GDP.

In 1961, the CPB started to publish a second arpulaication on the Dutch economy: the
Macro-Economic Outlook. It is published at the saime as the government’s annual budget.
This implies that when the government presentséts plans to parliament, also a complete
and independent forecast and analysis on the Bagchomy and public finance is available.

Since 1971, an official advisory group (‘Studiegrdg@egrotingsruimte’) reports -before the
start of a new government- on fiscal principlese Tnoup evaluates current fiscal policy
principles and practice and gives advice for the period of government. The group consists
of representatives from the Ministries most invalweith financial-economic policy (e.g.
Ministry of Finance, Ministry of Economic Affairsmd Ministry of Social Affairs) and the
directors from the CPB and the Central Bank. The gevernment is not required to follow the

advice, but in practice the advices given have lveeyn influential.

1973-1979 Reducing the increase in public expenditu  re and the tax burden

In the seventies, the Dutch economy gradually steggh First, unemployment rose rapidly,
then inflation and wage rises became hidinelled by the high energy prices due to the 1973
oil crisis- and in 1975 Dutch economic growth declined stnadly: from about 5% in the
sixties and early seventies to an average of abusince 1975. This stagflation increased
public expenditure, e.g. on unemployment benefitb government salaries, while reducing tax
revenues. As a consequence, the small governmegebsurplus in 1973 was succeeded by a
deficit of 3% GDP in 1975.

According to the CPB, there was a supply-side nablDutch labour costs were too high, this
was bad for the competitiveness of the Dutch ecgnanad therefore affected economic growth.
The policy recommendation to moderate the incréaseges was illustrated by the new CPB
VINTAF-model (see Don and Verbruggen, 2006). Thdieramodels can be characterised as
Keynesian expenditure models with the emphasis©iemémand side of the economy. In the
new model, the negative effects of high wage ratesxports, profits, private investments and
economic growth were made explicit.
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The new modeteflected major changes in economic thinking. Ttherapt to apply Keynesian
policies, in particular in the United States andtdn, resulted in alternating periods of rising
inflation and rising unemployment; this contrastéth the fine and stable trade-off between
inflation and unemployment (the Philips-curve) Keynesians sought for. The monetarists
advocated stable policy rules that reduce varigtdlnd uncertainty for private decision makers.
They argue that government serves the economyblyesthancing stability and acting
predictably, not by trying to engineer carefullpngd changes in policy actions. The new model
also reflected a general change in economic circamess: the rapid increase in imports and
exports in the fifties and sixties resulted in marel more open economies in which Keynesian
policies lost their effectiveness. As a consequari¢hese changes in economic thinking and
circumstances, supply side policies, like wage matiten, became more and more popular
among Dutch economists and politicians. The pawedcretary general of the Ministry of
Economic Affairs, Rutten, played also a major rialéntroducing supply-side thinking in the
Netherland¥’

The new CPB model attracted much public and prafaasattention and was widely
discussed in the Netherlands. There was not orplaape, but also heavy criticism. For
example, can models provide a basis for formulasind implementing policy in a situation that
is very different from the past, the period to whibese models are geared both in terms of
their specification and the estimation of paranseXlso the lack of a monetary sector and the
conflict with short run income policy and employmeras emphasized

According to the Dutch Central Bank, the Dutch emog had a monetary problem: the high
government deficit would raise interest rates dradefore increase the interest paid by the
government, producers and consumers, deterioratexthange rate and harm in that way
economic growth and public finance. The policyiadwas therefore to reduce the
government deficit. Despite the rules of the sutadtbudget policy, various expenditure
increasing measures were introduced in the sexeMiéh the intention of reducing the surplus
on the balance of payments, partly as a resultefricrease in natural gas revenues, it was
decided to stimulate spending. In the mid-sevepkisister of Finance Duisenberg
supplemented the structural budget norm with a nfomaxes and social security
contributions: the maximum increase allowed wasdf%ational income per year. The idea
was that this would limit shifting the cost of piddpending via taxes and social security
contributions to wages.

This norm for government revenue was not very stas it ignored the exploding gas
revenues; these increased from 0.4% GDP in 192%8at&DP 1979 and even 4% GDP in 1984,
Furthermore, in order to avoid budget cuts, incesdn the VAT-rate were left outside the norm
and transfers by the state to the social funds wereased in order to avoid increases in the

3 Minister Zalm started his career at the Ministry of Economic Affairs as one of the “Rutten-boys”. There here learned that
being right was not enough: you should also know how to get right, i.e. ensure that your ideas are accepted and being
implemented (see Zalm, 1990).
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social security contributions. Finally, unexpedyddwer revenues were not compensated by
extra budget cuts (see Toirkens, 1988, p. 47-51).

Norms for reducing the deficit (1980-1993)

1980-1982 A maximum actual deficit

In the period 1979-1982, the budget deficit incesbapidly from 2% to 6% GDP; this
excluded the extension of loans to corporatioms1978, following CPB-estimates of medium-
term economic growth, the multi-annual growth esties used by the new cabinet were
lowered from 3.75 % to 3%. This was neverthelessdfa optimistic: partly due to the second
oil crisis, the average growth in 1979-1982 turpetito be-¥4 %. The many downward
adjustments in subsequent CPB’s economic growtimatgs were only included in the budget
for the current and forthcoming year. The macroreenic assumptions for later years were
hardly adjusted. The huge budget deficit and stiigghaconomic growth implied also a rapid
increase in government debt: from 41% GDP at tlilea#ri978 to 61% GDP at the end of
1983. This was accompanied by high long-term irsterates, e.g. 9% in 1978, 11.5% in 1981
and 10% in 1982.

This period should be regarded as a period of itians The structural budget policy was
left, but the need for a much tighter fiscal poliegis not yet accepted. For example, in 1980,
Minister of Finance Andriessen proposed additidnalget cuts of 2 billion euro. However, the
other ministers did not agree. They only wanteddocept a budget cut of 1 billion euro and
Minister of Finance Andriessen resigned.

The government became more and more aware thatpmxgenditure was out of control
and that the budgetary organisation and informatiac to be improved drastically. The new
advisory group on budgetary principles was askagéport on this. The group characterized
budgetary practice during the seventies and beghties as:

“Budgetary problems were evaded instead of solvadti-annual budgeting was left in favour
of annual budgeting; this shift was motivated by $izve of the budgetary problems, in
particular in the long run. The substantial debuithgeof expenditure on housing, the increase
in taxes, not or insufficiently specified budgetsand the shifting from public to private
expenditure by changes in regulation did not previehl solutions. The pressure on the

decision-making process increased. ... The decisiaking process became chaotic and

1 Budgetary practice in the period 1975-1986 is analyzed extensively by Toirkens (1988 and 1989). She investigated in
detail the decision-making process by the council of ministers. This is rather unique, because most other studies on the
politics of the budgetary process focus on the outcomes. A central thesis of her study is that “decisions by the council of
ministers and individual ministers are made via a political decision-making process in which continuously the interests —
public, group, sectoral and individual- are weighted. However, the complexity of this process implies that common
explanations like maximalisation of votes ... or minimalisation of conflict can only explain part of the behaviour of the council
of ministers and individual ministers... [Such theories] stress one aspect and ignore the dynamic character of cut-back policy
“ (Toirkens, 1989, p. 6).
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focused more on symptoms and political presentdtian on reorganizing and downsizing
public expenditure. The downward inflexibility atite upward dynamics of public expenditure
were mostly left unchanged. “ (Zevende rapport darStudiegroep Begrotingsruimte,
Beheersbaarheid van de collectieve uitgaven, 1j988)

Following this report and a report by the Courtrafditors in 1984, budget control and the
budgetary decision-making were drastically impraveor example, multi-annual budgeting
was re-introduced with horizontal and vertical oxews per item, i.e. an up-to-date overview
of the expected development over a number of yaaasoverview of the changes made in
successive horizontal overviews. The automatiatesy with an up-to-date multi-annual
overview of expenditure and revenue of all the sines (IBOS: Interdepartmental Budgetary
Consultation System, see Dutch Ministry of Finar&@¥)6) drastically improved the quality and
transparency of information on the budget. Theswabout budgetary decision-making, in
particular when budget cuts were required, becamehnstricter and linked to the most recent
macro-economic developments. The report gavethispush to a wave of deregulation: public
corporations were (partly) sold (privatization) dod managing specific public services units
separate from the ministries were introduced. Sieregulation would not only serve the
efficiency of these corporations and units, but ldalso substantially reduce the scope for
bookkeeping tricks, e.g. ad hoc increases of thigleind of public corporations and
manipulation of the financing of social housing.

1983-1993 A time path approach for reducing the act  ual deficit
In 1983, reducing the deficit via a time path agmtobecame the new fiscal norm: regardless
of the cyclical development, the actual deficitglddbe reduced with 1% GDP per year, while
the burden of taxes and social security contrilmgtivere to remain stable and at a minimum.

A detailed coalition agreement was set up in otdeealize substantial budget cuts, e.g. a
reduction of the salaries of civil servants andrtttes of social benefits. Set backs, both from
the expenditures and income side of the budgetgtasocial security contributions and natural
gas revenues) required frequent new cut-backs,hwhiade the budget process very turbulent.
Ten years later, in 1993, public expenditure asragntage of GDP was reduced with 3% GDP,
while the collective tax burden had slightly incsed. Following the national definition of
deficit, a substantial reduction had been achiekreterms of the general government budget
balance, which excludes financial transactions lidkans, there was also a reduction of the
deficit, but somewhat smaller: from 5% GDP in 1983% GDP in 1993; this was just
sufficient to meet the EMU-limit. However, publielok had continued to rise from 60% GDP in
1983 to 77% GDP in 1993.

In 1987, during discussions about the budget, BeN'ries, the leader of the Christian
Democratic Party in parliament, raised the issuthefoptimal size of Dutch public expenditure
in the long run (see de Vries, 1987). Due to budgét, public expenditure had been reduced
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with 5% of national income since 1983. Accordiaghe coalition agreement, a further
reduction of 2% of national income could be expécté/as this reduction enough? In his
opinion, a small public sector was not a requiretfiena good economic growth performance.

European norms for actual deficit and debt

The treaty of Maastricht in 1992 implied that monetary policy became a responsibility of the European central bank and
that national fiscal policy should comply with the European norms of actual deficit and debt. Deficit should not exceed
3% GDP and debt must be below 60% of GDP or be declining towards the 60% norm at a satisfactory rate. According to
the Stability and Growth Pact, the budget balance should be close to balance or in surplus in the long run.

As a consequence, the national concepts on public finance were replaced by the new European concepts based on the

national accounts. This had several practical implications:

. A change in concepts. For example, according to the national account’s concept of budget balance, revenue and
expenditure like taxes and interest payments should be recorded on a transactions basis. Financial transactions
like loans and the sale of equity are irrelevant and the government includes not only the state and social security
funds, but also municipalities, provinces and many other non-market units mainly financed and controlled by the
government.

. The concepts can not be changed anymore over time by the government.

. A link to national accounts statistics and therefore a new role for Statistics Netherlands and a more limited role of
the Ministry of Finance. The official figures reported to the European Commission and European Central Bank
should be consistent with those reported by Statistics Netherlands. In the end therefore, Statistics Netherlands is
responsible for translating the general European concepts into operational concepts for the Netherlands and to

make the best estimates for these operational concepts.

The transition towards European concepts does not imply that bookkeeping and bookkeeping tricks have become
irrelevant. Like all national concepts of taxable income, the European concepts on public finance can affect actual
behaviour (e.g. stimulate leasing of capital goods to reduce the deficit or stimulate the sale of public equity in order to
reduce public debt) and the specific institutional arrangements chosen.® Furthermore, they are not optimal from an
economic-theoretic point of view (e.g. not forward looking and ignores financial assets and implicit liabilities like future
pensions) and may not well take account of the current economic situation in the Netherlands. They are the outcome of
political negotiations in view of the circumstances in Europe in 1992 and the purposes of the criteria, i.e. to provide
signals that countries are willing and able to live with the discipline required by EMU (see Bovenberg and De Jong,
1996, p. 18).

a) On the merits and limitations of the EMU-targets of government deficit and debt, see also Bos (2003a, chapter 8) and Bos (2007).

However, some further reduction of public expenditio 60% of national income was
necessary for sound public finance and a healtbystable balance between business and the
public sector. In terms of current definitions astdtistics, this 60% Bert de Vries-norm
corresponds to a size of public expenditure of 864 of GDP®.

*® The difference occurs for various reasons: a different denominator (GDP and not net national income), conceptual
changes in the denominator due to changes in the guidelines of the national accounts, numerical changes in the
denominator due to the use of new data and compilation methods by Statistics Netherlands and change in the expenditure
concept (e.g. with respect to loans granted).
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2.5

He recommended also that the total budget for pipenditure should be broken down by
policy area and take account of increasing agedfeed expenditure and decreasing
expenditure for child benefits. This proposal fapenditure ceilings was not put into practice.

Trend based budgeting (1994- ...)

The reduction of the government deficit enabledistir of Finance Zalfito supplement the
European norms with a national policy of trend loalsedgeting. Since 1994, the major

features of this policy are:

Cautious macro-economic assumptions;

Net real expenditure ceilings for the whole terngo¥ernment (four years);
One main decision-making moment a year,;

A focus on reducing public debt.

Furthermore, there are also some supplementargl fistes and principles:

A monitor for the ex ante micro tax and social séguurden. This monitor shows the
expected changes in taxes and social securityibatitms in billion euros due to official
changes in tariffs and regulations. Unlike the extilve tax and social security burden, the
monitor is not affected by non-policy factors, exgrely administrative changes, general
changes in consumption patterns or changes iratbwut participation of women.

An investment fund mainly financed via 40% of tleural gas revenues (FES-fund); the
remainder of the natural gas revenues are to ke foselebt reduction.

A signal value for the general government defi€i2 @r 2.5% GDP. Surpassing this signal
value implies that additional measures are taakert and that the expenditure ceilings do not
apply anymore. This may result in pro-cyclical pgli

The use of incentives and cost-benefit analysisdorganizing and controlling public

expenditure.

The combination of cautious macro-economic assumptand a long-term real expenditure
ceiling limits the risk of budgetary turmoil resaly from economic setbacks. On the income

side of the budget automatic stabilizers are altbteework freely!’ Income setbacks can be

% He was twelve years Minister of Finance (1994-2006); his previous jobs included Director of the Budget at the Ministry of
Finance and director of the CPB.

m During the period 1998-2002, also a windfall formula for tax and social security contributions was applied. In case of an
general government deficit of less than 0.75% GDP, 50% of the windfall was to be used for deficit reduction and 50% for
additional tax relief. If the general government deficit is more than 0.75% GDP, then 75% of the windfall was to be used for
deficit reduction and 25% for additional tax relief.
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compensated for in the budget balance and do rmotdfiately require intervention by reducing
expenditure or increasing taxes. The introductibaree main decision-making moment a year
was intended to create a more stable and leschmalgetary decision-making process, as was
the case in the time path approach.

FES and the use of cost-benefit analysis in the bud  getary process

The Economic Structure Improvement Fund (FES) was established in 1993. Government investments in infrastructure
had fallen from about 3% GDP in 1970 to 1.5% GDP in 1993. By earmarking via the FES about 40% of the natural gas
revenues for financing “additional investments of national significance”, the structure of the Dutch economy should be
improved. Another FES-revenue, but of secondary importance, is the interest on public debt saved due to the sale of
equity of public corporations.

The Betuwelijn, a railway-track from Germany to the Rotterdam harbour, was the first major project financed by the
FES. It also initiated the reintroduction of cost-benefit analysis at the cPB.® At that time, the Dutch government was
not at all happy with the CPB’s conclusion that such a publicly financed railway-track would not be a good idea.
Nevertheless, the Betuwelijn has been constructed and at present transporters are not even willing to pay
compensation for using the railway-track. In 2004, an official parliamentary commission (Commissie Duijvestein)
published a very extensive report about what went wrong with big infrastructural projects, like the Betuwelijn and the
High Speed Railway between Amsterdam and Belgium. However, lessons have been learned and for some years now,
the financing of projects via the FES is scrutinized by a cost-benefit analysis. This has also stimulated the use of cost-
benefit analysis for infrastructural projects not financed via the FES. All these analyses (see e.g. Dijkman and Verrips,
2002) should comply with the new national guidelines on cost-benefit analysis, e.g. with respect to the social discounting
rate, the risk premium and the inclusion of indirect effects (see Eijgenraam et al. 2000 and CPB, 2003a).

Since 1993, the FES has disbursed more than 31 billion euro. In the beginning, the FES-investments mainly focused on
transport and mobility, e.g. roads, railway-tracks and channels. However, now also expenditure on knowledge,
innovation and the environment are financed via the FES.

Recently, changes in the oil prices doubled natural gas revenues in some years. These windfall gains were not good for
political calm and drastically stimulated the urge for spending. In a very short term, the CPB had to make cost-benefit
analyses of a wide range of new projects. The new official advisory group on budgetary principles recommended
therefore that the FES-funding level should be decided at the start of the new government'’s term. The FES-investments
should be embedded in medium-term investment agenda’s, the projects should be selected with the aid of cost-benefit
analysis which have to be proofed by the CPB or an independent scientific committee. The coalition agreement of the

new government has accepted these proposals.

a) In 1954, under the supervision of Tinbergen, a cost-benefit analysis was made of the Delta works. After budget cuts in the early
eighties, such project appraisals were scrapped at the CPB.

The framework is set with reference to a targetlierfiscal balance based on longer-term
budgetary sustainability considerations. The CP&8\yames of short-term, medium-term and
long-term developments in Dutch public finance theebackbones of this framework.
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Gross debt is not a good yardstick for the financia | position of the Dutch government

Gross government debt in the Netherlands declined from 176% GDP in 1948 to 38% GDP in 1977. During the eighties
gross government debt increased to over 70% of GDP and started then to decline; at present, gross government debt is
below 50% GDP. This is substantially below the debt-criterion of the European Monetary Union. However, this criterion

only takes into account explicit debt and does not provide a complete picture of the financial position of the
government.®)

Gross government debt, natural gas stock and net wo rth of the government in the Netherlands, 1948-2007
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The major assets of the Dutch government are the natural gas stock, the fixed capital stock and the financial assets.
The discounted value of the natural gas stock was 90% GDP in 1970. At present, it has declined to 20% of GDP. The
value of the fixed capital stock of the government, like infrastructure, buildings and computers, was 55% GDP in 1970. It
increased to 74% GDP in 1983; since then it has decreased gradually to the current level of about 60% GDP. The Dutch
national accounts includes data on the financial assets of the Dutch government since 1990. In 1983 the value of these
financial assets was 45% GDP. Mainly due to the sale of equity and the redemption of the loans to housing
corporations, this has declined to 24% GDP.

If these assets are also taken into account, a totally different picture of the financial position of the Dutch government
results. During 1970-1977 gross government debt decreased with more than 10% GDP. At the same time, the value of
the fixed capital stock increased over 10% GDP. However, this was overshadowed by the decrease in the value of the
natural gas stock. As a consequence, net worth of the government decreased 7% GDP. In the period 1978-1993 the
size of government debt doubled by an increase of 38% GDP. Government's net worth decreased much stronger, due
to a decrease in the gas stock (-26% GDP) and the financial assets (-9% GDP in the period 1990-1993). Since 1994
Dutch gross government debt decreased with 27% GDP. This substantial decrease in debt is more than compensated
by a decrease in the natural gas stock and other property: net worth decreased 14% GDP.

Analyses of the sustainability of government finance are based on discounting future expenditure and revenue and
taking account of present net worth. Following these analyses, sustainability is achieved by anticipating the forthcoming
costs of ageing by an increase in net worth (see also section 2.5 on public debt and sustainability). In particular due to
the exhaustion of Dutch natural gas reserves, this is not the same as reducing government debt.

a) This was already noted at the start of the EMU, see e.g. van Hoek and Zalm (1992).
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The trend based fiscal framework, budget cuts, @con recovery and some specific factors,
like the increased labour market participation ofwen and the rapid drop of interest rates on
public debt (see also Bos, 2006a), resulted iraatidrreduction of public expenditure and debt:
public expenditure fell from 57% GDP in 1993 to 4&BP this year and public debt was
reduced from 77% GDP in 1993 to 47% GDP this ydamever, the improvement in the net
financial position of the Dutch government was mileds favourable (see text box “Gross debt

is not a good yardstick for the financial positmithe Dutch government”).

Public debt and sustainability

Mid1990's, Dutch politicians explicitly addressduktissue of sustainability by creating two
funds: the FES-fund and the old age state pendior-These should help to ensure
sustainability of Dutch public finance in view digt exhaustion of natural resources and the
expected rise in old age state pensions due tmggdbwever, the solutions offered were only

formal solutions:

40% of the natural gas revenues was to be usedihforcing FES-investments. The motto was
to turn underground assets into assets above grduparticular when cost-benefit analysis for
FES-investments was not obligatory (see textbokB8), there was no guarantee that this
results in a higher return than alternative optj@ng. extra expenditure on education or extra
reduction of public debt. As a consequence, thg-kid is important for changing the
composition of public expenditure, but its conttiba to sustainability is not clear.

The remainder of the natural gas revenues (60%gitto be used for reducing debt; this
corresponds with an annual amount of 0.6% GDP. kWewehe official medium-term policy
targets for deficit and debt were not adjustedffierexhaustion of this part of the natural gas
revenues. As a consequence, the exhaustion ofahgs revenues was not compensated by
any extra reduction in public debt via a more aiob# deficit target.

In 1996, a separate fund was installed for finag¢hre expected rise in old age state pensions
(‘AOW-spaarfonds’); each year about 0.7% GDP igl i the state to this fund. In order to
save administrative costs, it was decided thafuthd itself only exists in the tables of the
annual budget. The official medium-term policygests for deficit and debt were not adjusted
to take account of the payments to this fund. Asrssequence, the formal existence of this
fund is irrelevant for sustainability. The majospirator of the fund, Jan van Zijl from the
labour party, realized this, but argued that thistfous saving for the future served a “political

psychological effect”.

However, some years later, official medium-termigpotargets for deficit and debt were
explicitly linked to calculations on the sustairdapiof Dutch public finance. Following the
seminal work by Auerbach, Gokhale and Kotlikoff 19, the CPB started to calculate
generational accounts for the Netherlands (sedar.gele, 1998, van Ewijk, et al. 2000 and
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2006). These calculations demonstrated that cup@lity arrangements (taxes, public
expenditure on social security, education and heate, subsidies, etc.) in the Netherlands are
not sustainable.

Under unchanged polices, the ageing populationl@alll to a sharp and structural increase
in public expenditure, in particular on state pensiand health care. Government revenue from
taxes on funded pensions will also increase, bienough to cover the extra expenditure and
the falling revenues from natural gas. As a consage, in the long run without policy
adjustments public debt will explode and Dutch pufihance will be out of control. Adjusting
policy in time is efficient (tax smoothing limithe distortion on the labour and capital market)
and intergenerationally fair. Major solutions amerieasing labour participation, adjusting the
ageing-related public expenditure (old age statesips and health care) and saving for later
by raising taxes or by cutting other public exp&umei.

The forward looking approach of generational actimgris the new paradigm for Dutch
public finance'® The report by the advisory group on budgetaryqipiles in 2001 was labelled
“Stable and sustainable budgetary policy” and yasir's report was about “Ageing and
sustainability”. The new key-word is sustainakilitThe challenge for the next government is
to make “sustainable” choices. The measures shmildnly restore the sustainability of pubic
finance, but should also be sustainable in soe@nomic and political terms. This means that
measures should be assessed not only for theirlmotidn to the public finances, but also for
their implications for the intra- and intergeneoaithl distribution of burdens and benefits,
economic growth, and political and administrativeability. This will lead to robust choices
which will do justice to the uncertainties whicleanextricably linked to long-term
developments” (Advisory group on budgetary prine§l2006, p. 5).

Some recent figures can illustrate the importarfadéie paradigm-switch for the
Netherlands. According to the most recent CPB-estis) without policy change, the general
government budget balance in 2011 will be a surp4sGDP. However, this is not sufficient
for sustainability: the Dutch sustainability gaghen about 2%2% GDP.

In order to monitor changes in sustainability, attand structural general government budget
balance, i.e. the actual balance corrected foicgldluctuations, are very misleading. For this
purpose, the concept primary structural governrbatdnce is commonly used, i.e. structural

budget balance minus interest payments. Curréetast payments are ignored, as in the long

8 Two years ago, the forward looking approach has been extended with an analysis of the redistribution of current Dutch
policies over the life-cycle (ter Rele, 2005). On a lifetime-basis, the size of redistribution depends on the net effect of the
separate arrangements at different stages of the life cycle; they are to some extent counterbalancing. For example, in the
Netherlands, high lifetime income earners typically feature a high lifetime tax burden and low benefits from health care
relative to low lifetime income earners. However, they are also relatively large beneficiaries from government expenditure on
education, cultural facilities, housing subsidies and tax favoured saving through the second pillar pension system. The life-
cycle approach gives a new view on a fair and efficient policy of redistribution. For example, the life-time marginal wedge on
labour income can differ substantially from the annual wedge.
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run interest payments and debt have only a limitgzhct on the sustainability of public
finance.

The CPB has decided to use an alternative conoepidnitoring sustainability: robust
budget balanc¥ It differs in two respects from primary structutaldget balance. It is equal to
structural budget balance corrected not only feerest payments, but also for interest en
dividend revenues and revenues from natural ggsitmary structural balance, interest
payments are left out, but interest receipts amdmaes from dividend are still included. As a
consequence, changes in the financial portfolithefgovernment, e.g. reducing government
debt by selling public equity stock, change thenariy balance. However, such changes are
irrelevant for assessing sustainability as theyicedrevenue (interest and dividend received) by
approximately the same mount as expenditure (istgrayments).

Figure 2.6 Robust government balance, robust primar y structural balance and structural balance in the

Netherlands, 1992-2007 (Source: CPB Macro-economic  outlook 2007, p. 29)
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The second difference with primary structural bakareflects specifically Dutch
circumstances. In about 25 years, Dutch naturateseyves are expected to be exhausted.
Temporary windfalls in natural gas revenues, eug. t changes in the oil prices, will not help
to make Dutch public finance sustainable. For navimity changes in the sustainability of Dutch
public finance, also changes in the natural gasnmees are therefore ignored.

Using robust balance and not the structural balance or the primarycstmal balance
really matters. For the past fifteen years, it gigeite a different picture of the changes in
sustainability of Dutch public finance (see figé).

° See Ewijk et al. (2006).
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Performance budgeting as a tool for increasing effi ciency

In 1999, the project “From policy budgets to polagcountability” (VBTB; Van
beleidsvoorbereiding naar beleidsverantwoordingd started to reorganize the budget (see
Debets, 2004). The purpose was to improve transpgirand accessibility of the budget and to
improve efficiency of government policy by a limlith the results of government actions. For
each policy field, the budget should give the ansavéhree questions:

What do we want to achieve, e.g. a decrease iredoiyrtwenty percent in 2010;
What will we do to achieve it?

How much will we allow it to cost.

In this way, budgetary policy could focus more dilg on the achievement of political
objectives. Nevertheless, by answering the thrgialiguestions, the budgetary framework is
still formed by the financial ceilings, e.g. the EMriteria and the national fiscal goals.

The new budgetary structure was evaluated afteryfears (IOFEZ, 2004). Despite some
clear improvement®, many objectives in the budget were still vague iamdis often unclear to
what extent the government contributes to achietlegobjectives. It was concluded that the
two purposes of VBTB were hard to achieve withyame tool, i.e. the budget. Transparency
of the budget is not served by specifying the dibjes for each item. Efficiency of government
policy is not served by an explicit link to the fioait of the budget. Each purpose should
therefore be served in a different way. The budgeuld focus on its role for authorisation and
control: the government asks permission for expengliand needs to justify the expenditure
afterwards. Efficient government policy shoulddseved by all kinds of specific ex ante and
ex post studies. Quantification of objectives carubeful, but should be restricted to where it is

useful.

2 For example, including the objectives stimulated thinking about the purposes and tools of government policy.
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Incentives as a tool for managing and controlling D utch expenditure

An early Dutch proponent of the use of incentives for managing and controlling public expenditure was Drees jr (see
Drees jr., 1955, 1985 and 1995 and H. de Groot et al., 1992). He was successful as an applied economist in the Dutch
public service (e.g. deputy director of the CPB and director of the Budget at the Ministry of Finance). In 1970, he started
a new political party advocating budget cuts and a more efficient government. The proposals put forward in his many
articles and as a Member of Parliament reflect a solid understanding of incentives, moral hazard and external effects,
e.g. with respect to social insurance, the environment, immigration and the budgetary process.a)

In particular since 1990, the CPB is also investigating the efficiency and effectiveness of the rules and institutions
underlying Dutch public expenditure. Major studies have been published about saocial security arrangements, the health
care system and education. Also the impact of immigration on Dutch public finance has been investigated. In 1997,
embedded in a general analysis on the interplay of institutions, trade-offs, performance and trends, a comprehensive
comparison of German and Dutch economic institutions was published (CPB, 1997). The use of explicit incentives has
become one of the major issues of the Dutch public-service modernisation agenda. CPB studies have investigated the
usefulness of performance contracts and performance pay in various (semi-)public sectors, e.g. the social benefit
administration, the police force, the education sector, universities, physicians and the major technical research institute
in the Netherlands (TNO).

Incentives have now become a major tool for reorganizing Dutch public expenditure. Policy measures taken include

e.g.

. Official minimum wages have been constant in real terms since 1980; this means a substantial saving on social
benefits related to this minimum wage, e.g. social assistance and state pensions. It also implies a greater incentive
for looking for paid work instead of receiving social assistance.

. Scholarships have become a grant conditional on the performance of students;

. Since 1994, paid sickness leave has gradually become less a responsibility of the government and more that of
the employer. Employers do not have to pay social security contributions for paid sickness leave, but should
finance the paid sickness leave of their employees during the first two years. The purpose is to stimulate
employers to reduce sickness of their employees and in this way also disability benefits.

. Municipalities could claim most of their expenses on social assistance from the state. However, since 2004, they
receive a fixed budget which is linked by the CPB to the macro-economic developments. As a consequence,
municipalities have now an incentive to reduce the number of social assistance benefits. This new policy was very
successful, as social assistance benefits hardly increased in 2004 and 2005 despite a substantial increase in

unemployment.

a) According to Willlem Drees jr., widespread misunderstanding led to the rapid increase in Dutch public expenditure. The political colour
of the cabinet was not relevant, as most of the time a right-wing coalition of Christian Democrats and Liberals (CDA and VVD) was in
charge. Initially, during the fifties and sixties, decisions were made — as well as possible — by comparing marginal costs and benefits
(Drees jr., 1985, p. 84). This principle was gradually put aside. “'This is caused by a lack of interest for specific types of expenditure; the
exception are lobby-groups. At school and in the national economy, business economics dominates. In general economics and public
finance, the focus is on macro-economic aspects, government deficits and taxes. ... Official and scientific papers are full of
misunderstanding, e.g. that public expenditure provide collective services. However, most of the expenditure are subsidies for individual
services and income transfers... Many expenditure do not have any effect at all, as they are counteracted by other expenditure or tax
measures. ... A misunderstanding about politicians is that they are obsessed by maximizing the votes for the next election. This is not
true in the Netherlands. “ (Drees jr. 1985, p. 15).
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3.1

3.2

The current fiscal framework and the role of the CPB

Introduction

Major elements of the current trend based fisaahtework, like the link to calculations on
sustainability of Dutch public finance, the roleanist-benefit analysis and the introduction of
incentives, have been discussed in section 2 thidrsection, the focus will be on the budgetary
process, the role of the CPB and some specificcésppé the current framework that are
frequently misunderstood.

In section 3.2, the road to a new medium-term fraor& will be discussed. The annual
budgetary process is the topic of section 3.3elisn 3.4, the use of expenditure ceilings and
cautious economic assumptions will be investigafetithermore, the major recommendations
by the most recent advisory group on budgetaryciplas are summarized. For people from
other countries, the important role of the CPB intdh financial-economic decision-making is
often puzzling and incomprehensible. In section 81& role of this important and typically
Dutch institution is therefore further discussed.

The road to a new medium-term framework

One year before the elections, the road to a nalitiom agreement and medium-term
framework starts. The CPB makes provisional eseémaf the Dutch economy and public
finance in the medium term. These estimates age lgtdated and supplemented with an
analysis of Dutch public finance in the long run.

Table 3.1

The road to a new medium-term framework

One year before the elections CPB estimates of the Dutch economy and public finance in the medium and long

term, assuming no changes in policy

One year before the elections Report by the official advisory group on budgetary principles

5 months before the elections New CPB estimates of the Dutch economy and public finance in the medium term,

assuming no changes in policy

2 months before the elections CPB-analysis of the election platforms
After the elections CPB-analysis of coalition agreement
Some months after the elections The new medium-term framework based on new CPB-estimates for the Dutch

economy

All these estimates serve as inputs for the off@tlvisory group on budgetary principles. The
government makes explicit which topics should astde addressed by the advisory group. In
about half a year, this group writes a report eatihg past budgetary performance and making
recommendations for the next period of governm&hé Ministry of Finance serves as the

secretary of the advisory group. The CPB provithesetstimates on the economy and public
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finance and is often asked to take a further lowé some specific issues, e.g. conduct an
analysis of the consequences of alternative assomspand principles.

In the run-up to the general elections, the CPBiglies an analysis of the economic effects of
election platformg! The CPB conducts this analysis at the requesteopolitical parties in
guestion. In November 2006, eight election platfemrere analysed (see CPB, 2006). This was
the sixth occasion since 1986 that such an evaluati election platforms has been made.

The CPB study makes it possible to compare thégsaslection platforms on economic
aspects. Key elements of the analysis are thedatins for public finance, macroeconomic
developments and purchasing poWer As far as the budgetary effects are concerned, the
CPB devotes attention to the implications of theposed measures for the revenues and
expenditures of the public sector as a whole (gdmgErvernment budget balance, debt and
sustainability in the long run).

The CPB analysis (‘Charting choices’) helps to blevaunderstanding of the contents of the

parties’ election platforms and extends their corapgity in several ways:

The same underlying economic base scenario fonglegovernment’ s term in office is used
to evaluate each election platform. This meansdlfgrences in outcomes between the parties
cannot be due to diverging assumptions about ecund@velopments.

The political parties have to elaborate and explagir proposals in such a way that the CPB is
able to analyse them. This means that the pariesat (on the basis of unfounded optimism)
exaggerate the benefits and/or understate the ob#isir proposals.

The policy proposals and their financial conseqgesrare presented in a comparable way. This
means that the parties’ commitments in the findranid economic sphere can be compared to
each other.

The CPB systematically investigates the consistefitiie programmes. In their initial
proposals they are sometimes guilty of “miscaltates”, but such issues are invariably
resolved in the detailed discussions between thg paquestion and the CPB.

% On the merits and limitations of this analysis, see the papers in Graafland and Ros (2003).

% The macroeconomic effects concern the implications for the Dutch economy, specifically those for structural GDP,
employment in the private and public sector, consumption, wages, inflation and so on. The purchasing power effects cannot
be easily expressed in a single figure, because the implications of the party programmes may differ widely between types of
households. These effects are therefore expressed in a scatter diagram and by means of specific figures for different groups
of households.

% |n the analysis of 2002, also the environmental implications were taken into account. However, due to the fall of the
coalition government and the consequent calling of early elections, time pressure was too high to include this environmental
analysis again. Five years ago also an analysis of the strengths and weaknesses of the reforms proposed for the health
care sector was included. In November last year, for the first time an analysis was included on education, science and
innovation. The proposals by the parties were classified, on the basis of empirical research, into promising, not promising
and proposals that can not be judged along these lines on the basis of such research.
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The CPB includes in its analysis only measures lwaie expected to be technically and legally
feasible. If the CPB does not have the in-houserige to make a judgement on the feasibility
or legality of certain proposals, then it obtaindsiae from other institutions.

‘Charting choices’ is not only useful for votersayie not even in the first place. As soon as the
results of the CPB analysis are published, theipaliparties use these results to defend their
policy proposals. It is not unusual for politiciatesbombard each other with CPB figures

during election debates.

The study comes in handy after the election, duttiregformation of a new coalition
agreement. In the Netherlands, parties usually fgorernments on the basis of wide-ranging
coalition agreements. The coalition agreementpéayexceedingly important role during the
government’s term in office. It sets out the restiithe give and take among the coalition
partners on many policy issues. It is also thetispoint for discussions on the government’s
decisions whether or not new developments demgraliey response.

The CPB study offers an initial overview of the Bomic and financial implications of the
parties’ proposals. It is therefore a good stagrpnint for negotiating the terms of a coalition
agreement. This applies not only to the proposifmdies involved in the coalition agreement.
In practice, the CPB overview serves as a datadasdl kinds of policy measures that could
be considered during the negotiations; in partictila budget cuts and extra revenue generating
measures by other parties are a popular sourgespiration.

The CPB provides also an analysis of the coaliigreement. The previous analysis of the
election platforms is therefore a great help to ensilich an analysis. When no entirely new
policy measures are proposed, a standard analysistieck on the plausibility and feasibility
of the measures proposed and their ex ante buggetplications, macro-economic effects and
effects for purchasing power) can be made withimesalays.

The Ministry of Finance ultimately calculates thedium-term framework. For example,
the level of the real expenditure ceilings is fixamhsidering the coalition agreement and the
most recent information about expenditure and ragerOther Ministries, in particular those on
social affairs and health care, may also havear dpinion on the development of the
expenditure of their Ministry. Estimates by the GRBparticular those on social security, taxes
and health care, serve as a critical benchmarfimg the medium-term framework.

This process for deciding on a new coalition-agreinimplies that policy measures are
checked in an early stage on their feasibility eadsequences on the national economy and
public finance in the medium term and long run.fdBe the elections, the policy measures
proposed by all major political parties are anatyda drawing up the coalition agreement, also
the policy measures in the successive drafts aakyzed.

43



3.3

The annual budgetary process

The annual budgetary process is summarized in &aBleThe CPB plays two important roles in

this process. First, it provides the macro-econagstimates, e.g. of economic growth, prices

and wage rates, for the budget. These estimaagsapto an important role in wage

negotiations for the public and private sector.ddelty, it provides elaborate estimates on

Dutch public finance (see table 3.3 for an overvidhe standard tables and Bos, 2003b for a

more extended explanation). As a consequence, ihateays a critical benchmark for the

estimates on Dutch public finance by the Ministiiyahice. An essential feature of the CPB-

estimates is that they can be based on the masttrbadgetary information and decision-

making, even when this information is not yet a#ity published.

In general, for the annual debate with the govemtrabout the budget in September,

several opposition parties ask the CPB to anallgetheir alternative budgetary proposals. The

CPB analysis of their plans serves as a check gesghey realistic?) and give also an

indication of their short run economic effectsénrhs of economic growth, inflation, general

government budget balance and purchasing powearagdus groups of households.

Table 3.2
Due dates

November T-2
January/February T-1

February T-1

March/April T-1

March T-1
April/May T-1

May/June T-1

Early June T-1

June T-1

August T-1

3rd Tuesday September T-1

September T-1

Before end December

The annual budgetary process

(T is the budget year)
Activities

Budget circular from Ministry of Finance to line ministries to start internal preparations
Provisional “Central Economic Plan” by CPB to ministries containing updated macro-
economic and public finance estimates for the budget year and beyond.

Line ministries send policy letters to Ministry of Finance indicating spending priorities
and likely budgetary developments

Preparation of recalibrated multiyear expenditure framework, with proposed shifts in
allocations/cutbacks brought to cabinet by Ministry of Finance, based on policy letters
“Central Economic Plan” published by CPB on the basis of unchanged policy

Decision by cabinet on expenditure side of the budget. Sent out by Ministry of Finance to
line ministers in “Totals letter”

Detailed negotiations between Ministry of Finance and line ministries on composition of
their budgets

“Provisional Macro Economic Outlook” by CPB to ministries; this contains updated
estimates on the Dutch economy and public finance; this incorporates new fiscal
decisions

“Spring memorandum”; parliament is informed on outline of current years budgetary
plans and on budget execution in first quarter

Further fine-tuning of budget on the basis of provisional macroeconomic outlook
provided by CPB to ministries and decision-making on the income side of the budget
Submission of State budget to parliament together with CPB’s Macro-economic outlook
(MEV)

Discussion of State budget in second and then in first chamber of parliament. First
general political and macro-fiscal discussion, then discussions per budget chapter. Input
for general discussion also CPB analysis of budgetary proposals opposition parties
Approval by both chambers of parliaments of all budget chapters
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Table 3.3 CPB standard tables for monitoring and an  alysing Dutch public finance

Table

Key-figures Dutch public finance

Public expenditure by function

Volumes of major social benefits
Public expenditure and the
expenditure ceilings

Social security contributions

Micro-tax burden

Tax and social security revenue

Explanation

Public revenue, expenditure, government balance and debt as percentage of GDP
Expenditure broken down by type of expenditure (e.g. compensation of employees,
capital formation, social benefits in kind via market producers, interest, income and
capital transfers in cash); income and capital transfers in cash broken down by
sector of destination (households, corporations and rest of the world)

Non-tax revenue broken down into sales, natural gas revenues and other

General government balance broken down by type of government (national, other
central, local, social security funds)

Actual general government balance and structural general government balance
(adjusted for cyclical effects)

Some other information, e.g. annual change in employment in general government,
change in wage rate in general government, ratio of inactive versus active
Footnotes indicate quantitative impact of major incidents and institutional changes;
this is essential for proper interpretation

Public expenditure by function as a percentage of GDP, volume changes (%) and
price changes (%), GDP volume and price change

Functions: public administration, safety, defence, infrastructure, education, health
care, social security, transfers to corporations, international cooperation, interest
Functions only partly COFOG, linked to national accounts via type of expenditure
and industry classification/sector of destination/type of asset

Volume of compensation of employees (part of public administration, safety,
defence and education): employment in full-time equivalents; residual change in
compensation of employees = price change (= change in average wage rate)
Volume of social security: for major regulations: number of social benefits; other:
value deflated by price change GDP

Volume of health care: linked to volume of social benefits in kind via market
producers (only health care-part)

Volume of infrastructure: volume change government's gross capital formation in
infrastructure

Price of interest: average interest rate on gross debt

Volume transfers to corporations and international cooperation: value deflated by
GDP

Absolute number of social benefits for major regulations, e.g. old age act, sickness
act, disablement act, unemployment act and social assistance

A comparison in billion euros of the expenditure ceilings drawn up at the start of the
government and the most recent estimate of the expenditure subject to the ceiling
Overview of official tariffs, thresholds (income, 65+), maxima and deductible items
(e.g. for working)

An overview in billion euros of the changes in the micro-tax and social security
burden due to policy; corrections are made for shifts between private and collective
arrangements (e.g. health care and social security)

An overview of the major taxes and social security revenue as a percentage of
GDP (e.g. wage tax, VAT and corporation tax)

The annual change as percentage of GDP is broken down into changes due to
policy and other changes (e.g. changes in economic growth, purely administrative
changes in the collection of tax revenue)
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3.4

The current framework and recommendations forc¢ ~ hange

The Dutch expenditure ceilings are commonly misustded. Examples of such

misunderstanding are:

The expenditure ceilings are based on conservastimates of public expenditure.

The expenditure ceilings assume gradually incregsirdecreasing changes in public
expenditure.

The expenditure ceilings are fixed in terms of GDP.

Due to the use of expenditure ceilings, unexpedtgdriorations in the general government
budget balance can only occur due to unexpectadtieds in tax and social security revenues,
e.g. related to unexpected lower economic growth.

Changes in the deflator for the expenditure cedlingtomatically imply changes in the margin
for expenditure under the ceiling.

A major purpose of this section is therefore toradd these misunderstandings. Furthermore, in
a textbox, the Dutch practice of cautious macrorecaic assumptions is discussed. Finally,

the major recommendations of the most recent adyvigmup on budgetary principles are

listed. This gives an impression of the strengtits @eaknesses of the current framework; it
gives also an impression of the work of this impottadvisory group.

Expenditure ceilings reflect the coalition agreemen t and realistic expenditure estimates

The multi-annual expenditure ceilings are determhiaethe start of a new term of government.
They are not simple policy ambitions about the sizpublic expenditure as a percentage of
GDP without any clear and realistic underpinnifidhey are bottom-up calculated levels of
expected public expenditure in constant pricesyTk#lect the coalition agreement and are
intended to be realistic estimates of the expeeigenditure.

Cautious economic assumptions about growth afféct these estimates to a limited extent.
For example, current expenditure on education aidgoare mainly extrapolated on the basis
of demography. Furthermore, higher volumes in uriegnpent benefits are partly compensated
by a more modest development of wages. The majeion are therefore the expenditure on
health care: the high income elasticity of heathede.g. reflecting the luxury good character
of health care) ensures that a lower assumpti@tofomic growth implies also a lower
estimate of health care expenditure.

For determining the expected social seciréyefits and health care under the expenditure
ceiling, the CPB-estimates serve as a critical berark. This helps to avoid (political) biases in
determining the expenditure ceiling. Neverthelessimating the budgetary effects of new
policy measures is subject to substantial uncestaind estimation errors influence the margin

for expenditure under the ceiling. For exampleew policy measure much more successful in
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reducing expenditure on social assistance bereéits to an unintended additional margin for
expenditure.

The coalition agreement may imply specifiodipatterns, e.g. first the sour of budget cuts
and then the sweet of tax relief and extra expanglit This could reflect political economy
considerations (maximizing the votes for the ndstton), but may also be motivated by
administrative arguments: it takes time to orgam&ferms and their benefits will arrive with
substantial delay. Such previously agreed timeepag in government expenditure and revenue
may unexpectedly imply a pro-cyclical policy.

Delimitation, flexibility and possibilities for sub stitution

In 2006, net expenditure under the ceilings amalitde38% GDP. Three different ceilings are
distinguished: net state expenditure narrowly d=fil8% GDP), expenditure on social
security and labour market affairs (11% GDP) angeexiture on health care (9% GDP).

The ceilings do not only cover expenditure, bubasme revenue, like fines, school fees,
dividend of the central bank and state corporatand interest received. This implies that extra
expenditure under the ceiling could be financedraising some of these revenues and that set
backs in these revenue should be compensated byingdexpenditure. The IMF questions the
merits of including such revenues under the exparelceiling.

Table 3.4 Expenditure ceilings and general governme  nt budget balance as percentage of GDP
2006
% GDP
State taxes and social security contributions 38.4
Net expenditure by the state narrowly defined 18.4
General transfer to municipalities and provinces 2.7
Revenues of old age fund -0.7
Other revenues (e.g. fines, school fees, dividend, interest received) -1.4
Other net expenditure (e.g. wages, transfers to schools, interest payments) 17.8
Expenditure on social security and labour market 10.8
Expenditure on health care 8.5
Total net expenditure under the expenditure ceiling 37.7
Net other expenditure 0.6
Natural gas revenues -15
Old age fund (minus) 0.7
FES-expenditure on infrastructure and innovation 0.4
Social assistance in cash for health care 0.5
Other (e.g. cash versus accrual, local government, administrative costs health care) 0.4
General government budget balance 0.2
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In principle, three different budget sectors wiplesific expenditure ceilings for each sector are
distinguished. However, since 1994, shortages atcefling (notably health care) were several
times compensated by surpluses at other ceilings.

To some extent, shortages and surpluses can alsufled in time. For example,
departments are allowed to shift 1% of their exjiteine to the successive year. Furthermore,
the expenditure under the ceiling are mostly reedrdn a cash basis. As consequence, by
advancing or postponing payments and receiptswétiy respect to infrastructure, expenditure
under the ceiling can be managed.

Since 2002, there is a clause that cyclical windifieéxpenditure under the ceilings should
not be spent. However, these windfalls were notipedy defined; as a consequence, the clause
could be used by the Minister of Finance in a @igonary and flexible way.

The criteria for expenditure to be financed via BES were not very strict. As a
consequence, some extra expenditure and the atmaliglof school fees for 16 and 17 year old
have been financed by the FES-fund. The most rexféiaial advisory group on budgetary
principles therefore recommended to demolish theadled “FES-bridge” by introducing more
strict criteria for FES-investments.

Public health care expenditure are a major chafidogthe expenditure ceilings. They are a
major item of public expenditure, have been indreasapidly for many years and may also
grow more than expected when drawing up the expemdceiling. This rise in public health
care expenditure can be reduced by shifting betweblic and private expenditure, e.g. by
reducing the standard health care package. In ithestiy of Finance’s monitor of the tax
burden, this is not regarded as an increase dbthburden. Such solutions for health care
expenditure exceeding the ceiling are thus alloviged.in the CPB concept of tax burden used
for monitoring and analysing Dutch public finansach solutions are nevertheless presented as
an increase in the tax burden.

The expenditure under the ceiling might also betaaled’ by substitution with tax
expenditure (see Hemels and Ros, 2006). Howeverijngiple, the ceilings are corrected for
such institutional changes. Furthermore, new tgeaxliture could be signalled by a separate
monitoring of such expenditure. In the period 12901, there was no explicit monitoring or
evaluation of tax expenditure. The Budget of 200dtained a first set of criteria for tax
expenditure. In the Budget of 2003, new explidtiecia were introduced for tax expenditure,
e.g. is the purpose SMART (Specific, Measurableead, Realistic and Timebound), why is
government intervention required and why is taxemditure the preferred tool?

Since 1999, the budget contains a separate chaptex expenditure; this includes an
overview of the major tax expenditure, e.g. incdmereduction for specific groups, VAT
differentials and tax reduction for employers fan@oyees with parental leave or long-term
unemployed. According to the most recent overviewhe budget, tax expenditure as a
percentage of GDP was 2% in 2006. However, somerexprgue that several major items of
tax expenditure are ignored, e.g. the differerdttreent of pension savings vis-a-vis other

48



saving$’, the personal income tax deductibility of intéres mortgages, labour tax credit,

child tax credit and the tax credit for bread wirmé.e. for households where only one of the
parents earns labour income). This does not seprefger allocation: unexpected increases in
major items of expenditure like health care andcation are restricted by expenditure ceilings,
while unexpected increases in major items tax edipere are not restricted at all and even

fully ignored.

Cautious economic assumptions?

Since 1994, cautious trend based estimates have been used in formulating the general government budget balance and
debt targets of the coalition agreement (EMU-deficit and debt). This reduces the likelihood of budgetary disappointments
disrupting the decision-making process and increases the likelihood of attaining the budgetary targets.

The uncertainty about the medium-term development is large. Recently, Kranendonk and Verbruggen (2006) have
evaluated the accuracy of the medium-term CPB-forecasts in the past thirty years. The average forecasting error was
for most of the macro-economic variables less than 0.3%. However, these small average errors are the net result of
substantial over- and underestimation that cancel out to a great extent. For GDP-volume growth, the average absolute
forecasting error was 1.1%-point.

For managing public finance, uncertainty consists not only in the macro-economic development, but also in many
specific incidents and developments. In 2000, there was a general government budget surplus of 2% GDP, but already
in 2003 Dutch government deficit was pushed beyond the 3% deficit limit and savings and cuts had to made during an
economic downturn. Various specific factors account for this rapid deterioration of the general government budget
balance. The sale of telecom frequencies pushed the surplus in 2000 0.7% GDP upwards, while an unexpected deficit
of the local government in 2003 increased the general government budget deficit with 0.6% GDP. The revision of the tax
system in 2001 was accommodated by a structural tax relief of 0.5% GDP. Expenditure on health care were structurally
enlarged when business cycle fluctuations generated temporary extra margin under the expenditure ceiling. Finally, two
major items of tax deduction grew much more than expected. This concerned the interest on mortgages and the private
pension contributions; the latter had increased due to the crash in the stock market.

Since February this year, there is a new government in the Netherlands. According to the coalition agreement, the fiscal
target is a structural general government surplus of 1% GDP in 2011. Contrary to Dutch fiscal practice since 1994 and
the recommendations of the new advisory group on fiscal principles, the basic economic assumptions will be trend
based and not cautious. Expenditure ceilings will be used again, but when the actual general government budget
balance exceeds the deficit limit of 2% GDP (“a signal value”), additional policy measures are to be taken, e.g. budget
cuts.

These new fiscal principles, in particular the dismissal of cautious economic assumptions, reflect the opinion of the
leader of the labour party and the new Minister of Finance. In his opinion (W. Bos, 2006), cautious economic
assumptions do not serve political stability, because “it creates windfalls on paper ... and seduces politicians to play for
Santa Claus during election years. They also stimulate pro-cyclical policy: during an economic boom windfall gains on
the revenue side can be used for reducing taxes and in economic bad times there will be a rising deficit and a need for
additional budget cuts. This is economically not very meaningful and only serves the political agenda of conservatives
and liberals for a smaller government ... My alternative is a fiscal policy based on a realistic but not cautious estimate of
economic growth. It is linked to the structural deficit and not the actual deficit. This is cyclically neutral, disciplines short-

sighted politicians and is better than current fiscal policy, both economically and politically”.

2 Contributions to supplementary pension schemes are tax-deductible, but the pension payments in due course are taxed.
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An alternative substitute for expenditure underdbiing are guarantees or cheap loans. The
budget contains also an overview of these guaranéeg. for loans by public and private non-
profit institutions. According to the Budget 20@fe financial risk of state guarantees was
about 12% GDP in 2006.

Expenditure ceilings and the general government bud get balance

The net expenditure under the ceiling, the taxethbystate and the social security contributions
do not add up to the general government budgetbaldl he difference is a complicated mix of
items, e.g.:

It includes some expenditure by the state, likeRBE&-expenditure on infrastructure and
innovation and social assistance in cash for healtb.
It contains some corrections on expenditure unaeiceilings, e.g. for the difference between
cash-recording under the ceiling and a transacii@sss recording for the general government
budget balance or for the irrelevance of the ole famd for the general government budget
balance.
Revenues from natural gas are to be included.
The budget balance of the local government is gfatte general government budget balance.
Most of the state transfers to the local governnaeatincluded under the expenditure ceiling.
As a consequence, the net effect of these two itetiasbe added in order to arrive at the
budget balance of the general government.

Unexpected changes in all these items lead to wwe@d changes in the general
government balance.

‘Exchange rate risks’ of the real expenditure ceili ngs

At the start of a new term of government, the eegdenditure ceilings are fixed in view of the
new coalition agreement and the expected develofnodérnvage-rates, prices, interest rate and
volumes. During the term of government, the estimatre revised. The real expenditure
ceiling is inflated with a new estimate of the ejk’ deflator (price change of national
expenditure). The estimate of the various typesxpenditure under the ceilings is adjusted by
new estimates of wage-rates, prices, interestaradevolumes.

Changes in the ceilings’ deflator not expectedatstart of the period of government lead
to changes in the real expenditure ceiling. Howgetlgs does not imply a change in the margin
for expenditure under the ceiling. Only changethratio of the deflator of the ceiling and the
price of the various types of expenditure not femsat the start of the new term of government
change the margin for expenditure. For example nwhkage rates increase during the four-year
term of government with 8% more than previouslyextpd and the deflator of the expenditure
ceiling increases with also with 8%, then therect@nge in the margin for wage-related
expenditure. However, if the ceilings’ deflatomisly 4% more, then there is an ‘exchange rate
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loss’ of 4% for the wage-related expenditure. Sgepthat expenditure under the ceiling
amount to 40% GDP of which 60% is wage-relateds Tiiplies that the margin for
expenditure has been reduced with 1% GDP ((8%-46&)% * 40% GDP).

Some state expenditure under the ceiling, e.grést payments or EU-contributions, are
not affected by unexpected changes in wages andyor such expenditure, an unexpected
increase of the ceiling’s deflator of 1% impliesiaarease in the margin for expenditure.
Suppose such expenditure are 10% of the expendihder the ceiling, the increase is then
about 0.2% GDP (4% * 10% * 40% GDP).

Suppose that all other prices move in line withabiing’s deflator, the overall net effect is
then a reduction of the expenditure margin of 0@EP. Such unexpected losses in the
ceilings’ “exchange rate”, i.e. the ratio of thdldeor of the ceiling and the price of the various
types of expenditure, change the margin for exgarelunder the real ceilings. In case of a
volume based ceiling, the unexpected increasecimghl wage rate would have increased the
ceiling with 0.8% GDP. In case of a nominal ceilitige reduction in the margin for
expenditure would have been larger, i.e. about 1GIP*

The advantage of real expenditure ceilings istti@inominal development is not entirely
fixed, like with nominal ceilings. However, unlikeilings in terms of volumes, the
development of wages and prices is not entirelyobabntrol. Real expenditure ceilings could
therefore be regarded as a compromise betweetbiliexiand control (see also Ewijk and
Reininga, 1999).

By adjusting the real expenditure ceilings with thest recent estimates of the price change
in national expenditur®, the margin for expenditure moves in line with tevelopment of
macro-economic prices. Since 2002, following thgoré of the eleventh advisory group on
budgetary principles, the price change in nati@xglenditure is preferred as the inflator for the
expenditure ceilings; in the period 1994-2002,tee of GDP was used. As a consequence,
the often widely fluctuating estimates of impomdaexport prices do not directly influence the
expenditure ceiling anymore. Of course, in the lamg changes in import- en export prices are
also incorporated in the price of national expangit

For a given year, final national accounts statistibout prices, wage rates and economic
growth arrive with some years delay. Linking thelbetary process to the arrival of these final
estimates is therefore not wise. To ensure staliiliiecision-making, the expenditure ceilings
for a given year in nominal terms become final bing the CPB estimates in April of that year
(the CEP-estimates of year t); all differences leefthese estimates and the most final

national accounts statistics are therefore irreie¥@r the budgetary process.

% For the wage-related expenditure, the loss is 8% * 60% * 40% GDP, i.e. 2% GDP. For the non-wage and price-related
expenditure, like interest payments, the gain is 4% * 10% * 40% GDP, i.e. 0.2% GDP.
% National expenditure is equal to final consumption plus capital formation.

51



Recommendations by the official advisory group on b udgetary principles
Last year, the most recent official advisory grinvs evaluated the current framework. Their

major recommendations are:

A structural budget surplus is the minimum requieainfor absorbing the cyclical and
incidental changes in the general government bugglence without breaching the 3% EMU-
limit; steering on an actual surplus is rejected.

Realistic and conservative estimates of growth khbe used; this reduces the likelihood of
budgetary disappointments and increases the likeditof attaining the budgetary targets.
Interest payments should be outside the expenditaneework. However, other cyclically
sensitive expenditure, like unemployment and welfzgnefit payments and the real wage rates,
should remain within them. A reason for the laisethat cyclical windfalls and setbacks in
unemployment and welfare benefit payments tencéteel out the pay and price inflation
differential. For example, in an economic boom upkryment will probably be lower than
previously expected, but the real salaries of @gitvants may be relatively high.

Automatic stabilizers are allowed to operate onrtheenue side. This means that revenues are
allowed to move in line with the performance of #@nomy. From the perspective of
budgetary control, this means that it should beedmupon how the effects of policy measures
on the revenue side, like tax cuts, can be distitgal from all other revenue developméhts
The FES-funding level should be decided on at the ef the new government’s term and not
linked to fluctuating revenues in natural gas (®e¢box on the FES).

The existing restrictive assessment frameworkHeribtroduction of new tax expenditures
should be retained. Furthermore, the existing deanof the financial size of tax expenditure
should be extended by also including major itemmwfdeduction, i.e. the interest paid on
mortgages and pension contributions. This wilvedsudgetary control, transparency and
decisions about allocation.

The next government should take decisions to phlipéinance back on a sustainable path. To
this end, the ageing related institutions (e.glthezare and state pensions) should be reformed
and the tax base be broadened.

# This is an important issue where the devil is in the detail, e.g. how to treat shifts between public and private expenditure,
like on health care or insurance for social risks.
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3.5

Understanding the role of the CPB

The CPB plays an important role in the financial aconomic decision-making process in the
Netherlands (see also CPB, 2003b). The CPB'’s $bort; medium-term and long-term
estimates of the Dutch economy and public finameelse backbone of the budgetary process.
Political parties and the government ask the CP&ntdyse the economic effects of their
election platforms, coalition agreements and adteve budgetary proposals. Strategic
economic thinking and decision-making is influenbgdCPB-studies, e.g. general long-term
scenario analyses and specific studies about tHareetate, education, innovation and health
care. The decision-making process about majorifspecojects, e.g. on infrastructure, is
guided by cost-benefit analysis by the CPB. The @P&so represented in influential advisory
groups, e.g. the Central Economic Commission, t@dsEconomic Council and the Official
Advisory group on Budgetary Principles.

How should this dominant role be understood? Vithtte logic behind this role? How can
the CPB serve as an independent expert, while giagced completely by the Dutch
government? How can the quasi-monopolistic rolthefCPB coincide with a good quality of
the estimates and analyses?

The role of the CPB as advisor and arbitratoniéd] in the Dutch tradition of consultation and
coalition governments. Directly after the Secondrid&Var, the CPB had a good start (see
Boogaard, 1998, Bos, 2006b, pp. 232-237 and P&ssdB8i94). The need for a joint strategy for
economic recovery gave a clear role for the CPBnegés and analyses. Furthermore, the
outstanding qualities of Jan Tinbergen both as @eust and political advisor and as a moral
authority contributed directly and indirectly tcethppreciation of the CPB work.

Provided the CPB is independent and provides goadity estimates and analyses, then the
dominant role of the CPB can be regarded as atiasffi solution. It avoids unnecessary
duplication of work and avoids discussions aboutchestimate is the best. It ensures
continuity which is essential for both producerd asers of policy advice. For example, for
specific topics standard tables can be used. Qgtytiis essential for building up expert
knowledge about Dutch institutions. It also impattior generating specific skills and tacit
knowledge essential for policy advice, e.g. howaodle confidential inside knowledge and
how to meet tight time schedules essential foritoalagreements.

The independence of the CPB is arranged in vam@ys. “First there is the formal structure,
as laid down in the law of 1947. It is a very shamt! simple law, which regulated e.g. the
appointment procedure of the members of the BoaRirectors and the existence of the
Central Planning Commission. The members of thee@®o&Directors are appointed for a long
period by the Minister of Economic Affairs in coittation with seven other Ministers named in
the law. So a broad support for those appointmisnexquired. But more important than formal
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law are tradition and practice developed in Dutatia-economic life for forty years, which
have strengthened the independent position of thred®i. For the Bureau itself it is essential to
maintain its independence. The position and presifghe Bureau would be seriously
weakened, if the general public or the oppositigraaties would no longer trust its unbiased
judgement. Also, checks and balances exist in ¢meodratic system. For instance, when
assessing the economic consequences of policygmoges of political parties, the Bureau
works for several political parties. All assumptioaind results are published and, in principle,
can be verified. Also the model, the data and &seilts for the forecasting period are made
available. Pressure put on the CPB by Ministenslimistries evokes counter forces. The
parliament and the press are quick in scentingbleoul he permanent Parliamentary
Commission for Economic Affairs regularly invitdset Director of the CPB to discuss recent
publications of the Bureau. This Commission is &sen on any hint of pressure of the
government on the Central Planning Bureau. Andriw press is perhaps the best ally one can
have to protect independence in an open demoaetiety.” (Don and van den Berg, 1990,
pp. 20-21)

This extensive quote from a nearly two decadegaluer is still relevant. Three elements
could be added:

Yearly, the CPB receives advice regarding its waldn from two organisations: the Central
Planning Committee, containing members from busitaesl science, and the Committee for
Economic Affairs, with official representatives idinistries that are most closely involved in
economic policy. The Committees’ work providesmportant external check on the policy
relevance of the CPB work.

About every five years, the policy relevance andrsific quality of the CPB work is assessed
by visitation commissions (see e.g. CPB, 2003cg Thntral Planning Committee advises on
the composition of the visitation commissions.

Substantial mobility of personnel, e.g. people mguetween CPB and universities, ministries,
trade unions, politics and the press. This endingsthe CPB is not an ivory tower and that
there is outside the CPB a lot of inside knowledigeut the merits and limitations of CPB

work.
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