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The political economy of EDP fiscal forecasts

Background: EU fiscal EU fiscal frameworkframework requiresrequires MemberMember
States to States to outlineoutline budgetarybudgetary plans i.e. plans i.e. pathpath to to bebe followedfollowed
towardstowards mediummedium--termterm budgetarybudgetary frameworkframework..

Underlying presumption: : ForecastForecast errorserrors not ‘white not ‘white 
noise’. Projections noise’. Projections drivendriven by by economiceconomic, , politicalpolitical and and 
institutionalinstitutional factorsfactors..

Data: EDP EDP reportingreporting of EU fiscal surveillance of EU fiscal surveillance frameworkframework. . 
Variables: budget balance, Variables: budget balance, investmentinvestment expenditureexpenditure and and 
interestinterest expenditureexpenditure

Key questions addressed: How How accurateaccurate are ‘are ‘forecastsforecasts’ ’ 
in in yearyear tt for for yearyear t t ? ? WhatWhat are the are the determinantsdeterminants of gap of gap 
betweenbetween reportingreporting and and outcomesoutcomes? ? 
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Are EDP notifications in year t for year t really forecasts?

Inertia: March/April notification for March/April notification for yearyear t t generallygenerally confirmsconfirms
targetstargets/plans of /plans of annualannual budget budget presentedpresented atat the end of tthe end of t--1. 1. 
Information set Information set atat beginningbeginning of of yearyear t not t not veryvery differentdifferent fromfrom the the 
one one atat the moment of the moment of approvalapproval of budget.of budget.

EU surveillance: attention attention chieflychiefly on notification for on notification for yearyear tt--1 1 
and and consistencyconsistency withwith ESA95 ESA95 rulesrules. EDP notifications . EDP notifications rarelyrarely
serve as serve as referencereference for Commission services’ for Commission services’ springspring forecastsforecasts. . 

Strategic behaviour: No No governmentgovernment forecastsforecasts excessive excessive 
deficitdeficit in notifications (SGP in notifications (SGP foreseesforesees ‘‘expediteexpedite procedureprocedure’ for ’ for 
projectedprojected deficitsdeficits aboveabove 3% of GDP).3% of GDP).

Type of uncertainty: apartapart fromfrom revenues, revenues, uncertaintyuncertainty largelylargely
relates to relates to implementationimplementation of budget plan. By of budget plan. By experienceexperience gap gap 
betweenbetween plans and plans and outcomesoutcomes isis chieflychiefly due to due to expenditureexpenditure
overrunsoverruns..

The political economy of EDP fiscal forecasts
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The political economy of EDP fiscal forecasts

Statistical properties of EDP ‘forecasts’:

Budget balance: Optimism of UK notifications in clear
contrast with findings of work examining SCP or national 
forecasts (Strauch et al., 2004, Jonung and Larch, 2006)

Interest expenditures: Systematic optimism seen as failure
to anticipate magnitude of the fall in interest rates. Alternative 
explanation is windowdressing. For a given target of the 
budget balance, overestimation of interest expenditure
embelishes primary balance.
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Determinants of ‘forecast errors’

Economic controls –– Output gap not Output gap not significantsignificant; ex post ; ex post measuremeasure not not 
indicative for indicative for assessmentassessment in real time. in real time. 

Ongoing or imminent EDPs –– SignificanceSignificance of of dummydummy underlinesunderlines thatthat
notifications are more notifications are more likelike plans plans thanthan forecastsforecasts. . 

Expenditure rules –– Instrumental to stick to Instrumental to stick to targetstargets (Public Finances in (Public Finances in 
EMU 2007); EMU 2007); resultresult confirmsconfirms thatthat ‘‘forecastforecast errorserrors’ ’ measuremeasure
implementationimplementation riskrisk..

Committment/delegation –– committmentcommittment producesproduces more prudent more prudent 
forecastsforecasts. . ReflectionReflection of of higherhigher costscosts of of renegotiatingrenegotiating plans. plans. HerfendahlHerfendahl
index as alternative index as alternative indicatorindicator..
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The political economy of EDP fiscal forecasts
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