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1.-US.A.

Analysis of public-sector finances®:
unnecessary imbalance

Pages and pages of these reports have
been dedicated to the situation of US
public-sector  finances, with  the
increasing deficit and its fundaments
figuring prominently. The object of this
study is to arrange all this information
and go into greater depth.

The budget project presented by
George W. Bush at the beginning of
February for the 2006 financial year
(October 1 2005 to September 30) is
currently being studied by the house.
Our comments focus on previous data,
including that relating to the current
2005 financial year.

a) “Starving the beast”

Analysing the graph that opens this
report and also Table 1 which ends it is
a good way to begin our analysis of
developments in the main budget
items.

The first crucial issue is immediately
visible: the severe deterioration of the
budget during Bush’s time in office has
a lot to do with a drastic reduction in
income and little to do with increases in
expenditure (which is nevertheless
concentrated in defence and domestic
security) or the economic cycle. A
recent study carried out by the Bank for
International Settlements (BIS)?

! This analysis does not tackle the hot topic
of Social Security and its reform, as it will
be the object of a special study in our next
report to be released in September.

2 Lebow, D.E. (2004); “Recent fiscal policies
in selected industrial countries”, BIS WP,
162.

estimates US budget deterioration
between 2000 and 2003 at 6.4% of
GDP: only 1% can be accounted for by
the cycle; 1.5% would correspond to an
n increase in expenditure, excluding
interest payments, which would have
dropped by 0.8% of GDP. However,
income fell by 4.7% of GDP.

Turning our attention to the Federal
Government Budget, the Center on
Budget and Policy Priorities calculates
the cost of the Bush government’s tax
decisions up to 2005 at $539bn: 48%
corresponds to a decrease in income,
37% to an increase in spending on
defence and domestic security and only
15% to increases in other expenditure
programmes.

Looking at Table 1, it becomes quickly
noticeable that:

e Government revenue has
dropped in recent years, not
only with respect to the Clinton
era, but also in comparison to
previous republican
governments mainly due to
income tax collection. In fact,
income tax collection is at its
lowest in half a century as a
percentage of GDP. Despite
government publicity, the tax
cuts have not enabled economic
growth to reach the average
over the last decade (let alone
job creation); a pronounced
imbalance has emerged without
results that could offset it®.

e Despite the campaigns in
Afghanistan and Irag and the
increase in national security

% One could say, without much risk of being
wrong, that the Laffer Curve has failed for
the second time.
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expenditure, the United States
spends less on these items than
in the 1980s and the beginning
of the 90s. Some of the budget
returns from the cold war have
not run out.

e Discretionary expenditure on
other items remains stagnant or
is even dropping slightly (as a
percentage of GDP).

e The marked deterioration of the
budget (Figure 1)* has occurred
despite the fact that the large
social programmes have seen
their cost rise marginally with
respect to the country’s GDP
(the cost of Social Security has
even decreased).

In view of these data, only the ideology
of certain ranks of the Republican Party
and think-tanks close to them could
justify insisting on cutting expenditure
in order to balance the budget. They
aim to recover the resources that the
Federal Government has deprived itself
of with successive and highly regressive
tax cuts (24% of the tax cuts were
directed at the richest 1% of the
population) by reducing expenditure on
the main social programmes. Using
Paul Krugman's words (taken at the
same time from conservative
ideologists), the idea is to “starve the
beast (the public sector)”.

4 2004 was only one decimal point short of
becoming the fourth consecutive year of
deterioration in the Federal Government
Budget balance as a percentage of GDP, a
record since World War Il. Even still, the
deterioration accumulated over the period
from 2001 to 2003 is unheard of in the last
six decades.

Figure 1: Federal Government Budget
Balance (% of GDP; year from Jan-Dec)
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This approach has been backed by
Federal Reserve Chairman  Alan
Greenspan, at least implicitly. The way
he insisted upon the need to reduce
taxes to curb public sector surpluses
blows in the face of his alarm only four
years later over the shortage of
resources for looking after the
retirement of “baby-boomers” which is
on the horizon.

However, the US middle class (and the
best part of their political
representatives, both democrats and
republicans) are seemingly unwilling to
compromise on social security or
medicare cuts. This became evident
following the suspension of Bush’s plan
to partially privatise the pension
system.

b) Is the deficit unsustainable?

The current public-sector deficit itself is
no cause for alarm. Despite the marked
deterioration mentioned previously, the
negative balance is noticeably below
the highs registered halfway through
the 80s and in 1992 (Figure 2). The
problem (and the most heated debate)
is the outlook for the future in the
medium and long term.
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Figure 2: Federal Government Budget
Balance (% of GDP, year from Jan-Dec)
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The problems will begin in 2008, when
the baby-boom generation reaches 62
years of age, the minimum age for
retirement. Some 50% of people who
reach this age exercise their right to
retirement. The increase in the cost of
Medicare will be even greater than that
of pensions. Even though we will go
over these issues in greater depth in
forthcoming reports, suffice it is to cite
data from the official two-party
Congressional Budget Office (CBO) on
the future cost of the three largest
social programmes, which currently
stands at 8.5% of GDP, but which
would rise to 15% halfway through this
century and exceed 20% in 2075.

The data provided by the Bush
Government and the data from its
critics have nothing in common when it
comes to forecasting the deficit over
the  forthcoming years, before
completely facing up to the effects of
the demographic change.

1) According to the government, the
accumulated deficit between 2006
and 2015 will be in the vicinity of
one trillion dollars, with a surplus
from 2012 onwards and an average
annual deficit that is slightly higher

than half a point of GDP..a real
balancing act.

2) When observing the data from
the CBO (which are also official, but
two-party), the outlook changes
radically: the deficit over the decade
mentioned above would climb to 2.6
trillion dollars, around 1.7% of GDP.
It is not an ideal situation, nor is it
as favourable as the surpluses
during the Clinton era, but the deficit
would be one point below the
average over the past quarter of a
century.

3) However, there is also a
pessimistic point of view, which we
will describe using the controversial
paper written by William Gale and
Peter Orszag®. They estimate the
deficit over the next decade will
reach 3.5% of GDP (around five and
a half trillion dollars), which would
be simple unsustainable taking into
account the future increase in the
cost of the largest social
programmes.

It is difficult to understand how such
diverse conclusions can be drawn so, in
light of the importance of the issue, we
will attempt to summarize the
suppositions made which explain them:

e The most important factor is
whether or not the tax cuts in
2001 and 2003 will remain in
force (among other less
important measures). As is
normally the case in the United
States, the tax cuts have an
expiry date (sunset clauses).
The Bush administration’s

® Gale, W. and Orszag, P. (2004); “The
budget outlook: projections and
implications”, The Economists” Voice, Vol.
1, N° 2.




® (Observatorio

de Coyuntura
O‘ 1 Economica
Internacional

calculations assume the sunset
clauses will work... despite
currently preparing legislation
that will prevent them from
doing so and that will almost
certainly be passed. The other
two estimates assume the
sunset clauses will not be
applied and that the tax cuts will
be made permanent, although
the CBO estimate the cost of
this to be lower than Gale and
Orszag®.

e What seems more cynical than
optimistic is that the
Government insists on not
assigning any expenditure to
campaigns in Iraq and
Afghanistan after the current
financial year. The CBO respects
this absurd supposition, which is
treated as an increase in
expenditure by Gale and Orszag.

e The Government and the CBO
do not believe the Alternative
Minimum Tax (AMT) will drop as
a result of inflation throughout
the decade, as opposed to Gale
and Orszag. This indexation
would  substantially  reduce
revenue.

The AMT emerged in 1969 to prevent
the highest income earners from
avoiding the payment of a reasonable
amount of taxes through tax
deductions. Any citizen above a certain
level of income’ must complete a tax
return and the AMT, in which a good
deal of the conventional tax deductions

® Probably due to attributing higher interest
payments that derive from the increase in
the deficit in the case of these two authors.
" Around 40,000 dollars a year for people
who are single and 58,000 for those who
are married.

disappear, including paying state and
local taxes. The AMT is a unique rate of
between 26% and 28%. Each person
must present a tax return in which a
higher rate is paid. The striking thing is
that by not indexing the minimum level
above which people must comply with
the AMT, the tax has gone from being
levied on the 3,000 richest people in
the country to a tax that increasingly
affects (and penalises) the middle class.

The political cost of not adjusting to
inflation is growing as more and more
US citizens are affected by the AMT,
but the Bush government is counting
on this extra revenue, which it
estimates at 600 billion dollars over the
next decade.

Finally, there are two further factors
that could become  enormously
important for the future of the Federal
Government's finances. In the first
place, the idea of levying a tax on
consumption (similar to VAT in Europe),
which the US tax system structure
currently lacks. Some authors believe
that even a moderate rate would allow
the country to face up to the economic
challenges of an ageing population.
Others, however, believe it would be
nothing but a substitute of all income
tax, with a doubtful impact on tax
revenue and clearly regressive.

In the second place, Alan Greenspan’s
sudden concern over the deficit has led
him to proclaim the need to recover the
spirit of the Budget Enforcement Act
from 1990 and its ensuing
amendments. This norm stipulates that
any increase in expenditure, but also
any decrease in revenue, may only be
carried out if the source of the
compensation is established in the
budget. The current government is
willing to accept this philosophy
(established when the first President
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Bush was in office and vital for
balancing the budget over the past
decade) as far as increases in
expenditure are concerned, but not in
the case of decreases in revenue, which
is the origin of the current imbalance.

c) Debt momentarily under control

US federal debt (Figure 3), which has
doubled between the beginning of the
80s and the beginning of the 90s, was
held in check and then decreased
during the Clinton era, but has once
again risen in recent years. Total debt
currently stands at around 60% of GDP,
some 10 points below the average for
the European Union and is just over
half of Japan’'s when calculated as a
percentage of both regions’ respective
GDP.

This is a moderate level of debt, which
is even more so when we consider that
a high percentage of the debt can be
found in the pension fund of the US
government itself. This is why debt
figures provided by various institutions
refer to the debt in the portfolios of
agents outside the Government’s public
funds (debt held by the public). This
reduces total debt to less than 40% of
GDP, which is similar to the level in the
United Kingdom.

Figure 3: Federal Government Debt (%
of GDP; year from Jan-Dec)
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Figure 4: Federal Government Debt
held by foreign investors (billions of
dollars; year from Jan-Dec)
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The most significant feature worth
highlighting in recent years is the
amount of federal debt held by foreign
investors (approaching two trillion
dollars, a quarter of total debt — Figure
4). There is no need to insist on the
fact that this situation is linked to the
massive purchase of Treasury bonds on
behalf of Asian Central Banks in order
to fix or at least guide the exchange
rate of their respective currencies with
respect to the dollar.

If the negative omens with respect to
the future evolution of the deficit come
true, total debt will quickly recover an
upward trend similar to that in the 80s
(although smoothed by the fact that
interest rates are considerably lower).

d) State and local governments

The 50 state governments and the
infinite number of local governments
that make up the United States are
responsible  for a  considerable
proportion of total public expenditure
(around 40%), but for a minimal
percentage of the budget imbalance, as
most of these regional bodies are
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obliged by law to present balanced
annual budgets.

In this context, state and local
government income and expenditure
has inexorably averaged from 10% to
11% of GDP for more than a decade,
with a deficit that barely reaches 0.1%.
Being required to present an annual
balance sheet that is more or less in
equilibrium considerably reduces the
capacity of these governments’ financial
policy act against the cycle. The only
things they have are “rainy day funds”;
part of the revenue from boom years is
put in a fund and then used to maintain
equilibrium during periods of crisis.

In fact, some states with surpluses
throughout the best part of the
expansion in the 90s (due to their own
revenue and federal government
transfers) increased their current
expenditure (public employment and
social services) and their investment,
albeit to a lesser extent. When revenue
plummeted from 2001 onwards (stock
market crash, economic recession, less
federal government transfers) most
states set out to raise rates and
charges, as well as making severe cuts
in education, employment, health,
benefit programmes and even prisons.
The financial situation of state and local
governments only began to breathe a
little more easily in 2004, which should
help to recover part of the necessary
services that had suffered cuts.

In short, the US public sector is at a
crossroads in light of the outlook for
increased health and pension costs due
to the ageing population. Apart from
the structural reform that would allow
these costs to be held in check over the
next few decades, it is necessary to

immediate reduce the current financial
imbalance of the Federal Government®.

History suggests that two-party action
and the awareness of the future cost of
the deficit lead us to believe that the
situation will more than likely be
progressively straightened out.
However, the powerful ideological hand
in all the decisions made by the current
government leads us to be much more
prudent and less optimistic.

Vicente J. Pallardé
Valencia, June 3 2005

& Nobody seems to disagree on this issue.
The question is how to go about it.
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FINANCIAL VARIABLES (% of GDP; data for tax years)

TABLE 1

1980-89 Mean | 1990-99 Mean | 2000-04 Mean | 2005 Forecast
22.2 20.7 19.3 19.8
SPENDING
Discretionary 9.8 7.6 7.1 7.6
Defense 5.8 4.1 3.4 3.8
Rest 4.0 3.5 3.7 3.8
Committed 9.6 10.1 10.4 10.8
Social Security 4.5 4.5 4.3 4.2
Medlicare 1.6 2.3 2.4 2.7
Medicaid 0.6 1.1 1.4 1.5
Miscellaneous 2.9 2.3 2.3 2.4
Interest 2.8 3.0 1.8 1.4
Payments
Revenue 18.2 18.5 18.5 16.9
Income Tax 8.4 8.4 8.6 7.3
Corporate Tax 1.7 1.9 1.6 1.8
Social Security 6.3 6.6 6.6 6.5
Miscellaneous 1.8 1.6 1.4 1.3
BALANCE -3.9 -2.1 -0.9 -3.0

Source: own elaboration with data from the Congressional Budget Office
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2.- Euro-zone
Sovereign Debt Market in the
Euro-zone

1) Introduction:

As pointed out in our previous report,
Euro-zone governments were the most
important issuers in 2004, with a 44%
share of the market. Most debt is
negotiable, even though “schuldschein”
(promissory notes) are used a lot in
Germany to finance the country’s
treasury. This type of paper is, in
reality, a quasi-bond because it is
placed on a specific secondary market,
but is subject to a maximum limit of
three cessions per note. Germany’s
treasury held a total of €47bn in this
type of paper.

Debt with a duration of more than a
year represents 86.9% of the total,
with variable income being of minimal
importance  (2.1%), and perhaps
concentrated in Italy’'s seven-year
floater called CCT, which in 2003
accounted for 17% of gross debt
issues.  Likewise, debt issued in
currencies other than the euro on
represented 1% of the total at the end
of 2003.

Debt as a proportion of GDP stood at
71.3% (2004), above the 60% limit set
by the Maastricht Treaty and with large
differences across countries. Italy,
Greece and Belgium, for example,
display debt/GDP rations of more than
100% while other others such as
Luxembourg or Ireland recorded ratios
of 7.5% and 29.9% respectively.

10

Table 1: Euro-zone Member State

Debt/GDP
COUNTRY 2001 2004
BEL 108 95.6
GER 59.4 66
GRE 114.8 110.5
SPA 57.8 48.9
FRA 57 65.6
IRL 35.8 29.9
ITA 110.7 105.8
LUX 7.2 7.5
HOL 52.9 55.7
AUS 67.1 65.2
POR 55.9 61.9
FIN 43.8 45.1
EUR 69.6 71.3

Source: Eurostat

The third phase of the Economic and
Monetary Union, which involved putting
the euro into circulation, has meant a
huge change for national treasuries.
Countries have been forced to adapt
the management of their treasuries to a
more competitive environment on
losing their market niches as nations.
Many created their own specialized
agencies for managing debt (in the
broadest sense of the word) even
before the euro came into force, with
the aim of implanting a more
sophisticated management mechanism
in order to obtain a better position in
the market.

2) Structure of Sovereign Debt
Issues over Recent Years

National treasuries, depending on the
size of their debt, have attempted to
offer investors a variety of financial
assets all the way along the interest
rate curve.
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All Euro-zone member states except
Luxembourg have short term bond
programmes. By short term, we mean
bonds with a duration of one year or
less and that are generally discount
bonds. Apart from the assets issued in
euros with domestic paperwork, some
countries also use other short term
instruments. The Republic of Ireland,

Italy and the Netherlands have
commercial paper programmes and
Portugal, apart from having
eurocommercial paper, also issues

savings certificates to retail investors.

The average weight of these
programmes in relation to total debt is
approximately 15%. In this sense,
France and Portugal figure prominently
due to extensive issuing activity which
totals 20% of their respective debt in
circulation. The extensive use of short
term financial instruments on behalf of
France is due to the need to reduce the
duration of debt to a desired target.

As far as the issue of bonds is
concerned, treasuries have used
maturities over the period dating from
1999-2005 of 2, 3, 5, 7, 10, 15, 20, 30
and recently 50 years when issuing at a
fixed rate; ltalian floaters mature after
seven years (CCT), Italian zero coupon
bonds mature after two years, those
indexed to inflation boast various
maturities and France’s TEC-10 bonds
which mature after 10 years.

11

Table 2: Structure of Gross Issues from
National Treasuries in the Euro-zone.
1999-2004

TERM EUR BN %
2 344.7 11.24%
3 67.3 14.01%
5 132.7 23.99%
7 34.5 6.38%
10 175.8 33.66%
15 33.5 3.98%
30 42.7 6.73%
TOTAL 563.5 100.00%

Source: own elaboration

The Euro-zone as a whole has a
preference for issuing long or very long
term bonds (44.3%), while 30.37% are
medium dated securities, with an
average weighted duration of 8.3 years
across all issues. Since 2001, the
proportion of debt with a duration of
more than 10 years has risen
considerably. If we go further back into
the past, the change is even more
noticeable The importance of short
term debt in countries with high debt
ratios such as Italy, Belgium or Greece,
have dropped drastically. The
percentage of short term debt in Italy
decreased from more than 60% (1993)
to nearly (2003) in ten years.*

! Occasional Paper 25™ of March 2005.
"Government debt management in Euro
Area. Recent Theoretical Developments and
Changes in Practices.” G. Wolswijk , J. De
Haan.




OC 1

® Observatorio
de Coyuntura
Econdmica

Internacional

Table 3: Gross Sovereign Debt Issues
by Country. 1999-2004

COUNTRIES EUR BN %
FRA 607.1 18.30%
AUS 93.1 2.81%
FIN 39.8 1.20%
HOL 148.6 4.48%
SPA 204.3 6.16%
ITA 1,110.3 33.47%
POR 52.7 1.59%
IRL 18.8 0.57%
GER 777.5 23.43%
BEL 129.3 3.90%
GRE 136.3 4.11%
EUR 3,317.8 100.00%

Source: own elaboration

Table 4: Average Duration of Gross
Sovereign Debt Issues

YEAR AVERAGE TERM
1999 8.4
2000 9.1
2001 7.6
2002 7.9
2003 8.1
2004 8.5
AVERAGE 8.3

Source: own elaboration

Italy, the country that issues the most,
France and Germany account for 75.2%
of gross issues. These countries,
together with Spain, cover the most
terms in the public debt curve.

Countries with average borrowing
requirements such as Austria, the
Netherlands, Belgium or Greece, cover
between three and four points on the
curve, while Finland, the Republic of
Ireland or Portugal cover one or two
points on the curve, which change from
year to year.

12

ABN-Amro expects gross issues in 2005
to total €621bn, slightly down on the
figure in 2004. Italy will continue to be
the country that issues the most in
2005. In the first few months of the
year, demand for bonds dated longer
than ten years has risen significantly,
with France’s first issue of a 50-year
bond figuring prominently. Ultra long
bonds accounted for 21% total issues
in the first quarter, in comparison to
10% in 2001.

The need to hedge for institutional
investors to hedge certain long term
obligations and historically low nominal
interest rates explain why long term
issues have become more important in
terms of proportion.

and

3) Issue Mechanisms

Distribution

When talking about issue mechanisms
and distribution, one must distinguish
between the several instruments and
markets used as well as the size or
intention of the country in particular. In
France, one of the main objectives of
the French treasury agency, which is in
charge of managing France’s debt, is to
“contribute to structuring the European
fixed-income market by innovating.” It
is therefore no surprise that the FTA
together with other countries have
generated an interest rate curve of
European debt and that they have
introduced a large number of
innovations in the market. Such
examples are the inflation-indexed
bond, the TEC-10 bond and more
recently, the new 50-year reference.

Regarding bond issues in euros on
behalf of national governments from
the Euro-zone, significant changes have
occurred when comparing before and
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after, which have depended on the size
of the country and overall borrowing
requirements.

Market conventions and even taxes
have converged considerably over this
period of time, making the performance
of the different countries easier to
compare.

Strong competition among national
issuers has bolstered greater
management transparency. Information
concerning the management of national
treasuries can commonly be found on
the internet on in print in periodical
bulletins and annual reports.
Furthermore, issue calendars, by term
and placement objective, are commonly
announced beforehand, either for the
next three months or for the entire
year. Thus, the possibility of launching
opportunist issues to take advantage of
favourable market conditions has
declined.

Competitive auctions attended by a
selection of financial institutions
(primary dealers) were used to allot
domestic bonds before 1999. With the
Economic and Monetary Union coming
into being, the market approach has

changed in terms of size and
requirements.

Most Euro-zone countries combine
sindication tenders and auctions

differently, except for Germany and the
Republic of Ireland, which continue to
issue paper using the auction method
exclusively.

The combination of sindication and
auctions varies across countries. Most
small and medium-sized countries such
as the Netherlands or Portugal, always
use the sindication method and when

13

they place new issues on the market,
they later increase the size of those
issues by means of successive auctions.
Other countries, such as Spain or
Belgium, only sindicate new issues for
bonds lasting more than five years,
while others such as France or Italy,
sindicate when issuing new products or
if issues are very long-dated.

As far as sindication is concerned, the
selecting institutions to manage the
issue does not only depend on price,
but also on the placement objective,
strategy, capacity and mechanisms to
be used in order to achieve goals. Later
on, both the institutions selected and
the issuer, depending on the strategy
chosen, will prepare themselves
conscientiously before the day of issue.
An issue is practically preplaced before
it is publicly announced (bookbuilding).
In order to achieve this, the institutions
involved will have carried out an active
premarketing strategy aimed at
potential investors by disseminating not
only the characteristics of the issue, but
also an issuer credit note. The issuer
holds roadshows, that is, presentations
for potential investors, either
individually or in small or large groups
in order to help achieve these
objectives and for bookbuilding to be a
success. Nevertheless, the one-by-one
strategy is the most effective.

In some cases, such as the Portuguese
debt management agency, the so-
called POT system, within the
framework of sindication, is used. This
system has been imported from the US
domestic bond market. The POT system
enables the issuer and final investor to
communicate directly by means of a
programme on the internet. The
investor types in its orders with
guantities and prices for that issue. The
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issuer can see all orders individually or
grouped into countries or types of
investors and decide the price it will
accept according to its placement
objectives. This is, in short, an auction
between final investors for one issue in
particular.

Issues, regardless of how they are
placed on the market, use specialized
financial institutions as intermediaries
(primary dealers) which are periodically
selected in accordance with their
capacity and comparative results in the
primary and secondary bond markets.
Apart from intervening in auctions, they
generally create a market for issues in
order to contribute to issue liquidity,
they promote government debt and
carry out other types of operations. The
number varies depending on the
country in question. In the Republic of
Ireland there are seven, in the
Netherlands 13 and Italy 40.

Table 5: Issue Sindication Mechanism
by Country
COUNTRY|SINDICATION ISSUE
METHOD FREQ.
BEL NEW+5Y 2 MONTH
GER NO
GRE NEW LONG MONTHLY
SPA NEW+5Y 15 DAYS
FRA NEW PROD 15 DAYS
IRL NO MONTHLY
ITA NEW VERY LONG |MONTHLY
HOL NEW MONTHLY
AUS NEW MONTHLY
POR NEW MONTHLY
FIN NEW MONTHLY

Source: own elaboration

Italy is unusual in that primary dealers,
depending on the quota assigned for
the three previous auctions, have the
right to ask for more paper for one day
following an auction and at the same

14

price. In the Netherlands for example,
the Dutch Treasury Agency offers debt
repo facilities for issues of €2.5bn or
less.

Issues are normally carried out once or
twice a month. Issues obviously overlap
to a certain extent, particularly at the
beginning of the year, because it is the
sweetest moment to issue due to the
large amount of liquidity on the market
that is avidly awaiting investment
opportunities. This is due to the fact
that fund managers generally stop
investing in new resources captured in
the second half of November and in
December.

4) The Use of Foreign Currency

The use of debt denominated in a
foreign currency has not historically
been for reasons of a technical nature
(such as the government disincentives
to raise inflation and thus protect the
rights of bondholders), but rather for
practical reasons. These include
avoiding the saturation of the domestic

market, increasing the country’'s
reserves, gaining more international
investors, due to obtaining better

conditions or because foreign interest
rates were well below the level of
domestic interest rates.

Some smaller countries such as the
Republic of Ireland, Belgium or Greece,
due to the size of their market, rely
strongly on the foreign sector. Italy
does so to reduce the cost of the
bloated public-sector debt.

Currently, with the beginning of the
Euro-zone, the Republic of Ireland,
Italy, Austria, Portugal and Finland
have reduced their foreign debt burden,
while other countries that in the past
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were not allowed to do so, such as
France and Germany, have now
received authorization. The only
country to maintain the prohibition is
the Netherlands. The US dollar, the
Swiss franc, the yen and the pound
sterling are the most frequently used
currencies.

Generally speaking, hitting foreign
markets in currencies other than the
euro is not prompted by interest rate
differences, but by favourable arbitrage
in the swap exchange market and/or
that foreign markets are easier to gain
access to. This results in paying a
smaller margin. In fact, the risk of
issues in currencies is generally hedged
by means of exchange swaps.

In order to make the most of the
opportunities in foreign markets, five
countries in the Euro-zone have
medium term note (MTN) programmes,
which enable them to issue both public
and private bonds on international
markets very quickly. These issues are
smaller and tailor-made for one or
several investors. Private issues are
bilateral and negotiated over the
telephone with the investor through the
dealer. Public issues are placed by
means of sindication, using the POT
system, or not.

Eurocommercial paper is another
mechanism used by national treasuries.
This is an instrument that generally
speaking is a discount bond up to 360
days in any currency and are not listed
in any official secondary market. They
are negotiated over the phone or by
internet. The Republic of Ireland, Italy
and Portugal have this type of
programme.
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5) The Liquidity of Government
Bonds in the Euro-zone

One of the primary objectives of
national treasuries has been to
substantially increase bond liquidity. In
order to achieve this, treasuries have,
without  exception, attempted to
increase the size of their issues, which
has resulted in smaller Euro-zone
countries reducing the number of terms
on the curve that are not covered by
bonds from the country in question and
a decrease in the number of auctions.
While the standard amount stood at
€2bn before the Euro-zone came into
being, 90% of the bonds issued by
France have an average size of
€16.3bn. The Netherlands aims to
increase the size of their issues to at
least €10bn.

Table 6: Average Size of Issues over
€10bn and Proportion of Total Issues

COUNTHAverage % Debt
size (€bn)

BEL 13.2 54

GER 16.5 93

SPA 12.9 81

FRA 16.3 90

ITA 16.3 89

Source: BNP Paribas

Furthermore, on reaching this size, the
country becomes eligible for the most
liquid trading platform for sovereign
bonds which is the Euro-MTS, heir of
Italy’s  Monte-Titoli. This  market
demands minimum issues of €5bn in
outstanding size, or €3bn if the
minimum amount indicated previously
is reached in 180 days. In this market,
primary dealers are continuously forced
to trade within narrow margins of
purchase and sale prices.
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The market is divided into two blocs:
the above-mentioned Euro-MTS and
National MTS markets.

Governments also repurchase bonds
with little liquidity, or exchange them
for liquid or benchmark bonds in order
to increase their liquidity and increase
the size of issues and reduce the
number of issues that are not very
liquid. The price of these transactions
can be determined by auctions or direct
purchase in the secondary bond
market. Annual bond repurchasing
amounts to between €40bn and €50bn,
while exchanges dropped from €23bn
in 2000 to €6bn in 2004. As a
proportion of the annual total of gross
issues, repurchasing represents an
average of 5.7% and exchanges 1.97%
(average over the past three years).

Table 7: Repurchasing and Exchanging
Debt by Country

COUNTRY|REP EXCH
BEL Sl Sl
GER NO NO
GRE NO S|
SPA Sl Sl
FRA Sl Sl
IRL Sl Sl
ITA Sl Sl
HOL Sl NO
AUS NO NO
POR Sl S|
FIN SI S|
Source: BNP Paribas
6) Central Government Debt
Spreads
Before the Euro-zone came into

existence, public-sector debt spreads
between national treasuries depended
mainly on four factors: exchange rate
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outlook, tax system, credit risk and
liquidity. From 1999 onwards, the only
factors that still counted were credit
risk and liquidity.

Convergence measured in terms of
standard deviation reveals that spreads
narrowed between 1995 and 1999.°
Spreads have continued to get narrow
over recent years, particularly in the
case of AAA-rated Governments, whose
current spreads for 10-year bonds
range from three to five basis points. If
AAA-rated governments are compared
to those that do not boast this rating,
differences are greater. The spread
between Italy (Aa2) and Germany
(AAA) stands at 13bp for 10-year
bonds. Spreads have converged partly
due to government ratings being
upgraded. Before the Euro-zone, six out
of twelve countries were rated AAA by
the three international agencies, two
improved from AA to AAA over the
period and a further four remained in
lower categories. Greece’s upgrade
from BBB to A is also worthy of
mention.

Table 8: Euro-zone Country Ratings

‘COUNTRY MOODYS |S&P FITCH
AUS Aaa AAA |AAA
BEL Aal AA+ |AA
GRE Al A A
ITA Aa2 AA- AA
HOL Aaa AAA  |AAA
POR Aa2 AA AA
SPA Aaa AAA  |AAA
FIN Aaa AAA  |AAA
FRA Aaa AAA  |AAA
GER Aaa AAA |AAA

Source: own elaboration with data from
Moody'’s, Standard and Poor’s and Fitch.

2 WP 230 “The Euro Area Financial System:
Structure, Integration and Policy Initiatives”
by P. Hartmann and others. ECB may 2003.
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Figure 1: Mid-swap spread for 10-year
bonds.
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Source: own elaboration with data from
Reuters

Mid-swap Spread for 10-year Bonds
(continued)
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Source: own elaboration with data from
reuters

If we compare spreads in terms of
swap by issue terms, a positive credit
curve is observed, which mainly affects
the lowest ratings. While in Germany
three-year bonds are stated at Euribor-
17.4bp and 30-year bonds at Euribor-
9.8bp, in Italy three-year bonds are
stand at -13.2bp and 30-year bonds at
+12.3bp.

The relationship between the weight of
the debt and credit spread is positive in
econometric terms. The risk premium
at the beginning of the Euro-zone is
lower. A spread of 5% of the debt
service/income ratio in relation to
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Germany implies a
approximately 14bp.®

spread  of

Figure 2: Spread and debt/GDP ratio in
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Source: own elaboration

Likewise, we can also measure the
liquidity premium. A 1% increase in the
size of an issue is estimated to cause a
0.7bp reduction in the spread.

7) National Treasury Financial Risk
Management

Apart from managing the debt issues
themselves, some governments have
also taken it upon themselves to set
certain management targets regarding
the portfolio cost in absolute terms.

Financial risk management objectives
have not followed the theories on
optimum debt management, such as
macro economic stabilization (Tobin,
1963). Some examples of this are:
issuing in the long term when the
economy is growing in order to raise
long term interest rates which helps to
cool down the economy; or tax

3 WP 369 “Sovereign risk premium in the
European Government bond market” by K.
Bernoth and others. ECB June 2004
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smoothing (Barro, 1999), which is
aimed at maintaining tax rates in the
long term practically unchanged,
thereby advising issues to be indexed
to GDP; or stabilizing the deficit
(missale, 2000), which suggests a
combination of debt instruments that
depend on the correlation matrix of

GDP growth, inflation and interest
rates.
Governments’ financial management

has not taken into account any ties with
or variables in the budget. They merely
aim to maintain the financial cost of
long term debt low and within the
realms of reasonable risk. This means
considering the cost of the debt over
time, monitoring debt or refinancing

interest rate adjustments and the
annual debt servicing cost. Having a
variety of objectives undoubtedly

generates contradictory situations.

Governments use derivatives in order to
adjust to the objectives they have set
and are extremely careful when it
comes to the credit risk of their
balancing bank entries, taking into
account their ratings, balance or their
solvency and profitability.

Management varies depending on the
country in question in terms of the
systems employed and how
sophisticated they are. The Republic of
Ireland and Portugal, examples of
sophisticated management, measure
the result of their management by
comparing the cost of the benchmark,
or the portfolio of theoretical reference,
and the real portfolio over a year,
taking on more or less risk depending
on whether they are more or less in line
with the benchmark. The National
Treasury Management Agency (NTMA),
which is the Republic of Ireland’s
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specialized agency, has an advantage in
that it has an advisory committee made
up of people that represent important
international investment banks.

Portfolios display differences when it
comes to measuring risk. The Republic
of Ireland uses a weekly risk
methodology in value-at-risk terms,
while Portugal's is in cash-flow-risk
terms. In reality, it is the same method
with a different perspective; either from
the point of view of cash flows or
variations in the present value of the
portfolio.

The specialized debt management
agency in the Netherlands aims to
minimize cost with maximum risk,
defined as amount-at-risk at 9% of
GDP. Amount-at-risk is debt after
swaps that must be refinanced every
year, or whose interest rate must be
revised. In order to approach this
figure, interest rate swaps are used.
The Treasury in Italy uses both value-
at-risk and sensitivity analysis as
methodologies for calculating financial
risk.

Finally, the treasury agency in France
(Agence France Trésor) aims to achieve
a particular portfolio duration, by
means of interest rate swaps and using
short term instruments brings duration
in line with the objective. Duration is
the result of seeking to minimize the
cost of the portfolio in 10 years through
“Monte Carlo Simulations” of the
current portfolio, taking into account
that the guidelines of the Treasury in
terms of issues that are maintained
over time, together with the correlation
of macroeconomic variables.




OC 1

® Observatorio
de Coyuntura
Econdmica

Internacional

Community Budget
1) Budget Principles

The general budget of the European
Union is document in which the income
and expenditure relating to the policies
supported by the Union must be
approved. The budget excludes the
European Development Fund, which
manages aid programmes to countries
in Africa, the Caribbean and the Pacific
and which is directly financed by
contributions from the member states,
as it is not subject to the annuity
principle and is controlled by the
European Commission, which is the
body in charge of approving its
projects.

The principles that govern the budget
are common to those corresponding to
member states and are as follows:

a) Principle of budget unity and
veracity: all income and
expenditure included in one sole
document.

b) Principle of annuity: budget
loans and credits are authorised
for the year from January to
December, except in the United
Kingdom.

¢) Principle of equilibrium:
borrowing is not an option.

d) Principle of universality: income
and expenditure amounts are
recorded in full. There cannot
compensation between them.

e) Principle of budget speciality:
loans and credits must affect

one same purpose  and,
therefore, must have a specific
objective.
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f) Principle of good financial
management:  principles  of
economics, effectiveness and
efficiency.

g) Principle of transparency.

Although the budget is passed on an
annual basis, its approval is limited by
the financial framework, which is the
set of maximum limits which are
approved caption by caption of groups
of income and expenditure and which
are in force for a period of seven years
(2000-2006). The financial framework
is passed jointly by the Parliament, the
Council and the Commission.

The multiple-year restrictions were
introduced in light of the annual tension
when it came to passing budget in the
1980s, and was first employed in 1988
for a period of five years by Delors.

In the document detailing the financial
framework, maximum  expenditure
commitments are stated in millions of
constant euros and as a percentage of
gross national income, in accordance
with the growth forecast. In addition to
this, a threshold is established for the
main revenues, denominated equity,
according to gross national income. A
cushion or safety margin between both
captions is also established in order to
meet extraordinary expenses and lower
growth forecasts than those initially
predicted.

The aforementioned principles, such as
that of annuity, the borrowing
prohibition and financial restrictions for
periods of several years are formally
established as such in the Treaty of the
European Constitution.
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2) Budget Structure

Practically all budget income (more
than 99%) are called equity. This set of
revenues includes customs duties,
agriculture duties and contributions
from the sugar sector, VAT and
contributions from member states
according to their Gross National
Income (GNI). The sum of all these
annual incomes over the period from
2000-2006, in accordance with the
financial framework approved, cannot
exceed 1.24% of GNI. The most
important source of income is the
contribution from GNI, which accounts
for close to 73% of total income for
2005.

Less than
redeeming
Commission,

1% corresponds to
loans awarded by the

reimbursements  from
community programmes, interest
resulting from liquidity investments,
sale of properties and other asset and
miscellaneous transactions.

Table 9: 2005 Income Budget for the
European Union

INCOME

€Mn %
MISC. INCOME 1,041 0.98%
CUSTOMS + OTHE 12,363 11.63%
VAT 15,313 14.41%
% of GNI 77,583 72.98%
TOTAL 106,300 100.00%

Source: Diario oficial de la Unién Europea

Equity represents 0.99% of GNI in 2005
and, therefore, below the threshold
contemplated in the financial
framework 2000-06 of 1.24%.

Net customs duties and sugar and
agricultural contributions do not all go
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to the community treasury. Only 75% is
included as budget income.

As far as VAT is concerned, in 2005
0.31435837 is applied to 1% of VAT
with the limit of 0.5% of GNI for each
member state. In order to calculate GNI
shares, the coefficient of 0.7330195 is
applied to 1% of each country’s GNI.
The famous British Cheque, which
amounts to €5,115.15Mn, must be
subtracted from this total. The British
cheque was approved in 1984 in
compensation for a country that
contributed much but received little aid
from the Common Agricultural Policy
(CAP) at a time when its weight in the
budget was excessive.

Table 10: 2005 European Union Budget
Expenditure Statement

\ EXPENSES  |%

AGRICULTURE | 49,115 46.2%
STRUCTURAL AC| 32,396 30.5%
DOMESTIC POL 7,924 7.5%
FOREIGN ACT 5,476 5.2%
ADMINISTRATIOI 6,351 6.0%
RESERVES 446 0.4%
PREADHESION 3,287 3.1%
COMPENSATION| 1,305 1.2%
TOTAL 106,300 100.0%

Source: Diario Oficial de la Unién Europea

On the expenditure side of the balance
sheet, CAP and Structural and Cohesion
Funds absorb almost 77% of the
Budget Expenditure Statement. A
reserve allowance is generated in
provision of extraordinary expenses,
which amounts to 0.4% of the total.
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3) Budget Approval and Control
Mechanisms

The system employed to pass the
European Union budget differs to those
used by each member state. While in
the second case it is the parliament
that approves the budget and always
have the last word, in the case of the
EU budget, the council and the
parliament actively intervene.

The first draft is prepared by the
Commission, in accordance with the
priorities agreed by the Parliament and
the Council, which at the same time
may make posterior amendments.

The draft is revised by the Council,
which, following a meeting with a
parliament delegation, elaborates the
draft of the Council's budget.

In light of the fact that the last word on
obligatory expenses corresponds to the
Council, while discretionary expenses
correspond to the Parliament, the draft
undergoes a first hearing in the
Parliament, during which amendments
in discretional expenditure can be
made, together with proposals for
modifications in obligatory expenses.

The draft goes back to the Council,
where the amendments to discretional
expenditure are incorporated and the
proposals for modifications to
obligatory expenditure in the budget
are either accepted or rejected,
following a meeting with parliamentary
delegates. At the same time, the
council proposes modifications to
discretional expenditure.

Finally, the Parliament assumes the
decisions made concerning obligatory
expenditure and approves or rejects the
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proposals on discretional expenditure.
If three out of the five votes are
positive, the budget is passed. Once
the budget has been passed, the
Commission can propose modifications,
in exceptional or unexpected
circumstances.

When it comes to executing the
budget, the Commission entrusts
expenditure to National, Regional and
Local Governments with the job of
managing the funds, as is the case with
CAP or Structural Funds. On the income
side, member states are charged with
the job of collecting revenues. The
Commission must give the stamp of
approval concerning whether or not the
rules have been followed and European
Institutions authorises payments and
stipulates the conditions. The
Commission also has the power to
outsource services, although under its
own responsibility.

As is the case in other public
administrations, there is both internal
and external control. Internal controls
are carried out by civil servants at
European institutions, who authorise
expenditure or income, apart from
having a monitoring system to fight
fraud. External controls are carried out
by an independent Accounts Tribunal,
which compiles a report of account
capitalisation and recommendations
and the replies from the institutions
involved.

the

4) Outlook for 2007-13

Financial Framework

The objectives deemed vital in the
financial framework for 2000-06, that
establishes a 1.24% of GNI limit for
equity, have been pre-accession, the




® (Observatorio

de Coyuntura
O‘ 1 Economica
Internacional

enlargement of the European Union c) Citizenship, freedom, security
and the reform of the CAP. and justice: border control,
immigration and refugee policy,
The priorities put forward by the public health, consumer
Commission for the 2007-2013 financial protection, culture, youth and
framework are to foster sustainable citizen information.
development, give a full meaning to the d) The European Union as a global

concept of European citizenship and
promote coherency in Europe’s role as
a world partner.

partner: integration of all
development aid (EDF) and
foreign affairs.

In order to achieve this, the following e) Administration.

structure and limits are proposed: The Commission plans to maintain the

equity threshold at 1.24%, although

a) Sustainable development payment commitments will reach
divided into two blocs: 1.14% - thus leaving a margin of such.
" However, a new source of income that

- Competitiveness for

does not increase the tax burden is
proposed. This would be a corporate or
energy tax, or a real VAT.

growth and employment:
improve technological

research and
:ﬁ\d/elopment,prg?eusz?;:); T_his propc_)sal has not been accepted by
training, social political six countries (Qermany, France, the UK,
agenda’ and Swgden, Austria and the Netherland§),
interconnecting which seek to Ilower the equity
networks thresholq to 1% of GNI. Luxembourg,
' current in the Presidency, proposes an
- Greater cohesion: intermediate solution, which would
convergence, regional mean a threshold of 1.15%, cohesion
competitiveness and expenditure cuts and a decrease in the
employment. British cheque. The UK, however, has
- European  cooperation threatened to veto if the cheque is
through across frontier reviewed.
programmes.
b) Conservation and management Valencia, June 2 2005
of natural resources, including Nicolas Jannone

CAP, rural development, fishing
policy and environmental action.
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3.- Spain
Introduction

The Spanish Treasury underwent a
strong process of decentralization
throughout the 1980s and 90s. As a
result, revenue and above all
expenditure of the central government
and its autonomous organisms has
been significantly redistributed. The
State is currently responsible for 49%
of total public sector expenditure,
without taking into account social
security, while regional governments
account for 33% and local bodies the
remaining 18%.

The decentralisation of expenditure has
only partially spilled over into the
income side of the balance sheet. The
central government is still mainly in
charge of income, which it receives on
behalf of the public sector and later
redistributes. Regional and Local
Governments have limited regulatory
power in financial issues.

Apart from the decentralization that the
Spanish Treasury has undergone over
the past two decades, other equally
important changes have been
witnessed that have also marked its
development in recent years.

It is worth highlighting, amongst other
things, that:

- Growing public sector
expenditure has been curtailed.

- Government revenue has risen
gradually.

- The structure of the tax system
has been modified, with indirect
taxation becoming the mainstay
of public income.

- The financial burden on
government debt has been
reduced.

- The saving rate has grown
markedly.

- Government investment has
gradually dwindled.

- Total government debt has
decreased in size.

- Social security registers a

surplus.
- Regional governments display
imbalances.

In the next section, some of these
features are discussed:

Growing public sector expenditure
has been curtailed

In contrast to the tendency which
began in the 1960s, characterized by a
constant and uninterrupted rise in
public sector spending in terms of GDP,
government current expenditure has
been appreciably restrained since 1993.
The all-time high recorded in the 1960s
of 42.6% has dropped by 7.4% in
relative terms to 35.2% in 2004, one of
the most significant decreases within
the Organisation for Economic Co-
operation and Development.

Figure 1: Current Income and
Expenditure
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The Increase in the Tax Burden

While expenditure has been controlled,
current receipts have risen gradually
but constantly in relative terms. After
Economy Minister Pedro Solbes agreed
to lower social security payments in
1993 (the only decrease approved in
this epigraph), income has grown
smoothly resulting in an increase in the
tax burden from 37.4% in 1995 to
39.8% in 2004.

Change in Tax Structure

Similarly, the continuous and varied tax
reform bills passed in recent years have
affected all taxes, but indirect taxation
in particular (tax brackets have
narrowed; maximum amounts subject
to taxation have dropped as have rates,
and bases have been indexed). As a
result, there has been a change in
relative importance of the various taxes
and the tax system has become
somewhat less progressive.

Figure 2: Tax Revenue
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The three largest sources of tax
revenue are as follows:

- Social security quotas, which
have remained considerably
stable at around 13.5% of GDP.
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- Indirect taxes (particularly VAT
and special taxes which have
become the system’s greatest
earners) which have increased
their share of total tax revenue
from 10.2% in 1996 to 12.4% in
2004.

- Direct taxation (income tax and
corporate tax, mainly) have
fluctuated the most. On the one
hand, more adjustments and
changes have been made to
direct taxes than to any other
taxes in recent years. On the
other hand, they are also seen
to be affected the most by
cyclical factors (income and
profits are more volatile than
expenditure). Therefore, the
marked fall in 1993 (with the

economic  crisis) and the
recovery in corporate profits
that followed (which

accompanied the boom in the
Spanish economy in later years)
explain to a great extent why
the contribution of direct taxes
to public sector current receipts
has fluctuated so  much.
Nevertheless, the result of these
two effects is none other than a
gradual decrease in direct
taxation’s relative share of total
income.

Deficit Disappears

The combination of both curbing
expenditure and smoothly increasing
income had an immediate effect on
imbalances, which were corrected, and
the pubis sector deficit, which
disappeared.




OC 1

® Observatorio
de Coyuntura
Econdmica

Internacional

Figure 3: Government Gross Saving and
Net Borrowing
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While the public sector needed to
borrow the equivalent of 6.7% of GDP
in 1993, this figure barely reached
0.3% in 2004, with the subsequently
favourable impact on private funding.
At the same time, this pattern has
acted as a counterweight to the
economic environment, which has been
out of sync with the economic cycle in
the Euro-zone, within the framework of
single monetary policy.

The aforementioned patterns in current
income and expenditure have logically
resulted in a continuous improvement
in the public sector savings rate, which
has risen from -1,8% of GDP in 1995 to
45% of GDP in 2004. This is a
substantial change within the
framework of the Stability and Growth
Pact.

The Budget as a Cycle Control Tool

The budget has become, as indicated in
the previous section, the only tool of
any importance that is available to
Euro-zone member states when it
comes to staying on top of the current
economic environment.
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Being out of sync with the economic
cycle in the Euro-zone and investing
strongly, as has been the case with
Spain in recent years, has meant that
the public sector has been forced to
offset expansive phases by increasing
its surplus in order to smooth out
tensions in aggregate demand. As a
result, the domestic saving rate has
increased. Therefore, the public sector
will be able to face up to weak
aggregate demand when the expansion
inverts, without mailing to comply with
the stability pacts, which are
indispensable in the monetary union
regardless of the formula finally agreed
upon.

The debate should probably focus more
on whether or not the role of fiscal
policy in offsetting the absence of
monetary policy has been suitable. In
light of the pattern of prices and
marked foreign trade imbalances, the
conclusions drawn cannot all be
positive. Despite achieving budget
equilibrium and a strong rise in the
public sector saving rate, financial
policy has not been flexible enough to
seriously face up to the cycle, really
offset the lack of one’s own monetary
policy and curb expansive Euro-zone
monetary policy that was creating more
liquidity than the Spanish economy
needed.

