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ABSTRACT  

 
This paper discusses the public finances of the 10 new EU 

countries from Central and Eastern Europe, with particular em-

phasis on the effects of the global financial crisis that started in 

2008. The budget outcomes have differed markedly across the new 

EU countries, both before and during the crisis. The direct impact 

of the crisis on public finances was limited, but the severe down-

turns have strained public finances and increased debt ratios. Es-

timations of budget reaction functions reveal that the overall budg-

et balance has, in general, been moderately counter-cyclical, but 

also that the counter-cyclicality derives entirely from the revenue 

side. The medium-term fiscal outlook rests, to a large extent, on the 

prospects for growth. The uncertainties regarding future economic 

growth and stability in financial markets suggest that several of the 

new EU countries need to tighten fiscal policies as a medium-term 

prudential measure.  
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1. INTRODUCTION 

 

The global financial crisis built up during 2008 and 

culminated in the bankruptcy of Lehman Brothers in 

September 2008. The crisis immediately spilled over to 

the 10 new EU members from Central and Eastern Eu-

rope, i.e. the Czech Republic, Estonia, Latvia, Lithua-

nia, Hungary, Poland, Slovenia and Slovakia, which all 

joined in 2004, and Bulgaria and Romania, which 

joined in 2007. Capital inflows to the region retrenched 

markedly resulting in tighter borrowing conditions from 

2008. Domestic demand contracted and export volumes 

fell, and as a consequence, all countries in the region 

experienced markedly lower GDP growth from the 

fourth quarter of 2008.  

 

This paper discusses the impact of the global finan-

cial crisis on public finances in the new EU countries 

from Central and Eastern Europe in the short and medi-

um term. The crisis opened up a dilemma: It increased 

the appeal to governments of intervening in the econo-

my to curb the downturn, save jobs and limit social 

problems, but it also exposed fiscal vulnerabilities that 

constrained the ability of the public sector to play an 

active role. The crisis posed considerable challenges to 

the management of public finances in the new EU 

members from Central and Eastern Europe. 

 

This paper has three main aims. First, it gives de-

tailed information on the fiscal policy response in 2008-

09 to the financing problems and economic downturn in 

the 10 new EU members following the global financial 

crisis. Second, the paper divides the fiscal policy re-

sponses into automatic stabilizer effects and discretion-

ary policy measures in order to assess the different fis-

cal priorities. Finally, the paper discusses the challenges 

of fiscal policy management arising from the crisis, in 

particular measures to reduce the probability of fiscal 

crises in short and medium term.  
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The discussion focuses on the new EU countries 

from Central and Eastern Europe. These countries have 

attained high growth rates since the mid-1990s and are 

regularly classified as emerging economies. They are, 

however, also members of the EU and their fiscal policy 

must therefore be managed within the overall institu-

tional framework and rules of the EU, including the 

Stability and Growth Pact. These countries were among 

the first to experience budget financing problems fol-

lowing the collapse of Lehman Brothers and in this re-

spect they were ahead of developments in Western Eu-

rope, where fast-growing economies in the geographical 

periphery encountered serious fiscal problems in 2010. 

A study of fiscal policy in the new EU countries is also 

instructive because the region overall was among the 

worst affected by the global financial crash. The region 

exhibits substantial heterogeneity, which may facilitate 

inference in the empirical analysis; in 2009 GDP fell 

between 14 and 18 percent in the Baltic countries, while 

it grew modestly in Poland.  

 

Since the collapse of Lehman Brothers in 2008, the 

management of fiscal policies has been a focus of poli-

cy debates as well as of economic research. At an early 

stage the debate centered on the desirability of fiscal 

stimulus (e.g. Spilimbergo et al. 2008; Debrun & Ka-

poor 2010), but it later branched into the question of 

fiscal consolidation (e.g. EC 2010, part III; Miyazaki 

2010, Barrios et al. 2010). In most instances, however, 

these studies have dealt with the mature economies in 

America and Europe, which have well-developed finan-

cial markets and a history of relative macroeconomic 

stability.  

 

IMF (2009b) provides a policy-oriented discussion 

of the impact of the global financial crisis on fiscal poli-

cies in both mature and emerging economies. The paper 

presents numerical estimates of the budgetary effects of 

automatic stabilizers and discretionary measures in 

2008-10 and also provides some medium-term projec-
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tions of the fiscal stance. The paper warns that fiscal 

solvency is threatened in some countries and suggests 

structural reforms to increase the trend growth. The pa-

per only deals explicitly with the budgetary situation in 

a few of the new EU countries from Central and Eastern 

Europe.
1
  

 

Unsurprisingly, the annual reports of the European 

Commission on public finances in Europe also discuss 

the impact of the global financial crisis (EC 2009b, 

2010). The reports provide detailed information on the 

stance and outlook of the general government budget of 

each member country in the EU. A particular focus is 

put on calculating the cyclically adjusted budget bal-

ance, which is used to assess the appropriateness of the 

fiscal stance. The results are subject to substantial un-

certainty, in part because the calculations use estimates 

of the output gap. EC (2010, ch. 6) notices that large 

current account deficits increase the tax base with a de-

rived positive effect on the budget balance. If current 

account imbalances are taken into account, the structur-

al budget balance for the period 2005-09 is reduced 

substantially for many of the new EU countries. The tax 

base effect may also explain why the global financial 

crisis, which led to marked reductions in capital in-

flows, had such a large impact on the budgets of the 

new EU countries.  

 

Darvas (2010) considers the impact of the global fi-

nancial crisis on the public finances of a large set of 

post-communist transition countries. It is argued that 

fiscal policy measures have often been pro-cyclical and 

that this has aggravated the fiscal problems stemming 

from the crisis. The paper advocates budgetary reforms 

to avoid a pro-cyclical policy bias and to foster fiscal 

consolidation. Zaidi & Rejniak (2010) discuss fiscal 

                                                 
1
 Fiscal policy issues in the wake of the global financial crisis have 

been discussed in EC (2009b, part I, ch. 2), EC (2009d), IMF 

(2009b), IMF (2009c) and WB (2009, ch. 1). 
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policy issues in the 10 new EU countries starting from 

the global financial crisis, but the paper largely consid-

ers long-term sustainability issues, in particular the im-

pact of the ageing populations in the countries in the 

region.  

 

Andor (2010) discusses the reasons why Hungary 

experienced serious fiscal problems in the wake of the 

global financial crisis. It is argued that the problems can 

only be partly explained by fiscal prolificacy; a sudden 

stop in the availability of financing – as frequently seen 

in emerging economies – also played an important role. 

Mihaljek (2009) provides a narrative of the budget 

planning process in Croatia in 2009 and describes the 

impacts of the financing constraints afforded by the 

global financial crisis. It is argued that the costs and 

availability of financing were such that expansionary 

fiscal policies were infeasible. The same unfavorable 

financing environment was present in many other coun-

tries in Central and Eastern Europe.  

 

The fiscal problems that emerged first in the new 

EU countries and subsequently in the “old” EU15 coun-

tries have led to a renewal of the debate about the fiscal 

policy set-up in the European Union and the degree of 

fiscal integration.
2
 Dabrowski (2010) advocates an in-

crease in the fiscal capabilities of the EU, but also pro-

poses measures to complete the internal market such as 

joint financial supervision.  

 

The present paper has a unique regional focus, viz. 

the 10 new EU countries from Central and Eastern Eu-

rope, which in many respects share economic and fiscal 

institutions, but which have been affected by the global 

financial crisis to varying degrees. The fiscal policy 

challenges during the immediate downturn following 

                                                 
2
 These issues already featured prominently at the inception of the 

European Monetary Union and resulted in the Stability and Growth 

Pact (De Grauwe 2007, ch. 5).  
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the global financial crisis are carefully depicted and 

analyzed. A main contribution is the estimation of 

budget reaction functions, which makes possible a de-

composition of the fiscal policy response to the crisis.  

 

The rest of the paper is organized as follows: Sec-

tion 2 gives background information on the role and 

management of the government sector in the new EU 

countries. Section 3 discusses briefly the impact of the 

global financial crisis on their economies. Section 4 

presents data on the immediate fiscal response to the 

crisis. Section 5 estimates budget reactions based on 

data from 1995 to 2008 and assesses the automatic and 

discretionary reaction to the crisis. Section 6 discusses 

the medium-term fiscal policy challenges. Finally, Sec-

tion 7 summarizes the paper and brings up some policy 

perspectives.  

 

2. THE PUBLIC SECTOR IN THE NEW EU 

COUNTRIES  

 

Beyond sharing a communist past and a geograph-

ical position, the new EU countries from Central and 

Eastern Europe are relatively heterogeneous. The size of 

the population varies from more than 38 million inhab-

itants in Poland to less than 1.4 million in Estonia at the 

beginning of 2009. The per capita income adjusted for 

purchasing power parity ranges from approximately 30 

percent of the EU15 average in Bulgaria to 80 percent 

of the EU15 average in Slovenia across the years 2006-

08 (Eurostat, author’s calculations).
3
  

 

There is substantial variation in the size of the state 

across these countries, reflecting different economic and 

social models (Fenger 2007, Kogan et al. 2008). The 

Baltic countries adopted at an early stage of the transi-

tion process an economic model based on openness, low 

                                                 
3
 Detailed data sources for all economic data series used in this 

paper are available in Staehr (2010).  
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taxes and relatively basic provision of education, health 

and social welfare. Variations of this economic and so-

cial model were adopted by Slovakia, Bulgaria and 

Romania at later stages of the transition process, often 

following economic and/or political crises. These coun-

tries have general government expenditures of 35-40 

percent of GDP (Staehr 2010).  

 

The Central European countries Poland, the Czech 

Republic, Hungary and Slovenia have relatively large 

public sectors, with public expenditures of 40-50 per-

cent of GDP. The Central European countries have gen-

erally maintained a more predominant role for the gov-

ernment and relatively generous pensions, unemploy-

ment insurance and social subsidies. Hungary stands out 

with very large government expenditures, in part re-

flecting substantial interest payments from accumulated 

government debt.  

 

Figure 1 shows the general government gross debt 

in each of the 10 new EU countries as well as the aver-

age in the EU15 countries in 2001 and 2007. The debt 

levels in the new EU countries have been relatively 

moderate compared to the EU15 average, with the ex-

ception of Hungary.  

 

Many of these countries entered the post-communist 

period in the early 1990s with limited government debt, 

the exceptions being Poland, Hungary and Bulgaria. 

Poland rescheduled its debt (and received substantial 

debt relief) in the early 1990s. Hungary opted not to re-

structure its communist era debt; its debt as a share of 

GDP declined in the 1990s, but grew markedly from 

2002 as a result of expansionary fiscal policies. Bulgar-

ia has undergone a rapid debt consolidation since the 

mid-1990s, aided by high rates of growth. 

 

The overall picture is that the fiscal position was 

fairly benign in most of the new EU members at the 

outset of the global financial crisis. Government debt 
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has been maintained at manageable levels, with Hunga-

ry a partial exception. This outcome must be seen in the 

light of high trend growth in most of the countries from 

the mid-1990s to the outbreak of the global financial 

crisis. High trend growth makes it easier to avoid large 

budget deficit, but also contributes to a lower debt as a 

share of GDP by increasing the denominator (EC 2009, 

ch. 3).  

 
Figure 1. Government consolidated gross debt in the new EU 

countries and the EU15, percent of GDP, 2001 and 2007 
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The benign fiscal situation arguably reflects the po-

litical priorities in the 10 new EU countries. In many 

respects, the government debt position in 2007 mirrored 

the size of the state in each individual country. Poland 

and Hungary had the largest public sectors and the 

highest debt ratios in 2007, while the Baltic countries, 

Romania and Bulgaria had relatively small public sec-

tors and the lowest debt ratios.  

 

External constraints arguably restrain fiscal policy 

in the new EU countries, both through institutional re-

quirements and numerical targets. The budgetary insti-

tutions and the policymaking processes broadly follow 

the set-up in the EU15 countries as applicant countries 

were required to satisfy the acquis communautaire in 
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order to gain membership. A number of the chapters of 

the fifth enlargement dealt with fiscal policies, taxation, 

financial control and budgetary provisions (Daviddi & 

Ilzkovitz 1997).
4
  

 

Studies suggest that the de facto quality of the fiscal 

policy decision and implementation processes does not 

differ markedly between the new EU members from 

Central and Eastern Europe and the average of the old 

EU15 countries. Countries like Estonia, Poland and 

Romania attain overall high scores, while Hungary and 

Latvia attain relative low scores regarding the decision-

making process (Fabrizio & Mody 2008, Darvas 2010, 

Staehr 2010).  

 

Membership of the EU implies that the fiscal policy 

outcome is subject to the Stability and Growth Pact 

(SGP), which stipulates that the budget deficit must not 

exceed 3 percent of GDP and that the government debt 

must not exceed 60 percent of GDP or must be ap-

proaching that value. The impact of the SGP on fiscal 

policy is uncertain and may differ across countries. It 

has been argued, however, that the targets of the SGP 

have functioned as important navigation marks for the 

broad fiscal policy formulation in the new EU countries 

(Annett 2006).  

 

3. THE IMPACT OF THE GLOBAL FINANCIAL 

CRISIS ON THE NEW EU COUNTRIES  

 

The immediate effect of the collapse of Lehman 

Brothers was a severe liquidity squeeze which almost 

instantaneously spread from the US to financial markets 

                                                 
4
 Hallerberg & Ylaoutinen (2008) find that the fiscal governance in 

the new EU countries improved markedly prior to their accession 

to the European Union, but less progress was discernable after ac-

cession. Berger et al. (2007) argue that the disciplining effect var-

ies across countries depending on their political clout prior to ac-

cession.  
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across the world leading to falls in prices and trading 

volumes. The secondary effect emerged in the fourth 

quarter of 2008 as the financial crisis spread to the real 

economy through contractions in investment and con-

sumption demand and in global trade volumes.  

 

The liquidity squeeze meant that investors shunned 

non-prime financial assets, resulting in a sudden stop of 

capital inflows to many emerging economies, including 

the new EU countries from Central and Eastern Europe 

(EC 2009c; Gardo & Martin 2010). Several govern-

ments faced borrowing problems (discussed in Section 

4 below), prices on financial markets plummeted and 

many banks in the region saw their access to foreign 

capital severely curtailed as international lenders cut 

their exposure to the region. In spite of the tightening of 

credit conditions, very few banks experienced life-

threatening problems. The main reason for this is argu-

ably that most banks in the region were foreign-owned. 

The owners of the banks, typically West European 

banks, have stood by their affiliates and avoided exces-

sive withdrawal of funds (EBRD 2009, ch. 2).  

 

The real economy in most of the new EU countries 

contracted already in the fourth quarter of 2008. The 

credit squeeze hampered borrowing conditions for 

households and firms, and this had subsequent adverse 

effects on domestic consumption and investment de-

mand, and external demand dropped due to the down-

turn in the global economy (Gardo & Martin 2010).
5
  

 

                                                 
5
 Econometric analyses based on cross-sectional datasets suggest 

that the contractions of GDP growth in emerging economies were 

closely correlated with the growth in their trade partners 

(Blanchard et al. 2010). The contractions were largest in countries 

with highly leveraged financial systems and rapid credit growth 

prior to the crisis (Berkmen et al. 2009). A larger share of foreign 

bank ownership appears, however, to have mitigated the GDP set-

back (Berglof et al. 2009).  
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Figure 2 shows real GDP growth in each of the 10 

new EU countries from 2007 to 2010, using forecasts by 

the European Commission for the 2010 data. Until the 

outset of the global financial crisis, the growth rates in 

the new EU countries generally exceeded the EU15 av-

erage, reflecting a catching-up process with new EU 

countries with relatively low initial income levels nar-

rowing the income gap to the more developed EU15 

countries.  

 
Figure 2. Real GDP growth in the 10 new EU countries, 2007-

10, percent per year 
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Source: Eurostat.  

 

There are substantial differences in the output per-

formance across the 10 countries after the start of the 

global financial crisis. The Baltic countries stand out 

with double-digit GDP falls in 2009, while Poland 

stands out for the opposite reason, maintaining modest 

positive growth in 2009. The remaining countries all 

exhibit declines in GDP ranging from 4 to 7 percent in 

2009. The unenviable output performance in 2009 

should be seen in light of the preceding high growth 

rates. The Baltic countries saw their growth rates re-

duced by 20-30 percentage points from 2007 to 2009, 

while other countries have seen reductions of 5-15 per-

centage points. 
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Unavoidably, the sharp downturns in many coun-

tries have entailed substantial social costs in the form of 

higher unemployment and increased poverty rates. Un-

employment rates grew markedly in 2009, in particular 

in the three Baltic countries (Staehr 2010).  

 

4. THE SHORT-TERM EFFECTS ON PUBLIC 

FINANCES OF THE GLOBAL FINANCIAL 

CRISIS  

 

The global financial crisis affected public finances 

in the new EU countries in numerous ways. The main 

challenge immediately after the bankruptcy of Lehman 

Brothers was the credit squeeze, which affected both 

public and private borrowing in the region. Data on 

long-term interest rates are unlikely to give a full pic-

ture as governments simply ceased to issue new debt 

and to roll over existing debt and instead turned to other 

sources of financing such as direct borrowing from 

banks or multilateral lenders like the IMF. 

 

An alternative measure of credit market tightness is 

the cost of insuring against the default of the borrower 

through credit default swaps (CDS). Figure 3 shows the 

annual CDS spreads on 5-year government bonds for 

the new EU countries. The CDS spread is a measure of 

the market’s pricing of the risk that the government will 

default on a given bond series within a year, but the 

measure should be interpreted with caution as liquidity 

in many CDS markets is very limited.  

 

The rapid increase in the CDS spreads in autumn 

2008 coincides with the default of Lehman Brothers and 

is the result of a “flight to quality” in financial markets 

across the world. It is noticeable, however, that the 

spreads vary markedly across countries, signifying dif-

ferent assessments of the risk of the government de-

faulting. In Figure 3, Latvia, Hungary and Poland have 

the highest CDS spreads, while Poland and in particular 
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Slovenia have substantially lower spreads. The CDS 

spreads have generally come back down since the se-

cond quarter of 2009, but remain substantially above the 

levels recorded before the global financial crisis broke 

out.  

 
Figure 3. Credit default spreads on 5-year government bonds, 

percent per year, monthly frequency, end of month, Jan. 2007 – 

Sept. 2010 
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The CDS spreads provide a gauge of the financing 

problems faced by the governments in the new EU 

countries. Hungary and Latvia faced severe liquidity 
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squeezes immediately after the Lehman Brothers bank-

ruptcy. After short preparations, the two countries re-

ceived bailouts in the form of lending packages ar-

ranged and financed by, inter alia, the IMF, the Europe-

an Union, the World Bank, the European Bank for Re-

construction and Development and neighboring coun-

tries.  

 

Hungary had accumulated substantial government 

debt, which had to be rolled over at regular intervals, 

and was therefore susceptible to changes in financial 

market sentiment. A record of substantial deficits in the 

years leading up to the global financial crisis also meant 

that the government had limited credibility in the wors-

ened financial climate. The conditionality of the pro-

gram required the Hungarian authorities to take steps to 

improve the budget balance at an early stage. 

 

The Latvian financing problems emerged in a situa-

tion where the government debt was around 10 percent 

of GDP. The liquidity squeeze in international financial 

markets had, however, led to the collapse of the largest 

domestically owned bank, Parex Bank, and the govern-

ment had had to step in and rescue the bank. This meant 

that the government had an immediate and substantial 

financing requirement that could not be met by private 

lenders. The markets lost their confidence in the gov-

ernment, given increased uncertainty regarding the fu-

ture path of government finances and the possibility of 

further problems in the financial sector.  

 

Continued financial instability, including weakness 

in non-prime government bond markets, induced Ro-

mania to seek international assistance in the beginning 

of 2009. The initial government debt was modest, but 

uncertainty about the budgetary stance in 2009 strained 

the government’s financing options.  

 

In the climate of substantial uncertainty in world fi-

nancial markets in the spring of 2009, Poland became 
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one of the first countries to agree a “flexible credit line” 

with the IMF; the program was precautionary and only 

to be used in case of deteriorating market sentiments 

caused government financing problems or other forms 

of financial instability in Poland. The credit line had not 

been used in its first one-and-a-half years.  

 

The immediate financing concerns in autumn 2008 

and at the beginning of 2009 were followed by concerns 

regarding the overall budgetary stance. The direct budg-

etary impact of the financial crisis was modest. Whereas 

bailouts of banks and other financial sector entities have 

led to substantial direct and indirect costs in many 

Western European countries, such costs have been 

largely absent in the new EU countries as there were no 

major financial sector bailouts, apart from the bailout of 

Parex Bank in Latvia (EC 2009d). The main impact of 

the global financial crisis on public finances in the 10 

new EU countries has been indirect through its effects 

on economic activity, unemployment, interest rates, 

etc.
6
 The treatment below focuses on developments in 

the main budget items of revenues, expenditures and the 

budget balance.  

 

As output plummeted at the end of 2008, tax reve-

nues undershot projected levels in all countries, while 

expenditures did not fall correspondingly. Figure 4 

shows the general government revenue as a percentage 

of GDP for 2007-09. For 2009 the measure is greatly 

affected by GDP falling rapidly in almost all countries, 

which automatically increases government revenues as 

a percentage of GDP if real (i.e. price deflated) govern-

ment revenues remain unchanged. We therefore also 

include an adjusted 2009 revenue share, which is com-

puted as the 2009 revenue share multiplied by one plus 

                                                 
6
 The budget developments in the new EU countries are considered 

in EC (2009b, 2009c, 2010). Darvas (2010) provides an appendix 

listing discretionary expenditures and revenue measures as well as 

various policies to support the financial sector. 
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the real GDP growth rate for 2009. If the price levels of 

GDP and government revenues coincide, the adjusted 

revenue share is simply the 2009 revenues as a share of 

GDP in 2008. Moreover, the adjusted 2009 revenue 

share relative to the (unadjusted) revenue share for 2008 

expresses the relative change in real government reve-

nues.
7
 Thus, in Figure 4, comparing the last column 

with the second column gives the development of real 

government revenues in the 10 new EU countries from 

2008 to 2009. 

 
Figure 4. General government revenues, percent of GDP, 2007-

09 
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7
 This is actually valid under the milder assumption that the in-

creases of the two price indices are similar. Use the symbol PR to 

denote the price index of government revenues, PY to denote the 

price index of GDP, R to denote the real revenues and g to denote 

the growth rate of GDP. The revenues as a share of GDP multiplied 

by one plus the growth rate is then ((PR R)/(PY GDP))·(1 + g). The 

measure relative to the revenue in the previous period is: 

)1()1()1()1(GDP)1(
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If the price increases of government revenues and GDP coincide, 

the expression simplifies to R/R(–1), i.e. the real revenues in the 

current period relative to the real revenues in the previous period.  
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Government revenues as a percentage of GDP were 

broadly at the same level in the three years under re-

view, with the main exception being Estonia, where 

revenues as a percentage of GDP grew almost 8 per-

centage points from 2008 to 2009. Hungary and Slo-

vakia also saw higher revenue shares in 2009, but the 

increases were relatively small. At the other end of the 

spectrum, Bulgaria and Poland had lower revenue as a 

percentage of GDP in 2009 than in 2008.  

 

The picture is affected by the large GDP falls in 

most of the countries in 2009. Comparing the revenue 

shares for 2008 (second column) and the revenues for 

2009 as a percentage of GDP for 2008 (last striped col-

umn), it follows that only Estonia and Slovakia sus-

tained the 2008 revenue intake in real terms during the 

crisis year 2009. The real revenue shortfalls were par-

ticularly large in Latvia and Lithuania, where the GDP 

losses were the largest.  

 

Figure 5 shows the general government expendi-

tures as a percentage of GDP for 2007-09; the expendi-

ture for 2009 is also computed as a share of GDP for 

2008. All the countries in the region saw expenditure as 

a percentage of GDP increase from 2008 to 2009, and 

the increase is substantial for many countries. However, 

comparing the change in real expenditure from 2008 to 

2009, it follows that most of the new EU countries kept 

real government expenditures relatively constant during 

the first year of the crisis. 

 

Latvia, Hungary, Romania and – to a lesser extent – 

Estonia managed to reduce their real government ex-

penditure from 2008 to 2009; the first three countries 

adjusted the budget policies as part of the conditionality 

of their IMF loans, while Estonia independently under-

took a fiscal consolidation. The Czech Republic, Poland 

and Slovenia saw moderate increases in their real gov-
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ernment expenditure resulting from stimulus packages 

(Darvas 2010).  

 
Figure 5. General government expenditure, percent of GDP,  

2007-09 
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Figure 6. Net general government lending, percent of GDP, 

2007-09 
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Finally, Figure 6 shows the headline consolidated 

government budget balance for 2007-09, i.e. the net ef-

fect of the changes in revenues and expenditure dis-
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cussed above. The budget balance as a percentage of 

GDP worsened from 2008 to 2009 for all countries ex-

cept Estonia. The deterioration of the budget balance 

was most pronounced for Latvia and Lithuania, which 

both hit deficits of around 9 percent of GDP in 2009. 

The deterioration was also substantial for Bulgaria, the 

Czech Republic, Poland, Romania, Slovenia and Slo-

vakia. All these countries had deficits in excess of 5 

percent of GDP in 2009, except Bulgaria which had a 

favorable starting point in the form of a substantial sur-

plus in 2008.  

 

The deficit in Hungary was around 4 percent of 

GDP in 2009, which was broadly the same as the previ-

ous year and one of the smallest recorded in the country 

within the decade. Estonia attained a deficit of only 1.7 

percent of GDP in 2009 in spite of GDP falling almost 

14 percent. The background for this extraordinary per-

formance was the goal of gaining access to the Euro-

zone, which requires that the budget deficit is below 3 

percent of GDP according to the Maastricht Treaty. Es-

tonia undertook a large array of budget cuts and revenue 

enhancing measures in order to strengthen the budget 

balance in 2009, cf. also Figures 4 and 5. Estonia also 

avoided noteworthy liquidity problems, in part because 

of the country’s stabilization fund.
8
 

 

5. BUDGET REACTION FUNCTIONS IN THE 

NEW EU COUNTRIES  

 

This section discusses the fiscal policies in the new 

EU countries after the crisis with particular emphasis on 

2009. One aim is to indentify the effect on the headline 

budget items coming from the automatic stabilizers 

(given unchanged policies) and the discretionary re-

sponse caused by changed policies. The automatic and 

                                                 
8
 Estonia has had the stabilization fund since 1997. The accumulat-

ed wealth in the fund amounted to around 8 percent of GDP at the 

end of 2008 and slightly less at the end of 2009 (IMF 2010a).  
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discretionary responses to the crisis in 2009 can be dis-

entangled using budget reaction functions estimated 

from prior to this year. Budget reaction functions may 

also allow an overall assessment of the fiscal policy 

outcome.  

 

Crossplots for annual real GDP growth (in percent) 

and the budget balance (in percent of GDP) for the 

years 1995-2008 show a high degree of correlation for 

all countries with the exception of Hungary (Staehr 

2010). Higher GDP growth has generally been associat-

ed with an improved budget balance. This suggests a 

counter-cyclical budget balance outcome. Such cross-

plots, however, may suffer from an endogeneity bias, as 

the slopes reflect the net outcome of the effect from the 

business cycle to the budget and from the budget to the 

business cycle. Moreover, omitted factors may help ex-

plain the budgetary stance independently of the cyclical 

stance.  

 

These issues can be addressed by estimating budget 

reaction functions where the budget variable is re-

gressed on the instrumented business cycle and other 

explanatory variables. The limited number of data 

points for each individual country necessitates the use 

of panel data estimation, but this may not be a large 

concern as crossplots suggest that the reactions to 

changes in GDP growth exhibit substantial similarities 

across the 10 countries, with Hungary as a partial ex-

ception.  

 

We estimate models for the overall government 

budget balance, the primary balance, the revenues and 

the expenditure. Each of these budget variables are 

modeled as a linear function of its one-year lagged val-

ue, the debt stock lagged one year and contemporaneous 

GDP growth. This estimation follows similar set-ups in 

several other studies (Fatas & Mihov 2001, Gali & 

Perotti 2003, Staehr 2008, Afonso et al. 2008). The 

GDP growth variable is included to assess the impact of 
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business cycle fluctuations on the budget variables. This 

choice has the advantage that it is not necessary to com-

pute the output gap, which is problematic in all circum-

stances, but particularly so when the economy faces a 

major downturn as experienced during the global finan-

cial crisis.
9
 The lagged dependent variable is included to 

capture possible persistence in the budget variable. The 

lagged debt stock can influence the budget directly as it 

affects the debt servicing costs, and indirectly if the 

government’s policies react to its net asset position.  

 

The main purpose of the estimations is to assess the 

effect of the business cycle position on different aggre-

gate budget measures. This estimated effect on the 

budget variable will generally include both automatic 

adjustment and policy steps systematically relating to 

the cyclical position. Thus, the estimated effect is an 

aggregate measure based on the outcome of fiscal poli-

cies, not on fiscal policy instruments such as tax rates or 

discrete spending measures (Kaminsky et al. 2004, 

Ilzetzki & Vegh 2008). 

 

The estimation methodology must take into account 

several issues. First, the estimated models should allow 

for fixed effects across the country dimension, given the 

simple specification of the dependent variables. The 

variables reflecting the business cycle, for instance, are 

not scaled to allow for different trend growth across the 

10 countries. Country fixed effects would mop up such 

time-invariant heterogeneity. Second, the GDP growth 

and unemployment variables – and to a lesser extent the 

lagged unemployment – will be endogenous with re-

spect to the budget variable to the extent that the budget 

variable affects these variables. Third, the inclusion of 

                                                 
9
 Computation of the output gap requires estimates of the full-

capacity output. The “end point problem” and repeated revisions of 

data mean that reliable estimates of the full-capacity output are 

only available with a substantial lag, perhaps 2 or 3 years (EC 

2010, ch. 5; Hallett et al. 2009). 
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the lagged dependent variable implies that the estimated 

coefficients will be subject to the Nickell bias if the 

model is estimated using fixed effects OLS (Nickell 

1981). 

 

The three estimation issues can be addressed by the 

use of the Difference GMM method developed by Arel-

lano and Bond or the System GMM method developed 

by Arellano, Bover, Blundell and Bond (Roodman 

2009). Both methods increase efficiency by making use 

of “expanding instruments”, i.e. by including progres-

sively more lags of the instruments as they become 

available. The System GMM estimator is generally the 

more efficient of the two estimators, and simulations 

suggest it performs well even in small panels with a low 

number of cross sections (Soto 2009).  

 

Table 1 shows the results of the panel data estima-

tions with different budget measures as dependent vari-

able. The estimation sample starts in 1999 and ends in 

2008. The choice of time sample implies that some very 

large deficits for, inter alia, Bulgaria and Lithuania are 

left out, reducing the risk of “outliers” affecting results 

unduly.  

 

Column (1) shows the results when the budget bal-

ance as a percentage of GDP is the dependent variable. 

There is substantial persistence in the variable although 

the estimated coefficient of the lagged budget balance is 

substantially below one. The coefficient of the debt 

stock is negative but not statistically significant. The 

coefficient of contemporaneous GDP is positive and 

around 1/3.  

 



PFM 10/4 

 

693 

Table 1. Estimation of budget reaction functions, 1999-2008 

 (1) (2) (3) (4) (5) (6) 

Dependent 

variable  
Budget 

balance 

Budget 

balance 

Budget 

balance 

Primary 

balance 
Revenues  

Expendi-

tures 

 
Percent of 

GDP 

Percent of 

GDP 

Percent of 

GDP(-1) 

Percent of 

GDP(-1) 

Percent of 

GDP(-1) 

Percent of 

GDP(-1) 

Dependent 

variable (-1) 

0.592
*** 

(0.074) 

0.518
*** 

(0.069) 

0.597
*** 

(0.080) 

0.521
*** 

(0.092) 

0.901
*** 

(0.057) 

0.749
*** 

(0.066) 

Debt (-1) 
-0.005

 

(0.010) 
.. 

-0.005
 

(0.011) 

0.017
** 

(0.009) 

0.031
*** 

(0.007) 

0.040
** 

(0.017) 

GDP growth 
0.329

*** 

(0.035) 

0.351
*** 

(0.029) 

0.328
*** 

(0.037) 

0.297
*** 

(0.039) 

0.248
*** 

(0.075) 

-0.096
 

(0.085) 

Constant 
-2.621

*** 

(0.219) 

-3.096
*** 

(0.316) 

-2.635
*** 

(0.226) 

-2.500
*** 

(0.196) 

1.457
 

(2.093) 

9.699
*** 

(2.486) 

AR(1) in 

first 

differences 

-1.64 

[0.100] 

-1.66 

[0.097] 

-1.66 

[0.098] 

-1.66 

[0.097] 

-2.56 

[0.011] 

-2.13 

[0.033] 

AR(2) in 

first 

differences 

0.51 

[0.607] 

0.51 

[0.608] 

0.56 

[0.578] 

0.46 

[0.647] 

0.69 

[0.487] 

1.65 

[0.099] 

Sargan over-

identification  

109.39 

[0.118] 

66.18 

[0.335] 

108.42 

[0.116] 

112.29 

[0.074] 

122.95 

[0.017] 

109.36 

[0.105] 

Sample years 99-08 99-08 99-08 99-08 99-08 99-08 

No. of 

observations 
97 100 96 96 96 96 

Notes: Estimation method is One-step System GMM with instruments lagged 2 and 
3 periods. White diagonal robust standard errors are shown in round brackets; p-

values are shown in square brackets. Superscripts ***, **, * denote that the coefficient 

is statistically different from 0 at the 1, 5 and 10 percent levels of significance re-
spectively. 

 

The country-specific fixed effects from (1) can be 

recouped from the residuals of the System GMM esti-

mation.
10

 The fixed effects, in percentage points of 

GDP, are: Bulgaria 1.3, the Czech Republic 0.0, Estonia 

0.6, Latvia -0.6, Lithuania -0.1, Hungary -0.5, Poland -

0.2, Romania -0.3, Slovenia 0.2, and Slovakia -0.7. 

Bulgaria and Estonia stand out with positive fixed ef-

fects indicating a higher budget balance than expected 

given the values of the explanatory variables, while 

                                                 
10

 The System GMM estimation method does not allow the direct 

extraction of country-specific fixed effects. The fixed effects re-

ported are the mean of the residuals for each of the countries.  
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Latvia, Hungary and Slovakia stand out with a lower 

budget balance than expected. These results suggest that 

the different fiscal policy stances, as discussed in Sec-

tions 3 and 4, cannot alone be explained by inertia, dif-

ferent business cycle stances or different debt stocks.  

 

Column (2) shows the results when the lagged debt 

stock is left out; the autoregressive coefficient is re-

duced somewhat, while the coefficient of the GDP 

growth variable is essentially unchanged from the speci-

fication in (1). Column (3) provides the results when the 

budget balance as a percentage of the GDP of the previ-

ous year is used as the dependent variable. The results 

are basically the same as those in (1) and it is particular-

ly satisfying that the estimated coefficient to the GDP 

variable does not change. Thus, the counter-cyclicality 

of the budget balance is not affected by a “denominator 

effect” where, for instance, higher contemporaneous 

GDP growth mechanically reduces the (absolute) value 

of the budget variable (see also Kaminsky et al. 2004).  

 

Column (4) gives the results when the primary 

budget balance is used as the dependent variable. The 

coefficient of the lagged debt stock is now positive and 

statistically significant at the 5 percent level. Taken lit-

erally, the result implies that a permanent increase in the 

debt stock by 10 percentage points would improve the 

primary balance by 0.15 percentage points in the short 

term and around 0.3 percentage points in the longer 

term.  

 

Column (5) presents the result when the dependent 

variable is general government revenue as a percentage 

of GDP for the previous year. The variable exhibits sub-

stantial persistence as witnessed by the coefficient of 

the lagged dependent variable being estimated at 0.90. 

A higher debt stock induces governments to increase 

their revenue, ostensibly to be able to service the debt. 

GDP growth increases the revenue in real terms, i.e. as 

a percentage of GDP for the previous year.  
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Finally, Column (6) shows that also government ex-

penditure also exhibits substantial persistence. It is, un-

surprisingly, a positive function of the debt stock. The 

estimated coefficient of the GDP growth variable is 

negative, indicating counter-cyclical expenditure, but it 

is relatively small and statistically insignificant. This 

suggests a weak or non-existent counter-cyclicality in 

government expenditure in the new EU countries, which 

may reflect the relatively ungenerous welfare systems in 

many of these countries.  

 

The results are commensurate with those found for 

the same group of countries in Staehr (2008). Further-

more, the European Commission produces cyclically-

adjusted budget data using measures of the output gap 

and estimates of the budgetary sensitivities (ECFIN 

2005). Although the methodologies differ somewhat, 

the budget sensitivities for both revenue, expenditure 

and the overall balance used by European Commission 

are of the same magnitudes as those estimated for the 

joint sample reported in Table 1. The results are reason-

ably robust to changes of the sample. For instance, the 

qualitative results obtained in (3.1) are qualitatively un-

changed if the sample is shortened by the removal of 

years from the beginning of the sample or the end of the 

sample (estimations not shown).  

 

The overall picture of the econometric analyses is 

that the budget balance exhibits substantial persistence, 

implying that changes to the balance may be long-lived. 

Budget deficits following a negative GDP growth shock 

may persist after the impulse triggering the deficit has 

vanished, even when the debt stock enters as a control 

variable. The debt stock has no discernible effect on the 

overall government budget balance, but higher debt im-

proves the primary balance. The budget balance is mod-

erately counter-cyclical. Furthermore, the counter-

cyclicality of the overall budget balance primarily orig-

inates from the revenue side of the budget, while the 
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expenditure side appears to be either a-cyclical or very 

modestly counter-cyclical.  

 

The budget reactions in Table 1 make it possible to 

decompose the headline fiscal position in 2009 into dif-

ferent components. Equation (1) is used to forecast the 

budget balance for 2009 using values for the explanato-

ry variables. The discrepancy between the actual budget 

balance and the forecast balance is taken as the measure 

of the discretionary fiscal policy response (Fatas & Mi-

hov 2001, Afonso et al. 2008). The predicted budget 

balance can be decomposed into the contributions from 

the different explanatory variables, including the auto-

matic response to GDP growth in 2009 and the persis-

tent factors such as the lagged balance, the debt stock 

and the fixed effect. Figure 7 shows the overall budget 

balance together with the contributions from the discre-

tionary policy response, the automatic stabilizer and the 

persistence effect.  

 

It follows from Figure 7 that the overall fiscal policy 

response to the crisis as well as the composition of the 

response varied markedly across the 10 countries. The 

persistent components collected are negative for all the 

countries, in part because most of the countries had def-

icits in 2008. All the countries except Poland had a neg-

ative contribution from the automatic stabilizer, the size 

of which is determined by the GDP performance for 

each country in 2009.
11

  

 

Most notable is the fiscal performance of Estonia, in 

particular the discretionary improvement in the balance 

of more than 6 percentage points in 2009. This reflects 

that Estonia adopted a range of expenditure cuts and 

                                                 
11

 EC (2010, p. 20) reports data on the discretionary stimulus and 

consolidation measure in 2009 based on the November 2008 Euro-

pean Economic Recovery Plan (EERP). There is a positive correla-

tion (correlation coefficient = 0.61) between the net EERP 

measures and the discretionary measures reported in Figure 7. 
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revenue enhancements for 2009, including higher un-

employment insurance contributions, diversion of pen-

sion contributions from private accounts to the state 

budget, a higher value added tax rate, higher excise tax-

es on energy, alcohol and tobacco etc. (IMF 2010a). 

Latvia and Hungary also undertook discretionary budget 

consolidation in 2009, partly in response to the condi-

tionalities of the IMF lending programs from the au-

tumn of 2008. Romania entered an IMF program in the 

spring of 2009, but no discretionary policy response is 

visible in 2009.  

 
Figure 7. Decomposition of the 2009 budget balance, percent-

age points of GDP 
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Poland undertook a substantial discretionary budget 

expansion in 2009. The expansion, together with the 

persistence component, led to a relatively large deficit 

in 2009 even though Poland was the only country in the 

sample to experience positive economic growth. Bul-

garia also undertook a large discretionary expansion in 

2009, but benefitted from a relatively modest downturn 

and a strong initial position.  

 

Based on the analyses in this and the previous sec-

tions, it is reasonable to divide the 10 new EU countries 

from Central and Eastern Europe into four “clusters” 
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based on their short-term fiscal policy response to the 

crisis.  

 The casualties: Latvia, Hungary and Romania en-

countered serious financing problems and had to 

turn to the IMF for support. These countries saw 

revenues contract in real terms, but also managed to 

cut real expenditures in 2009. In this group, Hunga-

ry was most successful in curbing its budget deficit 

through discretionary policy measures. 

 The activists: The Czech Republic, Poland, Slovenia 

and Slovakia had deficits of 6-8 percent of GDP in 

2009. The deficits were partly the result of automat-

ic stabilizers but also discretionary measures in the 

cases of Poland and Slovenia. Slovenia and Slovakia 

were arguably aided by their membership of the 

EMU, which increased investor confidence and re-

duced the risk a liquidity squeeze in the government 

debt markets.  

 The hardliners: Estonia and Bulgaria had modest 

deficits. Estonia undertook radical fiscal consolida-

tion, while Bulgaria was aided by a strong perfor-

mance in previous years.  

 The exception: Lithuania is an exception in the 

sense that the country had a very large fiscal deficit 

in 2009, partly stemming from a large fall in GDP, 

but nevertheless managed to finance its deficit with-

out turning to the IMF.  

 

6. FISCAL POLICY AND MANAGEMENT IN 

THE SHORT AND MEDIUM TERM 

 

This section discusses some of the fiscal policy 

challenges facing the governments in the new EU coun-

tries from Central and Eastern Europe in the short and 

medium term. The global financial crisis has in the short 

term lead to a substantial deterioration in the budget 

balance because of automatic stabilizer effects and, in 
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some case, expansionary policy responses. The main 

issues are whether the crisis and the deterioration of the 

budget have jeopardized the financing of the budget in 

the short term and overall fiscal sustainability in the 

medium term.  

 

It is beyond the scope of this paper to set out explic-

it scenarios for the future development of the fiscal bal-

ance and debt accumulation in the 10 new EU countries. 

A number of public and private institutions produce 

such forecasts. The European Commission reports de-

tailed forecasts for 2010-11 in its annual report on pub-

lic finances in Europe (EC 2010). The average of the 

forecasts for the fiscal balance as a percentage of GDP 

in the new EU countries is -5.9 percent of GDP in 2010 

and -5.4 percent in 2011. The corresponding numbers 

for the EU15 is -6.7 percent in 2010 and -6.3 percent in 

2011.
12

 According to the forecast the budget balance 

will remain in negative territory in all EU countries in 

the two forecast years, but the deficits in the new EU 

countries are generally not larger than in the EU15.  

 

It is clear that future macroeconomic developments 

will play a major role in the outlook of public finances 

in the region (EC 2010, ch. 4; Wolf 2009, Miyazaki 

2010). This also follows from estimations (1)-(3) in Ta-

ble 1, which suggest that 1 percentage point higher 

growth improves the budget balance by approximately 

0.3 percentage points within the same year and substan-

tially more in the longer term.  

 

Given that most of the new EU countries, with the 

exception of Hungary and Poland, entered the global 

                                                 
12

 The country specific forecasts for the budget balance as a per-

centage of GDP are for 2010 and 2011 respectively: Bulgaria -2.8 

and -2.2, the Czech Republic -5.7 and -5.7, Estonia -2.4 and -2.4, 

Latvia -8.6 and -9.9, Lithuania -8.4 and -8.5, Hungary -4.1 and -

4.0, Poland -7.3 and -7.0, Romania -8.0 and -7.4, Slovenia -6.1 and 

-5.2, and Slovakia -6.0 and -5.4 (EC 2010). 



 Staehr 

 

700 

financial crisis with low debt stocks, the main short 

term problem relates to the financing of the budget, i.e. 

the roll-over of existing public debt and the issuance of 

new debt to cover budget deficits. The experiences of 

Latvia and Romania show that liquidity problems re-

sulting from sudden stops in government financing can 

emerge at even low levels of debt.  

 

It is difficult to pinpoint the exact factors that affect 

the probability of sudden stops for the new EU coun-

tries. Empirical studies typically find that investors “tol-

erate” much lower levels of debt in emerging economies 

than they do in mature economies. Sovereign debt crises 

often appear at relatively low debt levels in emerging 

economies (Sturzenegger & Zettelmeyer 2006). 

 

Kaminsky et al. (2004) show that capital flows to 

emerging economies tend to be pro-cyclical, which im-

ply that governments in these economies might face fi-

nancing problems during recessions. The financing 

problems experienced by several of the new EU coun-

tries suggest that this finding also apply to this group of 

countries. This clearly makes fiscal management more 

challenging, as a (renewed) economic downturn would 

increase the need for public borrowing while possibly 

impeding public borrowing at the same time.  

 

The global financial crisis has underscored the im-

portance of external factors. Renewed disruptions in 

financial markets in high income economies are likely 

to affect the government debt markets in the new EU 

countries disproportionately. Large deficits and high 

debt stocks arguably leave these countries vulnerable to 

instability emerging in European or global financial 

markets. This may be of particular importance for coun-

tries that are outside the Eurozone and therefore do not 

benefit from the absence of currency risks against the 

euro. 
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In the medium term fiscal sustainability is partly de-

pendent on the evolution of the stock of debt, as sus-

tainability requires that the debt servicing costs remain 

below levels deemed acceptable by the policymakers. 

The substantial fiscal deficits and the rapidly increasing 

debt as a share of GDP following the global financial 

crisis may therefore challenge fiscal sustainability in the 

medium term, beyond 2011 (Darvas 2010; EC 2009, ch. 

3; EC 2010, chs. 3-4).
13

 

 

An important problem relates to the challenges as-

sociated with forecasting trend growth in the new EU 

countries in the medium term of 3-8 years. The IMF 

(2009, ch. 4) identifies three cases: a) The crisis will be 

long-lasting, implying that medium-term growth rates 

remain unstable and at low levels; b) medium-term eco-

nomic growth rates will return to the levels recorded 

prior to the global financial crisis, which implies rapid 

convergence, possibly based on renewed capital in-

flows; c) medium-term growth will remain substantially 

below its previous levels due to reduced capital inflows. 

Experiences from previous crises suggest that all three 

cases are possible (Darvas 2010; Miyazaki 2010).  

 

The direct budgetary costs in support of the finan-

cial sector have been modest because the financial sec-

tor has held up well in most of the new EU countries. 

Governments might, however, end up taking over liabil-

ities from the private sector, which would weaken pub-

lic finances. First, problems could emerge in the finan-

cial sector in the medium term if the downturn becomes 

protracted and borrowers default on their obligations. 

Second, there may be political pressure to support bor-

rowers who face debt servicing problems. Third, there 

may be attempts to support ailing firms, as has hap-

pened in many mature economies. 

 

                                                 
13

 EC (2009d, ch. 3) provides debt to GDP scenarios until 2020 for 

all 27 EU countries. 
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The budget reaction functions in Section 5 suggest 

that government expenditures have been a-cyclical or 

only weakly country. Nevertheless, the global financial 

crisis has in most new EU countries led to extraordinary 

downturns in GDP growth with subsequent negative 

effects on employment and personal incomes. The pos-

sibility of increasing social problems may add an ele-

ment of uncertainty regarding the medium-term fiscal 

outlook.  

 

The estimation of budget reaction functions in Sec-

tion 5 suggested that the primary balance reacted only 

modestly to the debt stock, while the overall budget bal-

ance did not react in a discernible way. This limited 

feedback implies that the rapid increases in debt during 

the global financial crisis have only limited effect on the 

overall budget balance, which could jeopardize fiscal 

sustainability in the medium term.  

 

There are, however, also a number of factors which 

contribute to reduced pressure on the public finances 

and point towards a benign development path in the 

medium term. The IMF-led financing packages to three 

the new EU countries had a stabilizing effect on finan-

cial markets and gave the governments space to revise 

their fiscal policies and management in an orderly man-

ner. The support packages might also have reduced the 

financing pressure on the countries that have not re-

ceived the loans.  

 

The new EU countries will continue to receive sub-

stantial support from the Structural and Cohesion Funds 

of the European Union, which to a large extent will be 

channeled through the budget as revenues.
14

 The sup-

                                                 
14

 Kamps et al. (2009) report data on the transfers from the Struc-

tural and Cohesion Funds to each of the new EU countries (except 

Slovenia). They estimate that the transfers each year during the 

period 2010-13 will amount to 2-3 percent of the recipient coun-

tries’ GDP. The lower GDP growth in most of the new EU coun-

tries, resulting from the global financial crisis, implies that the 
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port may allow governments to cut other expenditure 

items and thus improve the budget balance. Moreover, 

an effective use of the resources from the EU may stim-

ulate economic growth which may facilitate the fiscal 

adjustment necessitated by the economic crisis.  

 

7. SUMMARY AND POLICY PERSPECTIVES 

 

This paper has discussed the development of public 

finances in the 10 new EU countries from Central and 

Eastern Europe since the global financial crisis erupted 

in autumn 2008. The financial turmoil spread in a short 

time to the new EU countries and impeded government 

borrowing in the region. Credit Default Swap spreads 

shot up, signifying that financial markets had a reduced 

appetite for risk and assessed that default risks had in-

creased. Facing imminent financing problems, Hungary 

and Latvia had to turn to the IMF in autumn 2008; Ro-

mania followed suit at the beginning of 2009.  

 

The direct budgetary costs of the financial crisis 

have been modest, except in Latvia where a domestic 

bank was bailed out in autumn 2008. Elsewhere the 

mainly foreign-owned banks and financial institutions 

have been kept afloat by their owners. The impact of the 

global financial crisis on the fiscal situation has thus 

primarily been indirect via economic growth and other 

variables. All new EU countries, with the exception of 

Poland, experienced substantial output falls in 2009.  

 

Given the setback to growth, it is unsurprising that 

budget balances deteriorated in 2009. Four country clus-

ters were identified based on their fiscal performance in 

the aftermath of the global financial crisis. The casual-

ties comprise Latvia, Hungary and Romania, which had 

to turn to the IMF for support and which subsequently 

have directed their fiscal policies towards satisfying the 

                                                                                            
transfers as a percentage of GDP will be somewhat larger than the-

se estimates.  
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loan conditionalities. The activists are the Czech Repub-

lic, Poland, Slovenia and Slovakia, which have followed 

relatively expansionary Keynesian-inspired policies. 

The hardliners are Bulgaria and Estonia, which have 

maintained a tight fiscal stance. Finally, the outlier is 

Lithuania, which managed to finance substantial deficits 

during the crisis without turning to external aid.  

 

The estimations of budget reaction functions re-

vealed that the general budget balance has been moder-

ately counter-cyclical, but also that this counter-

cyclicality derives entirely from the revenue side. A re-

duction in output growth of 1 percentage point entails 

an average worsening of the budget balance by 0.3 per-

centage points with substantial persistence in the fol-

lowing years.  

 

The medium-term budget outlook rests to a large ex-

tent on the growth outlook. If growth returns to pre-

crisis levels, budget balances will improve rapidly and 

debt as a share of GDP will stabilize or fall. If the crisis 

is protracted and leads to low growth in the medium 

term, budget deficits will remain large and debt sustain-

ability may be jeopardized in several of countries. The 

medium-term scenarios are, however, very uncertain as 

it is difficult to produce reliable medium-term growth 

forecasts and a number of additional factors may affect 

the budget balance in a positive or negative direction.  

 

The summary above suggests that the new EU coun-

tries, as many other emerging economies, are very sus-

ceptible to economic and financial instability, which 

complicate the management of public finances and 

threaten to unleash fiscal crises. It therefore seems per-

tinent that the new EU countries take precautionary 

measures in order to reduce their fiscal vulnerabilities in 

the short and medium term. This paper will end with a 

discussion of three different areas where policy 

measures could be implemented.  
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First, a number of countries will need to undertake a 

fiscal consolidation that improve the structural fiscal 

balance and contain future debt build-up. The real costs 

of such consolidation might be limited if it is credible 

and improves long-term incentives. Large-scale consol-

idation may be more credible than piecemeal measures 

and therefore entail lower short-term costs (IMF 2010b, 

ch. 3; Clinton et al. 2010). More counter-cyclicality in 

the fiscal stance may also be beneficial, in part to ensure 

that a future upturn is used to consolidate public financ-

es. In this context, it may be particularly important to 

consider steps that seek to avoid a-cyclicality or pro-

cyclicality in government expenditure, i.e. by limiting 

discretionary expenditure increases during economic 

upturns (Darvas 2010; Rahman 2010).  

 

Second, governments in the new EU countries may, 

for instance, consider measures to reduce the fallouts of 

illiquidity in government debt markets. This may entail 

seeking to extend the maturing of the government debt, 

even at the price of higher financing costs. Longer ma-

turities would reduce the need for rolling over debt at 

any given time and thus reduce the exposure to financial 

instability (Broner et al. 2007). Governments may also 

setting up stabilization funds, like those increasingly 

used in countries that export commodities with highly 

fluctuating prices. Pre-accumulated liquid funds are 

likely to make the countries less dependent on interna-

tional financing conditions. 

 

Third, a strengthening of fiscal management and 

budgetary institutions can contribute to improved budg-

etary outcomes and facilitate fiscal consolidation (Fab-

rizio & Mody 2008). Independent fiscal councils have 

been instituted or contemplated in several countries in 

the region. The introduction of fiscal rules may also fa-

cilitate adjustment and reduce the risk of pro-cyclical 

policies.  
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Economic crises have in the past been instrumental 

in bringing about changes in fiscal management and in-

stitutions, possibly because the scarcity of resources 

changes the power of different political constituencies 

(Fabrizio & Mody 2008). This suggest that the global 

financial crisis, which in the short term has affected the 

new EU countries severely and strained their public fi-

nances, may function as a catalyst for changes in fiscal 

management in the medium term and thus lay the 

ground for renewed future fiscal prudence. 
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