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Abstract

For more than 60 years, CPB serves as the official expert institute for fiscal and economic
policy in the Netherlands. It is widely known among the public and it is cited more or less every
day in the newspapers as high-quality and independent source on the merits of government
policy. The CPB does not only serve the government, but meets also requests from opposition
parties, trade unions and employers’ organizations. This reputation of quality and independence
is largely due to its founder and first director, Jan Tinbergen. CPB has a more comprehensive
role than comparable institutions in other countries, including providing the official estimates
on economic growth and the sustainability of Dutch public finance. The paper describes the role
of CPB in Dutch fiscal policy and discusses its merits and risks. And to what extent can it
provide lessons for improving decision-making on fiscal policy in other countries? In the
second part, the Dutch fiscal targets and rules are discussed in view of the rising costs of

ageing, the depletion of natural gas resources and the financial crisis.
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Summary

Doen:

Tinbergen en planning: nu evenwichtig geheel van maken

ageing meer uitwerken, ook dilemma'’s, rol van CPB daarin nl. Hoe
breng je op evenwichtige wijze keuzes in kaart, wat is je boodschap en
voorkom je misinterpretaties, hoe ga je om met onzekerheid, ook hier
innovatie van belang. Gebruik bijdragen Ruud de Mooij en Bas Jacobs
in tijdschrift voor overheidsfinancien, ook Amerikaanse verhaal, ook
meerwaarde CPB analyse versus Europese analyse (deze dynamiek
ook belangrijk), ook aangeven dat Europese analyse misschien ook
zinnig is elders (dus als start voor wereld standard).

studiegroep begrotingsruimte: afgelopen keer wat anders, mede door
tijdsdruk?, gevolg: niet rustige evaluatie, niet reflectie met input van
experts en tijd voor aparte analyse en creeeren van draagvlak, maar
doordrukken van punten zonder deze altijd zelf te begrijpen, spel met
leuk een bedrag aan bezuinigingen noemen (politieke agenda zetten).
verkiezingsprogramma’s: meer over inhoud free lunch, tabellen
werkgelegenheid, free lunch, laat tabellen zien, rol van onze positie bij
zorg, financieringsverschuivingen, woningbouwcorporaties; ook hier:
innovatie van belang, wat was allereerste product in 1986, en wat nu?;
nuttig tegen tunnelvisie, groepsdenken (cf boek Jouke de Vries en Paul
Bordewijk, Rijdende treinen en gepasseerde stations), ook relevant als
meerwaarde kosten-batenanalyse; bijv. ombuiging BTW-
compensatiefonds voor zorg en onderwijs komt door KIK als mogelijke
bezuiniging in beeld. ook historisch overzicht toevoegen. Drie
tekstboxjes, nl. over historie van KIK, over KIK door IFS in UK en
common misperceptions of the value added of the analysis.
kosten-batenanalyse: hoe breng je hier goede dialoog op gang, rol van
techniek (agglomeratie-effecten, cf onze pogingen hier meer grip op te
krijgen), hoe ga je om met onzekerheid, wat is hier vooruitgang
geweest, hoe in vergelijking met elders? Porter: schijnzekerheid, niet
democratische besluitvorming op basis van schijnwetenschap (pseudo-
science). Ook hier verwijs naar Duivestein, rapport Noord-Zuidlijn ...
Betere uitleiding, voeg tabel met toegenomen risico’s garanties toe
(update uit rapport studiegroep), kijk naar je eigen agenda voor de
toekomst, dus minder technocratisch, meer aandacht voor onzekerheid,
beter uitleggen, cf Crisisboek en website. Meer wetenschappelijk.
Ruimte voor individueel initiatief (cf wereldhandelsmonitor, historische



tijdreeksen overheidsfinancien, etc.), ook John Kay, member of advisory
board of the Institute for New Economic Thinking, Financial times 14
april 2010, “Any other way of describing the world would have to
recognise that what people do depends on their fallible beliefs and
perceptions, would have to acknowledge uncertainty, and would
accommodate the dependence of actions on changing social and
cultural norms. Models could not then be universal: they would have to
be specific to contexts. The standard approach has the appearance of
science in its ability to generate clear predictions from a small number of
axioms. But only the appearance, since these predictions are mostly
false. The environment actually faced by investors and economic
policymakers is one in which actions do depend on beliefs and
perceptions, must deal with uncertainty and are the product of social
context. There is no universal theory, and new economic thinking must
necessarily be eclectic. That insight is Keynes’ greatest legacy.

against efficient market hypothesis, dynamic stochastic equilibrium
modelling and rational expectations

economic modelling 1998, artikel Zalm over CPB in het algemeen,
artikel Gelauff en Graafland over werkgelegenheidsbeleid en CPB,
diverse andere artikelen interessant, bijv. over Noorwegen?



Introduction

In the aftermath of the global financial crisis, many countries are faced with large budget
deficits, a rapidly increasing public debt and big contingent liabilities due to large-scale
financial rescue operations. In order to restore the sustainability of public finance, a major fiscal
consolidation effort is therefore required. National fiscal rules and independent fiscal
institutions can play an important role in such a consolidation effort. National fiscal rules and
independent fiscal institutions are also useful in reconciling the need for sustainable public
finance with macro-economic stability, efficient allocation and politically acceptable changes in
taxes and public arrangements. For years, this has already been stressed by international
organizations like the IMF and the OECD.

However, what should be the fiscal rules and fiscal institutions in a specific country
and in view of specific economic circumstances? Economic science is universal, but unlike the
so-called Washington-consensus on good economic policy- it has not one but many recipes:
“There is no unique correspondence between the functions that good institutions perform and
the form that such institutions take. Reformers have substantial room for creatively packaging
these principles into institutional designs that are sensitive to local constraints and take
advantage of local opportunities. Successful countries are those that have used this room
wisely” (Rodrik, 2007, p. 15).

This paper describes and discusses Dutch fiscal rules and institutions and looks at the
challenges for Dutch fiscal policy in view ageing, the exhaustion of natural gas resources and
the financial crisis.

The first part of this paper (section 2) describes the comprehensive role of CPB in
Dutch fiscal policy and discusses its merits and risks. According to Wyplosz (2002, p. 9), rules
“tend to be rigid and artificial (arbitrary debt or deficit limits, golden rules based on thin air and
falsifiable accounts), which makes them ultimately impossible to defend in the face of public
opinions.” Institutions are therefore essential for combining a credible commitment to long-run
debt stability with sufficient short run flexibility. He discusses a constitutional approach (a
limit on debt or deficit in the constitution like in the states of the US) and two approaches

relying on independent outside national institutions:

National fiscal policy committees or councils like the central banks’ monetary policy
committees. The committee would consist of a small group of experts supported by a staff
producing its own forecasts of the national economy and public finance. They would set annual
deficit figures in percent GDP ahead of the government budgetary cycle. They would also
check the spending and revenue projections of the budget bill before it becomes law.

A national court of wise persons. The court would share most of the characteristics of the fiscal
policy committee but its decisions would not have the power of law. The court would issue

guidelines on the size of the following year’s budget balance and report on the previous year’s



budget execution. Its findings and recommendations would be made public, possibly presented
solemnly to the government and parliament.

The Dutch approach is in several respects quite different from those discussed by
Wyplosz and other countries may learn from its experience and specific institutional set-up. For
example, CPB work does not give explicit guidance on fiscal policy targets; this is the task of
the advisory group on fiscal policy. This advisory group on budgetary principles is actually a
mix of an inside and outside institution, as it includes representatives from the most involved
Ministries and from independent expert institutions (CPB and the Central Bank). CPB has also
a much more comprehensive role than similar institutions in other countries. This includes the
estimation of the macro-assumptions underlying the government budget, the monitoring of
Dutch public finance and the evaluation of the medium-term fiscal targets and rules in view of
sustainability. It also includes cost-benefit analysis of specific infrastructural projects, strategic
studies on major policy expenditure (e.g. social security, education and health care) and an
economic assessment of election plans and coalition agreements.

In the second part of this paper (section 3), the challenges for Dutch fiscal policy are
discussed in view of the rising costs of ageing, the depletion of natural gas resources and the
financial crisis. This section starts with an overview of Dutch fiscal policy and its rules and
targets since 1980. During this whole period, the major purpose was to reduce public deficit and
debt. Since 2000, this is explicitly linked to forward looking calculations on sustainable public
finance by CPB.



2.1

The role of CPB in economic policy
History

CPB Netherlands Bureau for Economic Policy Analysis started operations in 1945, shortly after
the Liberalisation. It was formally instituted under the name of ‘Centraal Planbureau’ (Central
Planning Bureau) by the Law of April 21, 1947, containing the preparation of the assessment of
a Central Economic Plan. Directly after the Second World War, CPB had a good start with Jan
Tinbergen serving as its first director (see Boogaard, 1998, Bos, 2006b, pp. 232-237, Passenier,
1994 and Don and Verbruggen, 2006). The need for a joint strategy for economic recovery gave
a clear role for CPB estimates and analyses. Furthermore, the outstanding qualities of Jan
Tinbergen both as economist and political advisor and as a moral authority contributed directly
and indirectly to the appreciation of CPB work.

‘Centraal Planbureau’ is somewhat of a misnomer, actually. CPB never did any planning in
the sense of issuing administrative guidelines for managing the Dutch economy. Right from the
start the Bureau emphasised macroeconomic assessment and forecasting, and the annual
Central Economic Plan has never contained any guidelines. The name Centraal Planbureau is
so engrained in the Netherlands, however, that it would not pay to change it. Internationally,
however, CPB presents itself abroad as CPB Netherlands Bureau for Economic Policy
Analysis'.

The first CPB-model was operational in 1953. It served as a basis for prediction and
policy advice by CPB for most of the 1950s. This was path-breaking, as modelling was
elsewhere an academic exercise and considered as not suited for the work of official
government institutions. The model was used to draft a table indicating the consequences of
particular measures of economic policy. For example, the effects of an indirect tax or wage
increase on employment, investment, consumer prices and the current account of the balance of
payments. The table enabled decision-makers to choose their favourite policy menu. The table
reflects Tinbergen’s new view on planning: policy makers should define the targets of
government policy and a model should be used to investigate which instruments are the most
effective and efficient in meeting these targets. This approach was extended and formalised in
his book “On the theory of economic policy”(Tinbergen, 1952).

The role of CPB as advisor and arbitrator fits well in the Dutch tradition of consultation and
coalition governments. The approach fitted also very well in the Dutch pillarised society, where
the four pillars (catholics, protestants, social democrats and liberals/free) all had their own
organizations, like political parties, trade unions, employers’ organizations, newspapers, sports
clubs, schools and universities. After the Second World War, all pillars agreed that a national
economic policy was required for economic recovery. This required pillar and class neutral
insights.

* This name has been used now for over 15 years.



The evolution of the role and reputation of CPB in Dutch policy making has not been a
smooth path. Innovation of the products and models by CPB often took substantial time (see
table 2.1), forecasts were now and then substantially wrong and new insights from CPB were
not always very welcome. For example, in the seventies, the new supply side model was subject
to heated debates and the same applied to the cost-benefit analysis of the railway track to
Germany in 1994.

Table 2.1 Major events in the evolution of CPB and Dutch fiscal policy

1945  Start of CPB with Tinbergen as its first director
Pre-war ideas of social planning gradually evolve into forecasts and analysis about objectives and tools

1950  Start of Socio-Economic Council

1953  First CPB-macro model for analysing and forecasting the Dutch economy

1961 In September each year, simultaneously with the Government Budget,
a Macro Economic Outlook on the Dutch economy
is to be published, including independent estimates of Dutch public finance

1971  First advisory group on fiscal policy; CPB is one of the participants

1975  Supply side included in macro-model (clay clay vintage-production function ), which substantially changed
policy recommendations

1986 First analysis of the economic consequences of the election plans of political parties

1992  First applied general equilibrium model for the labour market (MIMIC)

1992  Firstlong term scenario analysis (Scanning the future)

1993  First major study on economic institutions: a comparison of the economic institutions in Germany and the
Netherlands

1994  Cost-benefit analysis of railway track to Germany (Betuwelijn)

1998  First generational accounts for the Netherlands

2000 National guidelines by CPB on cost-benefit analysis

2009 Parliament is formally allowed to directly ask CPB for a judgement on specific issues

CPB’s forecasts for the short- and medium term are generally accepted as setting the
framework for political negotiations on the budget. Most political parties present their election
platforms to CPB for an evaluation of their economic and budgetary implications. In that sense,
CPB has a monopoly— and every now and then there is some discussion on whether or not
there should be alternatives to CPB’s forecast, usually having in mind the German situation
with five institutions. In fact, alternative forecasts have always been around, but the forecast of
the Bureau has remained the natural focal point of the political process. Forecasting inflation is
a task of CPB by legislation, and CPB’s estimate of the contractual wage increase is used for
adjusting the legal minimum wage— but these uses are exceptions. For the most part, CPB’s
policy analyses are influential due to public perception of their quality and independence. This
perception generates a considerable market for CPB’s analyses outside the circles of
policymakers in The Hague. CPB is cited more or less every day in the popular press on a wide

range of issues.’

2 CPB recently subscribed to the media monitoring service of Meltwater News.



The position of CPB is somewhat comparable to the Congressional Budget Office (CBO) in
the US— although they are constrained to budgetary analysis, whereas CPB also performs
wider economic analyses and scenario studies. Also, CPB’s research is more deeply embedded
in economic theory than that of CBO. Compared to the Institute of Fiscal Studies (IFS) in the
UK, CPB has a deeper knowledge of the institutional details of the Dutch system and is also
more embedded in the policy process, via the participation in all kinds of advisory committees.
The bureau is frequently consulted, formally and informally, on a wide range of factual and
policy issues. Moreover, CPB has regular contact with colleagues at the IMF and OECD, who
consult the bureau for its assessment of the situation in the Netherlands. In fact, the IMF and
OECD refer to CPB as an economic research institute that is independent but well embedded in
the policymaking process, as a ‘best practice’ that serves as an example for other countries.®

Formally, CPB is just a branch of the civil service within the Ministry of Economic Affairs.
The personnel evaluation of CPB director is carried out by the Secretary General of the
Ministry. In that sense, CPB’s independence is not formally engrained. By way of comparison,
Statistics Netherlands (CBS) is an Independent Government Body (ZBO), which gives more
formal guarantees for independence. However, the informal rules of conduct and procedures—
many of which have evolved into their present form during the course of decades— provide
CPB a strong independence. This is reinforced by the fact that CPB also does policy analyses
for the opposition parties not represented in the government or for the parliament as a whole.
Till recently, parties or the parliament had to formally request the government to let CPB
evaluate particular proposals. On one occasion, this procedure let to trouble, since CPB reported
to the government and let the government send the report to the parliament. A delay of a couple
of days raised the suspicion that the government had tried to influence the conclusions of the
report. Hence, the procedure has been changed and since 2009, the parliament can direct such
request directly to CPB and CPB can report directly to the parliament. All this does not
preclude the occasional attempt by the government to interfere with either the research agenda
or the conclusions of the research.

CPB has an advisory board, installed by the law of 1947 and therefore named the Central
Planning Committee (CPC). The members of the CPC are nominated by the Cabinet and
appointed for a five year term. While the CPC is formally just an advisory board, CPB uses the
committee as if it were a supervisory board, just to provide proper checks and balances for the
board of directors of CPB and to avoid a situation in which the Minister of Economic Affairs
has to play that role.

With regard to CPB’s funding, eighty percent comes from a lump-sum subsidy from the
government. The other twenty percent involves monies that are earmarked for specific
projects— most of them carried out for the Dutch government, but also some for the European

% IMF, 2006, Report on the Observance of Standards and Codes (ROSC) Fiscal Transparency Module, IMF Country Report
No. 06/124, Washington, DC; Anderson, B., 2009, The changing role of parliament in the budget process, OECD Journal on
Budgeting, Vol. 2009/1, 1-11.
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2.2

Commission. There is a semi-formal rule that the share of the budget that comes from this type
of project should not exceed twenty percent, since a larger share would undermine the
independence of its judgment. The staff of CPB is about 150 full time equivalents, of which
about 100 economists.

Types of research

CPB’s research can be roughly classified into six categories, which are listed together with

some examples for each category in Table 2.2.

An ever-increasing part of CPB’s research capacity is assigned to the institutional analysis of
specific sectors, analysing the type of incentives that various actors have and examining how
these incentives affect the outcome, and exploring how changes in incentives can improve these
outcomes. These studies are highly influential for policymaking. On many occasions, the
government commissions CPB to carry out such a study— often when the current institutions
are unsustainable. Major studies have been published about social security arrangements, the
health care system, education, the subsidies and tax credits for housing, the impact of
immigration. In 1997, embedded in a general analysis on the interplay of institutions, trade-offs,
performance and trends, a comprehensive comparison of German and Dutch economic
institutions was published (CPB, 1997). The use of explicit incentives has become one of the
major issues of the Dutch public-service modernisation agenda. CPB studies have investigated
the usefulness of performance contracts and performance pay in various (semi-)public sectors,
e.g. the social benefit administration, the police force, the education sector, universities,
physicians and the major technical research institute in the Netherlands (TNO).

The second category is Cost-Benefit Analysis (CBA). These analyses have a formal status in
the decision process on infrastructural projects. Although the conclusions of CPB’s analyses are
again quite influential, the ultimate decision deviates in many cases from what is implied by the
CBA. There is some tendency for an ever-widening field of projects to be subjected to a CBA.
At the same time, the enormous impact of the outcome of a CBA on the final decision evokes
considerable animosity among stakeholders.

A typical example is the Betuwelijn, a railway-track from Germany to the Rotterdam
harbour. It also initiated the reintroduction of cost-benefit analysis at CPB*. The government
was not at all happy with CPB’s conclusion that this was a bad idea. Nevertheless, the
Betuwelijn has been constructed. Today, transporters are not even willing to pay a fee for using
the railway-track.

*1n 1954, under the supervision of Tinbergen, a cost-benefit analysis was made of the Delta works. After budget cuts in the
early eighties, such project appraisals were scrapped at the CPB.



Table 2.2 Examples of CPB studies per type of research

Institutional analysis of specific sectors, e.g.

. Intergenerational risk sharing in pension funds

. The organisation of the care sector in healthcare (as opposed to the cure sector)

. Competition in education

. Tax subsidies for formal and informal childcare

. The interaction of social assistance, disability insurance for youngsters, and subsidized employment
. The housing market

Ex ante Cost-Benefit Analysis (CBA), e.g.

. Freight railroad to Germany

. High-speed railroad to Paris

. Business district Amsterdam South Axis

. A large housing location including its infrastructure in Almere

Ex post evaluation

. A new organisation of social assistance

. Stricter performance evaluation for primary education in Amsterdam
. Performance contracts for the police

. Extension of the EU by new member states

Short- and medium-term macroeconomic forecasting

. Quarterly publication of short-term macroeconomic forecast, including an extensive discussion of budgetary policy
. Medium-term review of the state of the economy

. Charting Choices

Long-run studies

. Four Futures of Europe

. Four Visions on the Netherlands: Scenario studies for the Dutch economy at large for the next 30 years

. Welfare and the environment (an elaboration of the spatial and environmental dimension of these scenarios)
. Ageing and the sustainability of Dutch public finances

Background studies, e.g.

. A meta-analysis of the labour-supply elasticity

. Income effects in labour supply

. A micro simulation model for the labour market

. A DSGE model for the Dutch economy

. The effect of positive and negative externalities on housing prices

. The relation between productivity and export performance at the firm level (Melitz model)
. Use of real options in CBA

All the cost-benefit analyses (see e.g. Dijkman and Verrips, 2002) should comply with the new
national guidelines on cost-benefit analysis, e.g. with respect to the social discounting rate, the
risk premium and the inclusion of indirect effects (see Eijgenraam et al. 2000 and CPB, 2003a).
CPB and Ecorys (a private economic consultancy firm) have jointly issued the guidelines.
Some years ago, these guidelines have been evaluated in view of the most recent economic
insights. At present, a major part of the cost-benefit analyses for government financed projects
are not done by CPB. However, CPB provides a check (a second opinion) on the quality of
these analyses and their compliance with the national guidelines.
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2.3

Whereas CBAs provide an ex ante evaluation of projects, CBP also initiates ex post
evaluations. CPB has initiated a number of evaluations that serve as practical examples, using
treatment- and control groups derived both from natural experiments and by randomisation, but
also seeks to play an advisory role in evaluations done by other parties. Compared to CBAs,
which are by now accepted practice and therefore largely initiated by the stakeholders
themselves, ex post evaluations are still in the take-off stage.

A fourth category comprises the short- and medium-term forecasts. Short-term forecasts
(intended for the present year and the next) are published quarterly. Twice a year they include
an extensive evaluation of the budgetary situation. These forecasts play an important role in the
yearly budgetary process for the government. Medium-term forecasts (looking four years
ahead) are published every four years, coinciding with the election cycle. They are discussed in
greater detail in the next section.

A fifth category includes the long-run studies (looking some thirty years ahead). Many of
these studies use a scenario approach. They are published at irregular intervals of about four to
seven years. In these studies, CPB sketches a picture of conceivable states of the world several
decades from now. These worldviews help in getting a grip on the central dilemmas that
policymakers face in the next couple of decades. Usually, scenario studies have a considerable
impact on the long-run policy agenda in the Netherlands— for example, regarding the role of
markets in the economy, the relevance of international labour mobility, or the relative
importance of the European versus national level in economic policy.

The sixth and final category is comprised of background studies, to develop new models and
methods, to update priors on the value of crucial elasticities, to build up new human capital for
addressing questions and issues arising in the other categories, and to open up new areas where
economic theory can be applied fruitfully with the aim of improving economic policy.

The evolution of CPB’s research programme over the past decennium has followed the
general trend in the economic discipline at large. Ten to fifteen years ago, a much larger share
of CPB’s resources was used for medium- and short-run forecasting (the fourth category of
activities). CPB has shifted the focus to a more institutional, microeconomic approach— and
within the field of macro analysis, from cyclical to structural factors determining the growth of
the economy. These new research fields have been quite successful, in the sense that they have
gained a lot of attention in the policy debate.

The role of CPB in the election cycle and the formation of a government

Elections for a new parliament are held every four years (provided the government maintains

confidence in parliament; if not, elections are held earlier on). The Netherlands has a multi-
party system where no single party can claim a majority in the parliament (at present, at least



four parties are required for a majority). As a consequence, parties have to negotiate on which
party is allowed/prepared to enter government immediately after the election date, aiming to
form a coalition that commands a majority in parliament. These negotiations end with the new
coalition agreement, which stipulates the plans for the next four years. There is a tendency for
this agreement to make increasingly detailed policy prescriptions, and parties represented in the
coalition find it increasingly difficult to compromise on changes in this agreement.

The road to a new medium-term framework

One year before the elections CPB estimates of gdp and public finance in the medium and long term
One year before the elections Report by the advisory group on fiscal policy

2 months before the elections CPB-analysis of the election platforms

After the elections CPB-analysis of coalition agreement

Some months after the elections The new medium-term framework based on new CPB-estimates for the Dutch

economy

Step 1. New medium and long term estimates by CPB

One year before the elections, the road to a new coalition agreement and medium-term fiscal
framework starts. CPB makes provisional estimates of the Dutch economy and public finance in
the medium term. These estimates are later updated and supplemented with an analysis of
Dutch public finance in the long run, e.g. to what extent is Dutch public finance sustainable in
the absence of any policy change?

Following the seminal work by Auerbach, Gokhale and Kotlikoff (1991), CPB started
to calculate generational accounts for the Netherlands (see e.g. ter Rele, 1998, van Ewijk, et al.
2000 and 2006). These calculations demonstrated that current policy arrangements (taxes,
public expenditure on social security, education and health care, subsidies, etc.) in the
Netherlands are not sustainable. The forward looking approach of generational accounting is
the new paradigm for Dutch public finance®.® When a country follows a steady state growth
path, its growth rate, the interest rate, public debt and the deficit are sufficient statistics to judge
the long run sustainability of its public finance. Most countries are not due to the rapid ageing
of their population. The report by the advisory group on fiscal policy in 2001 was labelled

® Mid1990’s, Dutch politicians explicitly addressed the issue of sustainability by creating two funds: the FES-fund and the old
age state pensions-fund. These should help to ensure sustainability of Dutch public finance in view of the exhaustion of
natural resources and the expected rise in old age state pensions due to ageing. However, the funds were just accounting
devices, that could be cancelled against public debt (see Bos, 2008).

® Five years ago, the forward looking approach has been extended with an analysis of the redistribution of current Dutch
policies over the life-cycle (ter Rele, 2005 and 2007). On a lifetime-basis, the size of redistribution depends on the net effect
of the separate arrangements at different stages of the life cycle; they are to some extent counterbalancing. For example, in
the Netherlands, high lifetime income earners typically feature a high lifetime tax burden and low benefits from health care
relative to low lifetime income earners. However, they are also relatively large beneficiaries from government expenditure on
education, cultural facilities, housing subsidies and tax favoured saving through the second pillar pension system. The life-
cycle approach gives a new view on a fair and efficient policy of redistribution. For example, the life-time marginal wedge on
labour income can differ substantially from the annual wedge.
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“Stable and sustainable budgetary policy” and last year’s report was about “Ageing and
sustainability”. The new key-word is sustainability. A country’s public finance are said to be
sustainable when its current institutions (like the tax system, pensions, and the public health
system) can be maintained without public debt exploding.” The requirement of sustainability
can be supplemented with some normative criterion regarding the distribution of the tax burden
across generations. For example, the Musgrave criterion stipulates that each generation’s
contribution to public finance as a share of their lifetime private wealth should be constant. CPB
(tries to) report(s) one the way the actual burden sharing deviates from this Musgrave criterion.
This means that measures should be assessed not only for their contribution to the public
finances, but also for their implications for the intra- and intergenerational distribution of
burdens and benefits, economic growth, and political and administrative durability. This will
lead to robust choices which will do justice to the uncertainties which are inextricably linked to

long-term developments” (Advisory group on fiscal policy, 2006, p. 5).

Step 2. The advisory group on fiscal policy

All these estimates serve as inputs for the advisory group on fiscal policy®. The government
makes explicit which topics should at least be addressed by the advisory group. This group
writes a report evaluating past budgetary procedures and making recommendations for the fiscal
targets and rules for the next period of government. The Ministry of Finance serves as the
secretary of the advisory group. CPB provides the estimates on the economy and public finance
and is often asked to take a further look into some specific issues, e.g. conduct an analysis of
the consequences of alternative assumptions and principles.

Step 3: CPB analysis of election plans
A unique feature of the Dutch tradition is that CPB publishes an analysis of the economic
effects of election platforms of political parties. CPB conducts this analysis at the request of
each political parties. In November 2006, eight election platforms were analysed (see CPB,
2006). This was the sixth occasion since 1986 that such an evaluation of election platforms has
been made.

CPB study makes it possible to compare the parties’ election plans on economic

aspects. Key elements of the analysis are the implications for public finance, for the economy,

" This definition of sustainability differs from definitions based on the willingness of financial markets to finance future
deficits. Financial markets are prepared to finance deficit that are unsustainable according to the definition applied here as
long as they expect future generations of politicians to capable of adjusting the institutions in order to attain sustainability
somewhere in the future.

8 In the early seventies, the first advisory group served to indicate a maximum size of the government deficit and to
investigate all kinds of constructs used for financing outside the central government’s official budget. The reports by the
advisory group were sometimes published as annex in the official budget. However, since the eighties, the report by the
advisory group on fiscal policy is published as a separate report.



and for purchasing power.? *° As far as the budgetary effects are concerned, CPB devotes
attention to the implications of the proposed measures for the revenues and expenditures of the
public sector as a whole (general government budget balance, debt and sustainability in the long
run).

CPB analysis (‘Charting choices’) helps to broaden understanding of the contents of

the parties’ election plans and extends their comparability in several ways:

The same underlying economic scenario is used to evaluate each election platform, so that
differences in outcomes cannot be due to diverging assumptions about the economy.

Since CPB evaluates the proposals of all parties in uniform way, the parties cannot exaggerate
the benefits and/or understate the costs of their proposals or enjoy free lunches.™

The proposals are presented in a comparable way, so that parties’ commitments can be
compared to each other.

CPB systematically investigates proposal and helps improving them on the technical side. In
practice, many proposals are adjusted during the process, following CPB’s advice.

CPB includes in its analysis only measures which are expected to be technically and legally
feasible.

There has been an extensive debate on the merits of this exercise.*? The main objections seem
to be threefold.

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

11 the analysis of 2002, also the environmental implications were taken into account. However, due to the fall of the
coalition government and the consequent calling of early elections, time pressure was too high to include this environmental
analysis again. Five years ago also an analysis of the strengths and weaknesses of the reforms proposed for the health
care sector was included. In November last year, for the first time an analysis was included on education, science and
innovation. The proposals by the parties were classified, on the basis of empirical research, into promising, not promising
and proposals that can not be judged along these lines on the basis of such research.

* commonly suggested free lunches are e.g. using natural gas reserves or the financial assets of social security funds or
local government to ‘finance’ extra government expenditure or to reduce taxes. However, these can never be considered as
an extra or new source of finance, as they are already taking into account in the EMU-government balance and in
calculating the sustainability of Dutch public finance. A substantial levy on the private social housing corporations is often
also proposed. This is probably also not a free lunch: the improvement in EMU-government balance can be achieved at the
price of an increase in the rents charged by the social housing corporations and therefore reducing the purchasing power of
relatively poor tenants. Cutting subsidies and reducing the number of civil servants seem also to be free lunches. However,
when political parties have to specify their proposal, these proposals are not a free lunch anymore. For example, reducing
the number of civil servants of the central government by 20% would imply that all major units are cut by this percentage.
However, 25% of the number of civil servants of the Dutch central government are the tax office, 30% consist of police,
prison and administration of justice and 8% work on road maintenance or planning new infrastructure. Political parties are
generally not willing to make major cuts in these units of central government. As a consequence, by having to specify their
plans they usually also substantially modify and reduce their proposed budget cuts.

2. 0n the merits and limitations of this analysis, see also the papers in Graafland and Ros (2003).
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First, the exercise might constrain the political debate too much, by CPB disapproving
proposals on what are presumably technical arguments. For some topics, this might be asking
too much of what economic science can provide.

Second, the exercise might bias the debate in the direction of proposals of which the
effects can be calculated in a simple way, since CPB cannot evaluate the benefits of other
proposals. For example, the economic effects of major reform of the institutions in health care —
introducing a free market for hospitals: allowing the free entry of privately funded hospitals and
allowing loss making hospitals to go bankrupt- are hard to assess. Nevertheless, this seems to be
a sensible idea. How to deal with this type of ideas in the context of an evaluation of the
election platforms? Similarly, CPB’s scepticism regarding the availability of free lunches might
in fact favour small groups of insiders who collect large rents that could potentially be extracted
to the benefit of the wider public. The scepticism regarding the feasibility of such reforms acts
as a conservative force.

Third, the exercise might bias the debate in favour of the short run implications, since
the longer run implications are much more uncertain and materialize beyond the next
government period. This matters in particular where the short run implications are mainly of
Keynesian nature and where the long run implications refer to the improvement of economic
structure —better incentives and the like-. In response to latter objection, CPB has shifted the
attention away from the short run Keynesian effects towards the sustainability of public finance
and towards the structural effects on long term GDP, for example due to the reduction of
replacement rates. For example, the MIMIC model, see Table 2.1, has been constructed to
assess the structural effects of changes in replacement rates and marginal tax rates on labour
supply.

The study comes in handy after the election, during the formation of a new coalition
agreement. CPB study is a good starting point for negotiating the terms of a coalition
agreement. This applies not only to the proposals of parties involved in the coalition agreement.
In practice, CPB overview serves as a data base on all kinds of policy measures that could be
considered during the negotiations; in particular the budget cuts and extra revenue generating

measures by other parties are a popular source of inspiration.

Step 4. CPB analysis of the coalition agreement
CPB provides also an analysis of the (provisional) coalition agreement. The previous analysis of
the election plans is therefore a great help to make such an analysis. When no entirely new
policy measures are proposed, a standard analysis (i.e. check on the plausibility and feasibility
of the measures proposed and their ex ante budgetary implications, macro-economic effects and
effects for purchasing power) can be made within some days.

The Ministry of Finance ultimately calculates the medium-term framework. For example,
the level of the real expenditure ceilings is fixed considering the coalition agreement and the
most recent information about expenditure and revenue. Other Ministries, in particular those on
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social affairs and health care, may also have a clear opinion on the development of the
expenditure of their Ministry. Estimates by CPB serve as a critical benchmark for fixing the
medium-term fiscal framework; this applies in particular to those on social security, taxes and
health care.

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

Analysis of sustainable public finance

Analysis of election plans

The annual budgetary process

The annual budgetary process is summarized in table 2.4. CPB plays a role in this process at
two points in time:

CPB provides the macro-economic estimates, for the budget, e.g. of economic growth, prices,
wage rates and long term interest rates. As a consequence, the estimates of the Ministry of
Finance on Dutch public finance are based on the most recent CPB forecasts and not on their
own macro-economic assumptions. The macro-economic forecasts by CPB play also an
important role in wage negotiations for the public and private sector.

CPB provides elaborate estimates on Dutch public finance (see Bos, 2008 table 2.3 for an
overview of the standard tables and Bos, 2003b for a more extended explanation). As a
consequence, there is always a critical benchmark for the estimates on Dutch public finance by
the Ministry Finance. An essential feature of CPB-estimates is that they can be based on the
most recent budgetary information and decision-making, even when this information is not yet
officially published.

CPB publishes forecasts every quarter. Two of these forecasts are published as a
special publication with an official status, the Central Economisch Plan in March and the
Macro Economische Verkenning in September. The forecast is supplemented with an in depth
analysis of the state of the Dutch economy, with attention for special topics.
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These publications are discussed in a meeting of the Cabinet. Though this discussion is
helpful in that it offers a platform for a free exchange of ideas between CPB and the Cabinet, it
comes at a cost. First, it yields a larger time lag between finalization of the forecast and their
eventual publication. An additional problem is that as a rule the provisional forecast are leaked
to the press. Leakage to the press is a more general problem, since it hampers consultation of
ministries to avoid factual mistakes regarding actual policy and current reform proposals (such
mistakes greatly undermine the credibility of a study). It also makes it close to impossible to
allow politicians time to think about a proposal before having to give a first public response.
Second, the Cabinet uses the meeting for putting pressure on CPB to influence parts of the
analysis that do not fit the views of the Cabinet. This practice undermines the reputation of CPB

as an independent institute.

Table 2.4
Due dates

November T-2
January/February T-1

February T-1

March/April T-1

March T-1
April/May T-1

May/June T-1

Early June T-1

June T-1

August T-1

3rd Tuesday September T-1

September T-1
Before end December

The annual budgetary process (T is the budget year)

Activities

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

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

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

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

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

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

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

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

Discussion of State budget in second and then in first chamber of parliament.

Approval by both chambers of parliaments of all budget chapters

2.7

The benefits of cost-benefit analysis
Waarom wel nuttig, maar toch ook
blinde vlekken?

Cost-benefit analysis

Communicatie middel

Besluitvormingsmiddel, nl. beter nadenken over alternatieven, bet
betere timing

Kosten van niets-doen, inertie, noodzaak voor ondernemen, cf Oy
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maatschappelijke baten
learning by doing

onzekerheid en infraprojecten vallen altijd tegen, hoe meer meer |

politiei)

Flyggberg: systematische ondershcatting kosten. maar dat betekent nog niet fout, want: zelfde
mechanismes bij grote investeringen bedrijfsleven, plus vergelijk met rendement andere
uitgaven (die niet getoetst worden op effectiviteit!). Dus hieruit zou je kunnen zeggen, het opera
house in Australie kostte veel, maar als je het geld anders had besteed was het rendement niet
groter geweest (cf reintegratiebudgetten werken niet, subsidies bedrijven werken niet, of is het
perceptie). Dus: dragen kosten-batenanalyses bij aan betere besluitvorming: niet als toets voor
investeringen zwaarder wordt dan rest van overheidsuitgaven. Of is het een soort lotto: je moet
wagen om te winnen, iets doen is beter dan niets doen, ... alternatief is: altijd maar blijven
sparen tot de dag komt, of alleen maar lopende uitgaven doen en geen echte investeringen
discontovoet??? als heel laag, dan investeringen belangrijk, ook: als uitgave in het geheel niet

effectief is, dan fors negatief rendement!

Participation in advisory groups

CPB participates in many groups advising the government. The most important is the socio-
economic council (Sociaal Economische Raad, SER). The SER started in 1950 and reflects the
Dutch consultation economy, i.e. the joint effort by the government, employers and employee to
rebuild the Dutch economy. The 33 members of the SER consist of 11 representatives from the
employers’ organisations, 11 representatives from the trade unions and 11 independent experts,
like the directors of CPB and the Dutch central bank and academic scholars. CPB provides also
all kinds of technical support, e.g. economic analysis of major issues. The SER’s primary
function is to advise the Dutch government and the parliament on social and economic issues,
with the aim of promoting balanced economic growth and sustainable development, the highest
possible level of employment and a fair distribution of income. Upon request or at its own
initiative, the SER advises the government on the main outlines of policy. The arguments put
forward by the SER are also used by parliament in its debates with the government. Issues
covered include medium-term social and economic developments, regulatory issues, social
security, labour and industrial law, the relationship between the labour market and education,
European policy, environmental planning and traffic accessibility, sustainable development and
consumer affairs. The SER’s advisory reports are usually published in book form and are
available to the public. The recommendations in these reports are not binding. The government
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is not obliged to follow the SER’s advice, but informs the SER in detail of whether or not the
advice will be followed, and why. In order to carry out proposed policies, the government
requires broad social support. The opinion it receives from the SER — unanimous or divided —
allows the government to determine whether it has sufficient support among the various
representative members.

CPB also participates in various other advisory groups, like the Council for Economic
Affairs (CEC, consisting of the top civil servants of the various Ministries on socio-economic
issues and the directors of CPB and the Central Bank) and the many interdepartmental policy
evaluation groups.

How to ensure independence, quality and relevance?

The role of CPB in Dutch politics is precarious. Key-questions are:

How can CPB serve as an independent expert, while being financed completely by the Dutch
government?

How can the quasi-monopolistic role of CPB coincide with a good quality of the estimates and
analyses?

The Bureau’s reputation for political independence is a precondition for the credibility of its
judgements on policy issues. On the one hand, this independence implies that CPB is free in the
choice of research topics and the conclusions that can be drawn from them. On the other hand,
CPB’s independence requires CPB not to interfere in the political debate and in the competition
between political parties for the support of the voters.

Its core business is providing arguments derived from economic theory for how to improve
economic policy. CPB tries to articulate these arguments as clearly as possible— and to as wide
an audience as is willing to learn about them. However, convincing voters that they should
support the one policy above the other is the prerogative of politicians. CPB aims not to
interfere in the competition for votes between political parties.

This rule of conduct implies that CPB has a greater freedom in putting forward arguments in
the initial stage of the debate on a certain topic, when political parties have not yet taken a
strong stance on the topic. CPB times the publication of its research accordingly. The Bureau
tries to be ahead of the debate— in its publication®® exploring employment protection and its
implications for the labour market for the elderly, for example, or in its study™* of the impact of
ageing for the government budget and for intergenerational fairness. When a debate on a certain
topic is running between political parties or between other interest groups, CPB makes a
judgement only upon the request of the parties involved or when such a judgement is expected
% Rethinking retirement: From participation towards allocation, CPB Special Publication 80, 2009 (Rob
Euwals, Ruud de Mooij and Daniél van Vuuren).

! Ageing and the sustainability of Dutch public finances, CPB Special Publication 61, 2006 (Casper van
Ewijk, Nick Draper, Harry ter Rele and Ed Westerhout).



by the general public. CPB tries to avoid being an arbitrator without a mandate, though in
practice CPB is often asked to do so.

The independence of CPB is arranged in various ways.® First there is the formal
structure, as laid down in the law of 1947. It is a very short and simple law, which regulated e.g.
the appointment procedure of the members of the Board of Directors and the existence of the
Central Planning Commission (CPC). Formally, the CPC is just an advisory body, but the
management of CPB tries to the maximum to treat it as a supervisory body as to preserve CPB’s
public accountability while precluding any form of intervention of the Minister of Economic
Affairs, to whom the director of CPB is formally subservient.

But more important than formal law are tradition and practice developed in Dutch social-
economic life for forty years, which have strengthened the independent position of the Bureau.
These traditions are engrained in procedures and rules of conduct, which all parties involved
observe in great detail.

For example, CPB organize is press presentation on the publication of March forecast in the
CEP, but does not on the publication of the September forecast in the MEV, since that
publication coincides with the discussion of the budget in parliament. A press presentation at
that point in time would interfere with the political discussion. Any change in these of rules of
conduct causes turmoil. These rules of conduct provide a focal point in the “bargaining” about
the degree of independence that CPB is allowed. At first sight, these procedures seem only to
limit CPB’s independence. However, they are a precondition for the authority that is attributed
to CPB’s judgement by all parties involved, the Cabinet, the parliament (both opposition parties
and parties represented in the government), and the wider public.

The main drawback of these rules of conduct is that they hard to change, and therefore
remain in existence even when they are dysfunctional. For example, the one-month time lag
between finalization of the March forecast and the eventual publication is engrained in these
traditions, but hinders a proper communication to the wider public. Nevertheless, this practice is
hard to change.

The position and prestige of the Bureau would be seriously weakened, if the general public
or the oppositional parties would no longer trust its unbiased judgement. Hence, transparency is
a crucial condition. All assumptions and data that underlie our analyses are public and
verifiable. Pressure put on CPB by Ministers or Ministries evokes counter forces. The
parliament and the press are quick in scenting trouble. The permanent Parliamentary
Commission for Economic Affairs regularly invites the Director of CPB to discuss recent
publications of the Bureau. This Commission is also keen on any hint of pressure of the
government on the Central Planning Bureau. The civil service tries to avoid ministers to contact
CPB directly as to avoid the public image that CPB is suspect to pressure from the government.
And the free press is perhaps the best ally one can have to protect independence in an open
democratic society.

*® See also Don and van den Berg, 1990, pp. 20-21
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Though this practice is not formally approved, the director of CPB decides on CPB’s
research programme. This practice is crucial. For example, the ageing study, that has nowadays
developed to be the cornerstone for evaluation of the long term budgetary situation, would not
have been developed with the consent of political body. Obviously, CPB asks all ministries
involved for suggestions on topics for the research programme, but CPB is free to set its own
priorities. CPB receives advice on its research programme from the CPC. Again, for reasons of
accountability, the directorate takes this advice very seriously and tries to view CPC as a
supervisory instead of a advisory body.

About every five years, both the policy relevance and scientific quality of CPB work are
assessed by visitation committee. These committees are appointed by CPC and report to the
CPC. All members of the committee for policy relevance are Dutch, but the committee for
scientific quality is made up of international experts, only one member being Dutch (see e.g.
CPB, 2003c, 2010). The most recent scientific committee was chaired by Martin Hellwig.'® The
committee concluded that CPB provided high quality work on the crossroads of academic
research and policy making, that its methodology is up-to-date and up-to-standard. Scientific
quality could be further enhanced by a more systematic effort at publishing in academic
journals and a more systematic use of links to the academic community. The Committee states
that too many resources are devoted to this kind of model-building at the expense of other forms
policy-relevant empirical work, including a more thoughtful use of theory to guide descriptive
analysis and reduced-form empirical work.

Merits and risks of the role of CPB

The role of CPB in Dutch political decision-making can be summarized as:

CPB serves as the independent and trusted source of information and expertise on the (Dutch)
economy and public finance. CPB does not only serve the government, but also many other
stake-holders, like political parties of the opposition, trade unions, employers’ organizations and

citizens.

*® The 2003-committee was chaired by K. Zimmermann (IZA, Germany). Other members of the 2010 committee were R.
Boadway (Queens university, Toronto, Canada), J. EImeskov (OECD), R. Griffith (IFS, United Kingdom), T. Andersen
(University of Arhus, Denmark), and S. van Wijnbergen (University of Amsterdam, Netherlands).



CPB provides a new type of information: forecasts and applied economic analysis tailored to
the Dutch economy and policy agenda. It bridges the gap with academic economic knowledge
and the gap with practical policy issues.

CPB is fully embedded in the Dutch political decision-making process. As a consequence, the
procedures and timing of the decision-making process is organized in such way that CPB
forecasts and analyses can be used efficiently and effectively.

The role of CPB fits in the Dutch way of political decision-making. Major
characteristics are:
the Dutch Polder-model of negotiation and consultation with major stake holders, e.g.
employers’ organizations and trade unions;
governments based on changing coalitions of political parties;
the trust in objective analysis by independent experts. Tinbergen’s view of the economist as
advisor of the government is still very relevant for CPB activities: show the consequences of
alternative policy measures on the various policy targets. This implies also that the number of
tools should at least be equal to the number of policy targets.

Economic theory gives many reasons why political decision-making will not be
efficient, effective and fair. An institution like CPB can help to improve decision-making on
fiscal policy"’. It can be more efficient by reducing the transaction costs for all parties involved.
These transaction costs are lowered by the role of CPB due to:
more mutual trust (within and outside government) and less uncertainty;
better and less a-symmetric information. For example, without an institute like CPB the
Ministry of Finance generally has better information than other Ministries and those outside
government on the need for budget cuts and on the merits and limitations of specific fiscal
rules.
and good procedures for using information from experts like CPB, e.g. before the start of a new
period of government.

Decision-making of fiscal policy will also be more effective for various reasons:
more rational, better informed and less short-sighted decision-making. This applies to e.g. the
effectiveness of various policy measures and their consequences for the government budget,
economic growth and the purchasing power of various groups of households. It can also apply
to the long run expectations on the sustainability of public finance.
less room for emotional and flawed arguments;.
less room for misrepresentation of circumstances (e.g. a biased forecast of economic growth by
the Ministry of Finance), policy plans (too vague, unrealistic) and their economic consequences.
This is all in line with the statement by Coats (1989, p. 118) that the most valuable contribution
of economists is “damage minimization by modifying, refining, or even blocking the ill-
considered policy proposals by laymen - for example, by emphasizing the opportunity costs of a
given action or, more broadly, the system-wide implications of a specific policy”.

" For a theoretical analysis, see e.g. Martimort and Semenov (2008) and Krogstrup and Wyplosz (2010).
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Decision-making can also be fairer and more serving the public interest:

less vulnerable to specific lobbies or unintended consequences;

clear procedure with input by experts and stake-holders stimulates transparency and fairness of
decision-making.

The comprehensive role of CPB can be efficient in producing and communicating
economic insights and can help to overcome information and coordination problems in political
decision-making. The role of an institution like CPB is in particular important in case of major
unexpected developments and when substantial fiscal consolidation is needed. The OECD has
studied the political economy of reform (see OECD, 2009). It concludes that

“reform institutions, like Australia’s Productivity Commission or the Dutch CPB ... can serve as
fora for study and negotiation and help de-politicise sensitive reform issues. Even if they do not
actually design the reforms or resolve distributional conflicts, they can ... make progress easier
by fostering consensus on certain basic issues, including the costs and benefits of both the status
quo and reform.... They can also improve the quality of policy making, by providing research
and analysis to inform the process, as well as a forum in which issues can be debated openly
and research findings scrutinised. ... permanent reform institutions with a fairly broad remit may
be less susceptible to capture by specific interests than those that are specialised in very specific
areas” (OECD, 2009, p. 52).

A major risk is the division of tasks between an expert institute like CPB and the
political process, and the need to respect each others prerogatives (see also section 2.3). Experts
like CPB should show economic consequences, alternatives, trade-offs and uncertainty, but
refrain from becoming an active player in the political arena. A somewhat technocratic and
dispassionate attitude of the expert (e.g. in terms of language and appearance in the media) is
advisable. However, it should not imply that politically sensitive topics or solutions are evaded
by the official expert. Politicians should leave room for official experts to voice their opinions,
ensure their independence and the quality of their work.

Another risk is the quality of CPB activities. This issue was already discussed in
section 2.3. A specific issue that can be easily checked and compared is the quality of GDP
forecasts on economic growth. Jonung and Larch (2004) show that the forecasts by Ministries
of Finance are generally biased and that those of independent institutes like CPB and the
Austrian WIFO are not biased. CPB made major forecasting errors with respect to the current
financial crisis; the average absolute forecasting error for 2009 was 4.8% point! Nevertheless,
this was still slightly better than other institutes, like the EC and OECD and the German
consensus-forecast by various independent German institutes.

In several respects, the role of CPB in Dutch fiscal policy is unique in the world and
reflects typical Dutch circumstances (e.g. a prevalence of coalition governments and the
independent position of CPB since World War I1). Nevertheless, the Dutch fiscal institutions,



procedures and specific rules could be relevant and transferable to other countries. Three

examples can illustrate this:

In countries where political parties try to win elections by unrealistic or inconsistent promises,
comparison and economic analysis of these promises by an independent expert institution is
useful. Guidance on the economic consequences of the political parties’ promises may exert
direct influence on the elections, but the indirect effect on the next government’s plans may be
even more important in practice.

For countries that consider the introduction of an independent fiscal council, the Dutch
example, with a mix of an independent expert institute and a high-level advisory group can be
very interesting. Also the procedure is important: to have a calculation of the sustainability of
public finance before the start of a new period of government improves the likelihood that such
analyses are taken into account when it matters most.

For countries that consider the introduction of expenditure ceilings, the Dutch experience can be
useful. The Dutch system uses real expenditure ceilings with some success versus the use of
nominal ceilings in most other countries. Also issues of coverage of the framework, interest
payments for example are outside, and the link with tax expenditure, is an area where other
countries could draw lessons.

The success of the Dutch framework depends on the various evaluation procedures that
are in place. For good fiscal institutions, procedures and rules and a clear role in the political
process, regular, official and good quality evaluation is crucial. In the Netherlands, this role is
played by the official advisory group on fiscal policy, the national court of audit, the
interdepartmental policy evaluation groups and CPB. For CPB, also explicit checks have been
introduced for ensuring relevance and scientific quality.
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3.1

Dutch fiscal policy in view of the financial crisis and
ageing

Introduction

In 2007, a new Dutch government started. In line with the coalition agreement, it was intended
to improve government balance from a deficit of 0.3% GDP in 2007 to a surplus of 1.1% GDP
in 2011. Government debt would be reduced with 10% GDP to 37% GDP in 2011. According
to CPB calculations of 2006, this would not be sufficient to restore sustainability of Dutch
public finance, but would leave a sustainability gap of about 2% GDP.

The financial crisis has drastically deteriorated the perspectives of Dutch public
finance. According to the most recent estimates, government deficit will be 4.7% GDP in 2011
and government debt will have increased to 69% GDP. New demographic forecasts by Statistics
Netherlands indicate that life expectancy in 2050 will be 1.5 years more than previously
estimated,; this creates an extra burden on government finance.

Last month, the Dutch government collapsed and new elections will be held in June. A
major issue will be how to achieve fiscal consolidation.

This chapter provides an overview of Dutch fiscal policy in view of the financial crisis
and ageing. Section 3.2 presents some key-statistics on Dutch public finance for 1970-2011.
These statistics reveal four quite different periods, show the role of the rising costs of age-
related government expenditure (e.g. health care), the exhaustion of natural gas resources and
the short-term impact of the financial crisis on Dutch public finance. Section 3.3 provides a
brief historical overview of Dutch fiscal policy since 1980, i.e. the period in which reducing
government deficit and debt became the central issue in Dutch fiscal policy. Section 3.4 looks at
the consequences of the financial crisis for Dutch medium-term economic growth. Section 3.5
investigates the sustainability of Dutch public finance in view of these new prospects.

8 A more long term and detailed overview of the history of Dutch fiscal policy can be found in Bos (2008).

29



3.2

Key-statistics on Dutch public finance 1970-2011

Following the key-statistics (see below), four periods can be distinguished in Dutch public
finance during 1970-2011%:

1970-1982: A period with a rapidly rising size of government expenditure as percentage of
GDP (44% GDP to 60% GDP), with rapidly rising government revenue (taxes and social
security contributions, but also natural gas revenues), low government deficits and rather stable
levels of government debt and net worth.

1983-1992: A period with a small reduction in the size of government expenditure, with
government deficits generally more than 4% GDP and with a rapidly increasing government
debt and an even more rapidly decreasing net worth of the government.

1993-2007: A period with substantial reduction in the size of government expenditure and taxes
and social security contributions (reflecting a larger private responsibility for welfare-
arrangements® and social benefits increasing much less than wage rates), with government
deficits generally smaller than 3% GDP (and even some occasional government surpluses), with
substantially decreasing government debt, but with rather stable net worth. The latter reflected
the decline in natural gas resources and the sale of financial assets due to privatisation and
deregulation. In 1995 the government expenditure and the government deficit were incidentally
large, as the annual subsidies to housing corporations were bought off by a transfer of 4.9%
GDP.

2008- present: Due to the financial crisis, government deficit rapidly deteriorated and
government debt started to increase due to these deficits and the interventions in the financial
sector. Also net worth of the government is declining rapidly, from 60% GDP in 2008 to 44%
GDP in 2011.

19 For more details, see Bos (2003a) and Bos (2008).

% For example, the payment of wages during sickness became the responsibility of employers. A major exception is the
health care reform of 2006: in order to stimulate the market mechanism in Dutch health care, a right wing government
introduced a uniform health care package for all citizens financed via competing private insurers. This increased government
expenditure and social security contributions by 1.6% GDP.



Figure 3.1 Government budget balance as % GDP and economic growth (1970-2011)
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Figure 3.2 Dutch government expenditure and revenue as % GDP (1970-2011)
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Table 3.1

Public administration
Safety
Defence
Infrastructure
Education
Care (collectively financed)
long term care
public health insurance
Other
Social security
old age pensions
unemployment insurance and
welfare
disablement benefits
Other
Transfers to corporations
International cooperation
Interest

Total government expenditure

1970
9.5
11
2.7
2.6
6.3
2.8
0.8
1.9

0
114
4.7

11
2.8
2.9
3.1
1.9
2.9
44.3

1983
10.9
13
2.9
15
6.3
4.8
2
2.8
0

20

6

3.4
5.1
5.5
5.2
1.9
5.6
60.4

Size and composition of Dutch government expenditure (1970-2011, % GDP)

1993

11.3
1.2
21
15
55
6.2
3.7
25

0
17
6.2

3.1
5
2.7
3.6
25
6.1
57

2011
11.0
18
11
1.8
5.4
9.8
3.7
5.6
0.5
12.6
5.1

2.3
18
3.4
1.8
2.3
2.6
50.3

Figure 3.3
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Figure 3.4 Net worth of the government and government debt as % GDP (1970-2011)
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3.3 Dutch fiscal policy since 1980
Table 3.2 Fiscal policy in the Netherlands since 1980: Norms for reducing deficit and debt
1980-1982 A maximum actual deficit
1983-1994 A time path approach for reducing the actual deficit
1993- European norms for actual deficit and debt
1994- Trend based budgeting with expenditure ceilings and a focus on reducing government debt, has

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

1980-1982 A maximum actual deficit

In the period 1979-1982, the budget deficit increased rapidly from 2% to 6% GDP; this
excluded the extension of loans to corporations. In 1978, following CPB-estimates of medium-
term economic growth, the multi-annual growth estimates used by the new cabinet were
lowered from 3.75 % to 3%. This was nevertheless far too optimistic: partly due to the second
oil crisis, the average growth in 1979-1982 turned out to be —% %. The many downward
adjustments in subsequent CPB’s economic growth estimates were only included in the budget
for the current and forthcoming year. The macro-economic assumptions for later years were
hardly adjusted. The huge budget deficit and stagnated economic growth implied also a rapid
increase in government debt: from 41% GDP at the end of 1978 to 61% GDP at the end of
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1983. This was accompanied by high long-term interest rates, e.g. 9% in 1978, 11.5% in 1981
and 10% in 1982.

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

1983-1993 A time path approach for reducing the actual deficit
In 1983, reducing the deficit via a time path approach became the new fiscal norm: regardless
of the cyclical development, the actual deficit should be reduced with 1% GDP per year, while
the burden of taxes and social security contributions were to remain stable and at a minimum.
A detailed coalition agreement was set up in order to realize substantial budget cuts, e.g. a
reduction of the salaries of civil servants and the rates of social benefits. Set backs, both from
the expenditures and income side of the budget (taxes, social security contributions and natural
gas revenues) required frequent new cut-backs, which made the budget process very turbulent.
Ten years later, in 1993, public expenditure as a percentage of GDP was reduced with 3% GDP,
while the collective tax burden had slightly increased. Following the national definition of
deficit, a substantial reduction had been achieved. In terms of the general government budget
balance, which excludes financial transactions like loans, there was also a reduction of the
deficit, but somewhat smaller: from 5% GDP in 1983 to 3% GDP in 1993; this was just
sufficient to meet the EMU-limit. However, public debt had continued to rise from 60% GDP in
1983 to 77% GDP in 1993.

1994-present Trend-based budgeting
The reduction of the government deficit enabled Minister of Finance Zalm to supplement the
European norms with a national policy of trend based budgeting. Since 1994, the major

features of this policy are:

Net real expenditure ceilings for the whole term of government (four years);
One main decision-making moment a year;

A focus on reducing public debt.
Furthermore, there are also some supplementary fiscal rules and principles:
A monitor for the ex ante micro tax and social security burden. This monitor shows the

expected changes in taxes and social security contributions in billion euros due to official
changes in tariffs and regulations. Unlike the collective tax and social security burden, the



monitor is not affected by non-policy factors, e.g. purely administrative changes, general
changes in consumption patterns or changes in the labour participation of women.

An investment fund mainly financed via 40% of the natural gas revenues (FES-fund); the
remainder of the natural gas revenues are to be used for debt reduction.

A signal value for the general government deficit of 2 or 2.5% GDP. Surpassing this signal
value implies that additional measures are to be taken and that the expenditure ceilings do not
apply anymore. This may result in pro-cyclical policy.

The use of incentives and cost-benefit analysis for reorganizing and controlling public
expenditure.

The long-term real expenditure ceiling limits the risk of budgetary turmoil resulting from
economic setbacks. On the income side of the budget automatic stabilizers are allowed to work
freely.! Income setbacks can be compensated for in the budget balance and do not immediately
require intervention by reducing expenditure or increasing taxes. The introduction of one main
decision-making moment a year was intended to create a more stable and less hectic budgetary
decision-making process, as was the case in the time path approach.

The framework is set with reference to a target for the fiscal balance based on longer-
term budgetary sustainability considerations (see also section 2.2). CPB analyses of short-term,
medium-term and long-term developments in Dutch public finance are the backbones of this
framework.

Due to the financial crisis, government deficit deteriorated rapidly and surpassed the
signal value of 2% GDP. Following the official fiscal principles, additional measures in terms
of huge budget cuts or extra taxes were to be taken in order to bring the deficit below the signal
value. However, in line with recommendations by CPB, no such additional measures were
taken. To alleviate the consequences of the financial crisis, a very limited amount of stimulating
policy measures were taken, like temporary part-time unemployment benefits, extra expenditure
for infrastructure and some extra fiscal allowances for business. The expenditure ceiling was
maintained, but it was corrected for the rise in unemployment benefits. Furthermore, the
interventions in the financial sector and the stimulating policy measures were regarded as
irrelevant for the expenditure ceiling. All these ad hoc deviations from the official fiscal
principles were judged favourably by CPB.

2 During the period 1998-2002, also a windfall formula for tax and social security contributions was applied. In case of an
general government deficit of less than 0.75% GDP, 50% of the windfall was to be used for deficit reduction and 50% for
additional tax relief. If the general government deficit is more than 0.75% GDP, then 75% of the windfall was to be used for
deficit reduction and 25% for additional tax relief.
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3.4

Figure 3.5
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The financial crisis and Dutch economic growth®

An event like the financial crisis can influence economic growth in various ways. With some
delay unemployment will rise and can stay long-lasting at a higher level than before the crisis.
For a long time, risk premiums at the financial markets will also be much higher than before,
which makes loans for corporations much more expensive. There may also be consequences for
technological progress, but theory does not clearly indicate whether the net effect will be
positive or negative.

Recently, various studies have investigated the impact of previous financial crises.
Cerra and Saxena (2008) and Teulings and Zubanov (2009) show that during and immediately
after a financial crisis Gross Domestic Product shrinks with about 8% in comparison with the
trend before the crisis and that a return to the old trend is hardly ever realised: measured from
the trough of the crisis, the volume growth rate of GDP is generally nearly the same as before
the crisis.

Dutch economic growth, labour productivity and employment (2000-2015, 2000 = 100)

2005 2010

— labour productivity — —— employment in full-time equivalents ------ volume gdp

IMF (2009) has a rather similar conclusion: seven years after the financial crisis GDP
is about 10% lower than expected by the old trend. The IMF stresses the variability of the
results for individual countries. For about a quarter of the countries GDP is even higher than the
old trend, while for another quarter GDP drops by more than 25%. According to the IMF, the
latter occurs in particular for countries with a high rate of investment before the crisis and for
countries with a major loss of output in the first year of the financial crisis.

2 This section is a translation of text in CPB (2010b, section 2.1).



3.5

OECD (2009) expects that the level of potential output decreased with 2% due to a
lower capital-intensity. In addition, for Europe an extra decrease with 1% is caused by a higher
equilibrium level of unemployment. The European Commission (2009) sketches a
pessimistic/realistic scenario with a 4% reduction of potential output of Europe. These estimates
are lower than the average from Cerra and Saxena (2008). The recent recession due the
financial crisis is in most countries also lower than average. For example, Reinhart and Rogoff
(2008) calculated that for 15 major financial crises GDP per capita was 9% lower after two
years.

What do these analyses imply for the consequences of the financial crisis for Dutch
economic growth? Figure 3.5 shows GDP volume growth since 2000. After 2008, Dutch GDP
dropped substantially and increases with approximately the same growth rate as before. This
pattern fits to that of a financial crisis and is comparable to e.g. the experience in Finland in
1991. The figures also shows the decomposition of GDP volume growth into labour
productivity and employment (full-time equivalents). Labour productivity shows a big drop in
20009, but recovers rapidly. Unemployment is in 2015 expected to be still higher than in 2008.
However, the increase in unemployment is much smaller than in other countries and also much
smaller than the average of previous financial crises in other countries.

The expected relatively small negative consequences of the financial crisis in the
Netherlands is in line with the analysis by the IMF (2009). The investment rate was 20.8% GDP
in 2008 and well below the EU-average. Furthermore, the loss of production at the start of the
crisis was very small, in particular in comparison to other crises in other countries. The
Netherlands had also a favourable record for two other factors generally deemed relevant for the
size of permanent losses. Dutch public finance was rather healthy with a low level of debt and
low government deficits. Furthermore, the current external account consistently shows an

export surplus.

Sustainability of Dutch public finance®

The most important reason why ageing jeopardises the sustainability of public finances is that
many social security institutions are financed on a PAYG basis. This applies not only to the
majority of pension schemes in industrialised countries, but also to health insurance schemes.
Although this financing mode is a good thing when it comes to organising solidarity between
different generations, it is vulnerable to a significant increase in the number of retirees relative
to the number of workers. And this is exactly what occurs with an ageing population.

% This section draws heavily on van Ewijk et al. (2006) and the update in CPB (2010b).
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This problem does not apply only to the Netherlands. All industrialised countries face
the same challenge (although to a different extent), since the factors behind the ageing of the
population, low fertility rates and an ongoing increase in life expectancies, are international.
The PAYG financing mode is international as well, although in this respect, too, there are
important differences between countries. Indeed, the relatively modest demographic change
expected for the Netherlands and the sizeable amount of pensions that are funded imply that
fiscal sustainability is less problematic in the Netherlands than it is in some other EU countries.

The combination of low fertility, ongoing growth in life expectancy and the retirement
of the baby-boom generations will lead to a doubling of the ratio of retirees to people of
working age. The ageing of the population drives up the expenditure on first-pillar pensions and
on health care (both cure and long-term care services) and reduces the base from which this
expenditure needs to be financed (the income generated by labour market participation).

Table 3.2 Dutch government expenditure and revenue, 2011-2060, % GDP (assuming no policy changes)

Period 2011 2015 2020 2040 2060

Expenditure

Social security 12.6 12.3 12% 15% 14%
- AOW (old age pensions) 4.9 5.4 6 8% 8
- disability benefits 1.8 1.6 1% 1% 1%
- unemployment benefits 1.4 1.0 1 1 1
- other 4.4 4.4 44 4Yy 4Y,
Care (collectively financed) 9.8 10.3 10% 14Y4 14Y4
Education 5.5 5.3 5% 5% 5Ya
Other expenditure (excl. interest) 19.9 18.4 18%4 18 18
Interest payments 2.6 3.1 3 4% %
Total 50.3 49.4 50 57% 60
Revenue

Income tax and social security contributions 223 23.0 23Ya 243 24
- of which linked to pension income 1.9 1.9 2 2% 2%
Taxes on production and imports 13.2 13.3 13% 15% 15%
- of which linked to consumption by 65+ 2.1 2.3 2% AY4 4
Corporation tax (excl. natural gas part) 2.7 3.1 3% 3Ya 3%
Revenues from natural gas 1.7 1.6 1% 0 0
Other revenue 5.7 54 5Y4 5 5
Total 45.6 46.4 A7Ya 48Y% 48Y4
EMU-government balance -4.7 -31 - 2% -9 - 11Y%
Robust government balance -5 — 2% - 2% - 5% — 4%

EMU-government debt 69.0 73.8 75 132 217




This is not the whole story, however. Indeed, not only does public expenditure increase
relative to GDP, also the ratio of tax- and social security revenues to GDP increases over time.
This reflects, first, that national consumption grows relative to national output, and that
consumption is a major part of the base for indirect taxation. Second, it relates to the
consumption principle that is used in the Netherlands to tax second-pillar pensions: tax pension
benefits, but not pension premiums. The ageing of the population, reflected in a steep increase
of pension benefits, thus also boosts the revenues from income taxation The increase of
revenues from taxes and social security contributions cancels against the increase of
expenditure on public pensions; both amount 3%-points of GDP in the 2011-2040 period.
Health care expenditure increases also with about 4%-points of GDP, however. Hence,
given that current budgetary policies are left unchanged, primary deficits will arise, increasing
debt and deficit levels to higher and higher levels. In other words, solvency of the public sector
is a real problem under current budgetary policies.

In 2007, at the start of new period of government and before the financial crisis, the
sustainability gap was estimated to be about 2% GDP. This sustainability gap does not only
reflect the net cost of ageing but also the exhaustion of natural gas reserves in about 2025. The
most recent CPB estimates (CPB, 2010b) indicate that the sustainability gap has increased to
4Y.% GDP in 2015. About half of this deterioration reflects the deterioration of Dutch public
finance in 2011, mainly due to the financial crisis. The other major reason for this deterioration
is the new demographic projection by Statistics Netherlands. The latter indicates a 1.5 years
higher life expectancy than previously assumed (partly compensated by the assumption that half
of this increase in life expectance is an increase in good health).

A sustainability gap of 4%2% GDP in 2015 corresponds to 2000 euro per inhabitant.
Without policy changes average increase in purchasing power is expected to be small during the
next period of government: %% per year. Policy aimed to reducing the sustainability gap will
probably affect the purchasing power negatively. The long trend in Dutch expenditure on
(health) care is a real growth rate of about 4% per year. A major assumption underlying the new
medium- and long term forecasts is that government expenditure on (health) care only increase
with 3% per year, i.e. equal to GDP-growth plus the direct effects of ageing; the remainder of
the increase is to be financed privately. New policy measures may change the role of the
collectively financed part, but may also try to mitigate the general increase in (health) care

expenditure.
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