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The primary surplus in General Government increased to a historical high
of 4.3% of GDP in 2018 (from 4.1% in 2017), surpassing, for a third
consecutive year, the Enhanced Surveillance Framework’s maximum
target for a surplus of 3.5% of GDP. The fiscal overperformance reached
0.8% of GDP (€1.5 bn), exceeding the cost of expansionary measures
included in the Budget for 2019 (0.5% of GDP or €0.9 bn).

The key drivers of the overperformance in 2018 were similar to those
during the period 2016-2017, underpinning the sustainability of the
adjustments achieved in previous years. In particular, the decrease in
General Government primary expenditure (by 0.8% of GDP on an annual
basis) offset the small decline in total revenue (by 0.25% of GDP), mainly
due to the overperformance in the social security budget.

Regarding the structure of the fiscal balance, the Central Government
primary surplus increased to 2.3% of GDP in 2018 from 2.0% in 2017,
while the surplus of the Social Security System reached 1.8% of GDP
(€3.3bn) — against initial estimates for a surplus of 1.2% of GDP (€2.2bn)
in the 2019 Budget — mainly through the reduction in pension
expenditure by 0.7% of GDP.

A key finding for the sustainability of a high primary surplus in the
medium term is efficient primary spending control, i.e., maintaining a
slower pace of the increase in primary spending compared with nominal
GDP growth.

Gross public debt in Greece increased to 181.1% of GDP in 2018 from
176.2% in 2017. However, excluding €14.4bn of external funding for
building part of the cash buffer in 2018, debt would have declined by 2.9
pps compared with 2017.
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Primary surplus climbed to a
historical high of 4.3% of GDP,
surpassing, for a 3rd consecutive
Yyear, the Enhanced Surveillance
Framework’s maximum target ...
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Primary surplus in 2018: Fiscal overperformance based on
continuing expenditure restraint and a sustainable surplus
in the social security system

The release of fiscal data for 2018 confirmed the credibility of Greece’s
fiscal adjustment, with the targets over-achieved for a third consecutive
year. The primary surplus reached a historical high (since the
commencement of harmonized national accounts data) of 4.3% of GDP
(from 4.1% in 2017), exceeding both the Enhanced Surveillance
Framework’s target for a surplus of 3.5% of GDP and the 2019 Budget
estimate for a surplus of 3.98% of GDP in 2018). Greece, along with
Cyprus, remained the top 2 countries with the highest primary
surpluses among euro area countries and at the top in cyclically-
adjusted terms. The General Government balance also recorded a
surplus — for a 3™ consecutive year — of 1.0% of GDP in 2018, from 0.9%
in 2017.

This fiscal performance is notable, since it was achieved without the
implementation of new fiscal measures, demonstrating Greece’s
capacity to maintain a sizeable primary surplus, on the back of
sustainable structural improvements and increasingly supportive
cyclical conditions. Moreover, it should be noted that the fiscal
overperformance exceeds, by about 0.3% of GDP, the estimated cost of
the expansionary measures legislated at end-2018 and phased in during
2019 (0.5% of GDP or €0.9bn), according to the 2019 Budget.

Furthermore, it is encouraging that the structure of the
overperformance remains similar to that of the period 2016-2018 —
being primarily based on the stabilization in primary expenditure in
nominal terms, which has translated into a further decline in its share
in GDP — accompanied by an increase in tax revenue and social
contributions at a similar (or slightly higher) pace compared with
nominal GDP growth (all fiscal figures in this analysis refer to ESA 2010
adjusted data, according to the Enhanced Surveillance Framework
definition). These trends underpin the sustainability of the adjustments
achieved in previous years at a Central Government level, as well as in
General Government entities and, in particular, in the Social Security

System.

Specifically, at a General Government level, primary expenditure
restraint (a decline of 0.8% of GDP, compared with 2017, which
corresponds to a nominal increase of 0.6% y-o-y in 2018, against a
nominal GDP increase of 2.5% y-o-y) offset a small and broadly
anticipated decline in revenue in 2018 (by 0.25% of GDP compared with
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Lower primary expenditure and
stabilized revenue as a percentage
of GDP underpin the fiscal outcome

Gen. Gov. total revenue, primary
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The increase in Central Government
and social security surpluses
supported the overperformance

Gen. Gov. primary balance decomposition

Annual
(contributions as % GDP) 2015 2016 2017 2018 change

2018/17

Central government 06 21 20 23 0,3

Local government 03 03 04 04 0,0

Social security funds 03 11 15 18 0,3

Other (incl. Enhanced
Surveillance definition 00 03 02 -02 -0,4
adjustments)

General Government -
Enhanced Surveillance 0,6 3,7 4,1 4,3 0,2
definition

Sources: EL.STAT. & NBG estimates
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2017). The contraction in primary expenditure, for a 3™ consecutive
year in 2018, to its lowest level as a percentage of GDP since 2003,
mainly reflects the continued decline both in public consumption and
in transfers to social security funds. This trend indicates a sustainable
fiscal restructuring, which is further reinforced by a recovery in GDP.

The nominal increase in total revenue by 2.0% y-o-y was lower than the
annual growth rate of nominal GDP (2.5% y-o-y in 2018), thus leading
to a decline in revenue as per cent of GDP. The latter can be attributed
to a weakening in non-recurring, non-tax revenue (mainly, transfers and
dividends received by the government) by 2.0% y-o-y (-0.55% of GDP).
Itis encouraging that tax revenue increased by 3.6%, on an annual basis,
and by 0.3%, as a percentage of GDP in 2018, with VAT playing a pivotal
role (annual increase in VAT revenue by 0.2% of GDP or 4.4% y-o-y).

The Central Government primary surplus increased by 0.3% of GDP, on
an annual basis (to 2.3% of GDP in 2018 from 2.0% in 2017, ESA 2010
data, excluding the net fiscal impact of support to financial institutions).
More specifically, the decrease in Central Government primary
spending mainly reflects an annual decline in intermediate
consumption and in state subsidies of 0.8% of GDP, which has been
partially offset by an increase in net transfers of 0.3% of GDP. Lower
expenditure outweighed the decrease in revenue by 0.25% of GDP in

2018.

Specifically, a further decline in State transfers to the Social security
system (see next page) accounts for the major part of the decline in
primary spending, with the other expenditure categories remaining
broadly unchanged as a percentage of GDP, since they have increased
at an average pace analogous to nominal GDP growth.

General Government gross fixed capital formation also declined — by
0.4% of GDP or 13.6% y-o-y for a 2" consecutive year — contributing to
the very weak investment outcomes at an economy wide level in 2018.
Nonetheless, Public Investment Budget (PIB) expenditure increased
marginally in 2018 (+0.1% of GDP), as net transfers and, in particular,
investment grants increased, especially in the last two months of 2018.
Nevertheless, due to a time lag between PIB payments and actual
investment spending, part of the public investment activity planned for
2018 will be actually recorded in national accounts investment figures
in 2019.

Despite the lower transfers by the EU Budget, the social security system
emerged as a key determinant of the fiscal outcome in 2018, as it
increased to 1.8% of the GDP (€3.3 bn) compared with the 2019 Budget
target of 1.2% of GDP (€2.2 bn). This improvement can be mainly
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Albeit public investment program
spending increased on an annual
basis, its back loading in the last
months of 2018 leads to a shift of
related investment activity in 2019
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attributed to the decline in pension expenditure by 0.7% of GDP, which
reflects, inter alia, the cumulative cost savings achieved through the
implementation of the reforms in the social security system legislated
in previous years, in conjunction with an upward trend in revenue from
social security contributions (especially from employers). Specifically,
social security system revenue rose by 3.0% y-o-y in 2018, at a similar
pace to household disposable income (2.7% y-o-y in 2018). The
combination of lower spending and increased social security
contributions more than compensated for the reduction in transfers
from the State budget to the social security system of €0.6 bn during
this period (ESA 2010 data).

Moreover, the fiscal outcomes in local governments and other General
Government entities were similar, as a percentage of GDP, to the 2016-
2017 period, buoyed by improving macroeconomic conditions on the

revenue side and efficient spending control.

The above-described trends in General Government balance in 2018
highlight the achievements, as well as the challenges that fiscal policy
will face in 2019-2022. In fact, the experience from the 2016-2018
period suggests that credible spending control, reflected in an annual
increase in spending lower than nominal GDP growth, is a key
determinant for the achievement of fiscal targets. Essentially, this
efficient spending restraint is crucial in creating “fiscal space”, i.e.,
ensuring a sustainable overperformance, sufficient to finance efficiency
enhancing fiscal policies, such as lowering the tax burden, financing
high quality public investment and/or financing active labor market
policies.

In line with the international experience, it is expected that tax revenue
records a mild contraction as a percentage of GDP during the economic
recovery phase, assuming a constant level of fiscal efficiency and tax
collection compliance, as well as stability in the tax system. This
tendency depends, inter alia, on: i) the existence of inelastic revenue
categories to economic activity, at least in the short term (e.g. the
unified property tax); and ii) the natural propensity of the household
savings ratio to recover from its extremely low current level, resulting
in the increase in final expenditure and tax revenue at a pace milder
than the private sector’s disposable income growth. Hence, during
2019-2022, although tax revenue is expected to increase by €5.0 bn per
annum, on average (in nominal terms, through the cyclical expansion in
the tax base), it is expected to decline as a percentage of GDP by about
2.0 pps cumulatively. Therefore, effective spending control remains the
main factor for maintaining high primary surpluses in the coming years.

GREECE | NBG Macro Flash | May 2019 p. 4



The successful mix of fiscal
adjustment remained broadly
unchanged in 2016-2018

W Nk O R N WS G

General Government Primary
balance - main components
(ESA 2010 adjusted)

% GDP

2015 2016 2017 2018

Social security funds
M Local government
Central government

Excluding external funding of
€14.4bn for building part of the cash
buffer, Greece’s public debt would
have decreased to 173.3% of GDP in
2018 from 176.2% in 2017, marking
the beginning of a downward long-
term debt trajectory

190

180

170

160

150

140

130

Sources:

Gross public debt of Greece

% GDP

2016

2017

2018
2019f
2020f
2021f
2022f
2023f
2024f
2025f
2026f
2027f
2028f

Gross public debt (% GDP)

190

180

170

160

150

140

130

Public debt excl. cash buffer funding (% GDP)

i) NATIONAL BANK OF GREECE | Greece: Macro Flash | Fiscal data 2018

Specifically, the NBG Economic Analysis Division estimates that, if the
average annual increase in General Government primary spending is
maintained in the vicinity of 1.2% y-o-y during 2019-2022 (compared
with 0.6% in 2018) — which corresponds to about one-third of the
expected annual growth in nominal GDP during this period — then its
share in GDP would decline by more than 3.0 pps, over-compensating
for the expected decline by 2.0% of GDP in tax revenue. Therefore,
under this scenario, fiscal space for a permanent fiscal expansion of
0.5% of GDP is created, without jeopardizing the achievement of the
primary surplus target of 3.5% of GDP in this period.

Accordingly, further progress in the fight against tax evasion — which
corresponds to a continuous challenge concerning both direct and
indirect income tax collection — could lead to an analogous fiscal
outcome, even with an annual increase in primary spending higher than
1.2%. Nonetheless, the structure and efficiency of primary spending,
the
determinants of the quality and long-term sustainability of the fiscal

along with related multiplier effects, remain important

adjustment.

The continuing improvement in social security system balance is

indicative of the returns of the above-described structural
improvements and cost savings that produced sustainable fiscal returns
in recent years. This upward trend in the social security system is
expected to be maintained in the coming years, buoyed by supportive
cyclical conditions and the ongoing improvement in labor market trends
(a further increase in employment of 1.5% y-o-y and an increase in
average hourly wages of c. 2.0% y-o-y in 2019), assuming a manageable
impact on system spending from pending administrative court
decisions, regarding cuts in social security benefits in the previous

years.

Finally, General Government debt data for 2018 confirm the beginning
of a long-term declining trend in Greece’s public debt, as a percentage
of GDP. Specifically, excluding external funding of €14.4 bn in 2018 for
building part of the Government’s cash buffer, Greek public debt would
have declined by about 3.0 pps, to 173.3% of GDP in 2018 (compared
with 176.2% of GDP in 2017) and is expected to decline to below 135%
of GDP at the end of the coming decade. The pace of decline in public
debt is expected to gain traction in the coming years, as the cash buffer
will be gradually used to repay the existing debt.

GREECE | NBG Macro Flash | May 2019| p. 5
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Additional set of expansionary fiscal measures announced on May 7, 2019

The Greek Government announced on May 7 an additional set of fiscal expansionary measures for the period 2019-
2020, amounting to €2.4bn (Source: Government press conference). According to General Accounting Office
estimates, approximately €1.3bn (or 0.6% of GDP) of these measures will take effect in 2019 and will be financed by
the recurring part of the fiscal overperformance in previous years, which continues in 4M:2019. The measures for
2019 comprise:

(i) Areduction in VAT rates:

e from 24% to 13% for a part of processed food & non-alcoholic beverages, as well as for the most part of
restaurant & catering services (excluding service of alcoholic and non-alcoholic beverages)

e from 13% to 6% for electricity and natural gas for both households and enterprises

The estimated fiscal cost of these measures amounts to €0.5bn or 0.2% of GDP (according to General Accounting
Office estimates, adjusted for the reduction in VAT for a part of non-alcoholic beverages, included in Law
4611/2019) excluding, potentially positive, indirect effects on revenue from increased final spending.

(ii) A permanent reinstatement of the “13"™ pension”, which corresponds to 100% of the average monthly gross
pension for pensioners earning up to €500 and is reduced to 70%, 50% and to a minimum of 30%, respectively,
for pensions higher than €500, €600 and €1,000.

The net fiscal cost of this measure is estimated by the General Accounting Office at €0.8bn.

State budget - Primary balance It should be noted that State budget implementation trends point to an
161 (cumulative) overperformance of €1.5bn or 1.1% of GDP in 4M:2019, which is primarily
based on savings related to the non-allocated expenditure — which was initially

planned to finance retroactive payments, additional to those made in 2018,

1,0 related to court decisions which ruled against wage cuts on specific categories

038 of public servants in previous years — and better-than-expected revenue trends.

06 This overperformance appears to be broadly analogous to the value of the new

04 fiscal package. Notably, according to press sources, the Council of State is
Jan Feb Mar Apr

1,2

02 reported to have ruled against the reinstatement of civil servant bonuses,
which had been abolished under the 1%t Programme, thus possibly minimizing
related fiscal risks.

0,0

m2017 =2018 ™2019

Source: Ministry of Finance

Moreover, the new set of fiscal measures is expected to provide an additional
direct boost to domestic spending of c. 0.6% of GDP in FY:2019, broadly analogous to the value of measures. This
positive effect appears to be more than sufficient to counteract any potential negative impact on growth from
weaker export demand and higher oil prices.

Furthermore, the Greek Government proposed the creation of an escrow account of €5.5bn — funded by the part of
the State cash buffer that relates to the accumulated savings from the fiscal overperformance in previous years —
which could be provided as a guarantee to the official lenders, in the event that the envisioned fiscal expansion
measures create uncertainty regarding the achievement of agreed fiscal targets for the medium term.

Value of fiscal measures in 2019

Measure description in€bn % GDP
Reduction in VAT rate for the most part of restaurant & catering services from 24% --> 13%

Reduction in VAT rate for a part of processed food & non-alcoholic beverages from 24% --> 13% 0,47 0,2
Reduction in VAT rate for energy consumption (electricity, natural gas) from 13% --> 6%

Permanent reinstatement of the "13th pension" for retirees 0,83 0,4

Source: General Accounting Office estimates, adjusted for the reduction in VAT for a part of non-alcoholic beverages (Law 4611/2019)
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