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1. Introduction and summary

Since progress in creating the Single Currency depends on EU Member States meeting the convergence
criteria, how their performance is to be measured is an issue of major importance. This is the
responsibility of the national statistical agencies; of  Eurostat; and of the European Monetary
Institute (EMI). 

Under the Treaty , four criteria must be observed, and measured in a comparable way: 1

# Inflation is measured as an average of the monthly year-on-year development of Consumer
Price Indices (CPI).

# Sustainability of the government financial position, measured by two ratios, namely the
deficit/GDP-ratio and the debt/GDP-ratio. To calculate these ratios, reliable data on deficit,
debt and GDP are necessary.

# Observance of the normal ERM fluctuation margins. This creates no problems from a statistical
point of view.

# Durability of convergence, measured by the long-term interest-rate levels.

Comparability between national statistics has improved substantially, but some problems still need to
be resolved.

In the field of inflation measurement harmonized indices of consumer prices (HICP) were established
in January 1997. Some goods are still excluded from HICP because full harmonization could not yet
be achieved:

# imputed rentals for owner occupied housing;

# educational services not paid for by the consumer;

# health services not paid for by the consumer.

In the case of deficit and debt measurement the problems are in principle solved. ‘Deficit’ is defined
as net borrowing of the general government as defined in the European System of Integrated Economic
Accounts (ESA). Since it cannot be foreseen which fiscal policy measures will be brought forward in
the future to meet the deficit and debt criteria, Eurostat will have to decide ad hoc how to account for
specific policy measures by Member States. The decision about such cases must of course comply with
general ESA accounting rules, following a procedure described below.

Measurement of GDP is fully harmonized in concept, following the ESA Rev. 3, published in 1995,
though data according to this will not be published until the year 2000. A further as yet unsolved
problem is the exhaustiveness of GDP data.

Data on representative long-term interest rates are fully harmonized.
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2. Institutions and procedures

According to the Treaty, statistical data on the convergence criteria must be provided by Eurostat. In
fact, Eurostat only publishes data which are provided by the Member States’ statistical offices.
Eurostat is concerned with harmonization of concepts and methods. The national statistical agencies
do the necessary calculations. 

For the harmonization of figures needed for the excessive deficit procedure, Eurostat works in close
collaboration with the Committee on Monetary, Financial and Balance of Payment Statistics (CMFB),
comprising senior representatives of the Central Banks, national statistical institutes, the EMI and
Eurostat. After a decision by Eurostat, taken independently, Member States are required to follow the
accounting rules when transmitting data on government deficit and debt.
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3.  Measurement of GDP

Harmonization of concepts

The harmonization of Gross Domestic Product (GDP) data is essentially already complete. National
accounting concepts  are harmonized according to the European System of Integrated Economic
Accounts (ESA), a handbook on national accounting practices.  Member States are obliged to fulfill
the requirements of the ESA Rev. 3 (published in 1995) until 2000 (i.e. for the national accounts data
of the year 1998). Until then data are calculated according to ESA Rev. 2, published in 1984. In
practice this means, that  the decision about the fulfilment of the convergence criteria (which relies on
the data of 1997) refers to the GDP according to the old concept, whereas GDP will be calculated
according to the new concept from 1998.

There are some major revisions in the ESA of 1995 as compared to ESA 1984, but only some of them
affect the size of GDP figures. The most important change is the expansion of the concept of gross
fixed capital formation (investment), which will raise the GDP figures.

# Expenditure for intangible items like copyrights and software are accounted for as investment
in ESA Rev. 3 (they are regarded as intermediate consumption now) ;2

# The concept of government capital formation has been expanded to include military durables
except for weapons.

Exhaustiveness of GDP data

In the context of the convergence criteria one should note that exhaustiveness of the GDP data is as
important as reliable measurement of deficit and debt. The problem of exhaustiveness is whether
there is a difference between measured GDP (i.e. the GDP reported by the statistical agencies) and
‘true’ GDP (i.e. the GDP that should be reported according to ESA). Some simple back-of-the-
envelope-calculations show the relevance of the problem.
Suppose that the measured deficit/GDP-ratio in a country is 3.5%, but that GDP is underestimated. If,
say, ‘true’ GDP is 101% of measured GDP, the ‘true’ deficit/GDP-ratio is 3.46%. If ‘true’ GDP is even
110% (120%) of measured GDP, the ‘true’ ratio is 3.18% (2.91%). 

There can be different reasons for GDP data being not exhaustive:

Availability of data: In some Member States the data sources for services are not as good (in terms
of coverage, timeliness and periodicity) as for industry. Even for industry, many Member States  rely
on a sample of enterprises, often those exceeding a certain number of employees. A different problem
arises from the introduction of Intrastat which does not produce statistics on the movement of goods
between Member States to the same degree of accuracy as was available from the customs authorities
before 1993.

.

Under-reporting of institutional units: To evade taxation, units (households as well as enterprises)
sometimes do not report their activities (in total or parts of it) to national authorities. As activities in
the ‘black’ economy  do create value added in the ESA definition, they shall be accounted for. An
important example of this problem is the construction industry.
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 European Commission Decision 94/168/EC, Euratom of 22 February 1994. Note that3

the initial reason for dealing with the problem was the so called fourth resource, not the
measurement of convergence.

 The task force will finish its work in October 1998.4

 Of course only the most important results can be (very shortly) outlined here.5

 The problem of exhaustiveness is much smaller if one is interested only in growth rates.6
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The European Commission adopted a Decision  in February 1994 setting a single uniform work3

programme to be undertaken by each of the Member States. After the decision a task force was
established which so far  produced the following results.4 5

All Member States are trying to impute values for the ‘black’ economy, but the methods used differ
widely.

A comparison of the methods used by the Member States shows that there is no method which is
superior to others for all Member States and all industries. Instead of prescribing certain methods,
Eurostat supports the Member States by providing information about ‘best practices’ on a country by
country and branch by branch basis.

Nonetheless, certain strategies of checking for exhaustiveness can be identified:

# The use of employment data, especially from household surveys.

# The use of fiscal audit data.

# Cross-checks within the national accounting framework.

# The use of VAT receipt data.

All these strategies aim at a more extensive use of already existing data. Exhaustiveness can be (and
is already) improved by using the data described. It is important to note though, that further
improvement might only be possible by improving the statistical framework. Two issues seem to be
of special importance:

# Several countries do not have good quality statistics for parts of market services.

# In order to use supplementary data sources without omissions or double counting, a good
business register is indispensable.

In conclusion, comparability in terms of exhaustiveness can be described as ‘work-in-progress’ at the
moment, although some Member States have achieved a high degree of exhaustiveness already. ‘Full’
comparability of the levels  of GDP probably will not be achieved before the next revision of the6

national accounts when the new ESA Rev. 3 is introduced.
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10/97.

 See European Report No. 2201, February 22nd 1997.8
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4.  Measurement of public deficit and debt

Eurostat has already decided on the rules for accounting in a number of doubtful cases, using the
consultation process described above. Although in most cases the decision goes back to a specific
request from a Member State seeking clarification, the rules are generally applicable for all Member
States. What further questions have to be answered in the future cannot be predicted, because Eurostat
reacts to specific requests from the Member States. But since the treatment of a number of specific
budgetary measures has been clarified, the rules of accounting for deficit and debt have become more
transparent.

The most important cases decided on are:7

Sales of gold by Central Banks

Sales of gold and the subsequent transfer of the proceeds from this sale to the general government
should be treated as a financial transaction. Financial transactions cannot reduce deficit, they merely
finance it. (However, the transaction described can reduce government debt.) 

Financial leasing

If a government body sells real estate or other fixed assets and rents it back with the intention of
acquiring it at the end of the lease, the operation shall be treated as an operating lease in the ESA sense:
the receipts from the sale reduce the deficit. The obligation to pay back the asset is not recorded in the
debt.

A similar case is the private financing of a new fixed asset and the lease to the State after completion
of the investment. The long-term leasing contract does not affect public debt, the payment of the lease
enlarges the deficit in the year it falls due. 

Classification of national bodies acting on behalf of the EC (EAGGF etc.)

Institutional units which perform market regulation activity and distribute subsidies are recorded in
different sectors if these institutional bodies can be split into those which do the market regulation
(recorded in the sector nonfinancial enterprises) and those which distribute subsidies (classified in the
sector general government). If the institutional bodies cannot be split, they should be classified in the
sector ‘general government’ if their costs incurred in market regulation compared to total costs are
below 80 %

Company pension funds

Pension funds which finance benefits mostly on a pay-as-you-go basis have to be classified in the 

subsector social security funds.

Taxes8

The receipt from taxes can only reduce the deficit if there is no formal obligation of reimbursement.
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 The treatment of the single items is not discussed here. In general the problem is the9

identification of interest rates and the time of recording. For further details, see Deficit and debt:
Eurostat rules on accounting issues, Eurostat news release No. 10/97.
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Public enterprise debt

Eurostat has set out three conditions for public enterprise debt guaranteed by the State to be directly
taken into account in government debt:

1. The law authorizing issuance of the debt specifies the government’s obligation of
repayment.

2. The State Budget specifies each year the amount of repayment.

3. The debt issued by the enterprise is systematically reimbursed by the State (interest and
principal).

A number of decisions were taken about the treatment of special financial market instruments:9

# Capitalized interest on deposits and other financial instruments covered by ESA79

# Treatments of fungible bonds issued in several tranches

# Swaps on interest rates and currency swaps

# Treatment of interest rates in the case of zero coupon bonds
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 Regulation (EC) No.2494/95.10

 For First Results of HICP see Eurostat News Release No. 9/1997.11

 Comparable in this context always means comparable between countries.12

 See Regulation (EC) No. 2494/95, Art.4. 13

 Note that the goods discussed here are only those which were not included in the IICP.14

The majority of goods in the HICP create no problems of comparability.
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5.  Inflation Measurement

Inflation is usually measured by the Consumer Price Index (CPI). The legal basis  of harmonization of
CPI is a Council regulation,  which requires that from February 1997 (for the previous month)10

harmonized indices of consumer prices (HICP) shall be published by Eurostat.11

A price index number is achieved by aggregating the development of prices of a sample of goods (often
called a ‘basket’). The CPI in the most cases relies on the ‘typical’ consumer behaviour of an average
household group. The weight of a certain good reflects its importance in the basket. The main problems
of calculating comparable  index numbers are:12

# coverage of the CPI (choice of a representative basket of goods);

# choice of base year and updating of index weights;

# the treatment of quality changes;

# the treatment of new goods.

Coverage of the CPI (Choice of a representative basket of goods)

A question which must be resolved for every index number is: which goods and services are to be
included in the basket and what weight they should be given? This is also a problem for HICP, because
consumer tastes differ in different Member States. Comparability does not mean, however, that the
basket of goods included in the index should be the same for all countries.  On the contrary, the basket13

for a country should be chosen in a way that they represent the average consumer behaviour there.

A problem in the use of the Interim Index was the exclusion of certain goods, namely imputed rents
for owner occupied houses, insurance for vehicles and buildings, package holidays, banking,
educational and health services. The progress in the harmonization of the treatment of these goods can
be divided into three groups (c.f. table 1).  14

Table: HICP treatment  of goods and services not included in the IIP
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after reunification.
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I II III
fully included in the HICP partly included in the not included in the HICP

HICP
insurance for vehicles education services imputed rents for owner

insurance for buildings health services occupied housing

package holidays

banking services

Fully included in the HICP are insurance for vehicles and buildings, package holidays and banking
services (group I).

In group II (education and health services) only the prices for those goods and services are included
which are usually directly paid by consumers (e.g.  private language and computer courses, drugs like
cough medicine or contraceptives which are not reimbursed by social security systems). In most
countries a substantial part of education and health goods and services can be acquired free of charge
for the consumer and are financed by the government (educational services) or by social security
systems (health services and drugs). The goods and services not paid for by consumers remain excluded
from HICP.

Whereas actually paid rents for housing are included in HICP, the question of imputed rents for owner
occupied housing (group III) is still not solved. There are two important methods to impute prices
used for national CPIs by some member states:

# imputed interest on mortgages

# rentals paid for comparable housing

The postion of the Eurostat task force is to follow neither of these proposals, as they do not represent
any actual flow of money. It is a matter of discussion whether to exclude the item at all (the status quo)
or to use the costs of purchasing new houses as an imputation.

Choice of base year and updating of index weights

To make index numbers comparable between time the weights of a base year are usually held fixed for
a certain period. This period should not be too long: if consumer tastes differ during time, a new basket
must be chosen.

Regulation (EC) No. 2494/95 requires the actualization of the basket at least every five years, unless
a country undergoes a very rapid change of consumer behaviour.   15

The treatment of new goods

Another aspect of coverage and updating of index weights is the appearance of  newly significant goods
and services, e.g. mobile phones or home delivered meals.

Comparability requires that new goods are not ignored in the HICP when they reach a certain
importance in average consumer expenditure. Regulation (EC) No. 1749/96 requires that new goods
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and services are included as soon as they reach 1/1000 of consumer expenditure. Member States should
systematically seek to identify new goods and services and shall adjust the index weights within 12
months after identification. 

The treatment of quality changes

A very good example for quality changes during the time is the case of computers (PCs):

If one compares 1990 to 1997 prices of computers one might assess that there is no change
at all. But a PC of the year 1990 is not equal to a PC of 1997. This would certainly be a
misinterpretation. In fact PC quality has substantially improved in terms of processing
speed, storage capability, etc.

The question is: how should this be accounted for fulfilling the requirement of “only reflecting price

changes”?

It should be noted that, empirically, neglecting quality change is an important source of mis-

measurement in terms of HICP percentage points.

There are different methods proposed by the literature and used by national statistical offices to solve

this problem. Regulation (EC) No. 1749/96 does not prefer any of them but rather defines the output.

Member States are obliged to take care of the problem of quality change and to avoid the “direct link

method”, which assumes that any price change between two models of  one good at different periods

is due to quality change. 

Eurostat will provide a data base with estimates of quality change performed by the Member States.
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6.  Interest rates

The representative long-term interest rates provided by the central banks are fully harmonized

according to the following rules:16

# the issuer of the bonds should be the general government;

# the bonds should be close to ten years to maturity;

# yields should be measured gross of tax;

# only bonds with high liquidity should be included in the sample;

# where there is more than one bond in the sample, a simple average of the yields is used to

produce the representative rate.
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Annex: Important legal texts

Article 109j:

The Commission and the EMI shall report to the Council on the progress made in the
fulfillment by the Member States of their obligations regarding the achievement of
economic and monetary union. [...] The reports shall also examine the achievement of  a
high degree of sustainable convergence by reference to the fulfillment by each Member
State of the following criteria:

# the achievement of a high degree of price stability; [...]

# the sustainability of the government financial position; this will be apparent from having
achieved a government budgetary position without a deficit that is excessive as
determined in accordance with article 104c(6);

# the observance of the normal fluctuation margins provided for by the exchange-rate
mechanism of the European Monetary System, [...]

# the durability of convergence achieved by the Member State and of its participation in
the exchange rate mechanism of the European Monetary System being reflected in
the long-term interest-rate levels

Regarding the sustainability of the government financial position reference is made to article104c

(excessive deficit procedure). Excessive deficit is defined on the basis of the following two criteria:

Article 104c(2):

[...]

(a) whether the ratio of the planned or actual government deficit to gross domestic product
exceeds a reference value [...]

(b) whether the ratio of government debt to gross domestic product exceeds a reference
value [...]

The reference values are specified in the Protocol on the excessive deficit procedure
annexed to this Treaty.

Protocol on the excessive deficit procedure:

In article 104c of this Treaty and in this protocol:

# government means general government, that is central government, regional or local
government and social security funds, to the exclusion of commercial operations,
as defined in the European System of Integrated Economic Accounts;

# deficit means net borrowing as defined in the European System of Integrated Economic
Accounts;

# investment means gross fixed capital formation as defined in the European System of
Integrated Economic Accounts;

# debt means total gross debt at nominal value outstanding at the end of the year and
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consolidated between and within the sectors of general government as defined in
the first indent.

Protocol on the convergence criteria referred to in article 109j of the Treaty establishing the

European community

Article 1

[...] Inflation shall be measured by means of the consumer price index on a comparable
basis, taking into account differences in national definitions

[...]

Article 5

The statistical data to be used for the application of this Protocol shall be provided by the
commission.


