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Focus 
III. Ensuring fiscal sustainability in the euro area:  

achievements and remaining challenges  

In the coming decades, the euro-area's population will undergo dramatic demographic changes due to low fertility rates, 
continuous increases in life expectancy and the retirement of the baby-boom generation. Ageing populations will pose major 
economic, budgetary and social challenges for the euro area as well as for the rest of the EU. They are projected to have a 
significant impact on growth and lead to significant pressures to increase public spending. This will make it difficult for 
Member States in the euro area to maintain sound and sustainable public finances over the long-term, but it is particularly 
important for the euro area to work  resolutely towards that goal nevertheless,  as continuous high deficits and ensuing high 
debt levels in some countries could have an adverse impact on macro-economic conditions for other euro-area countries. 
Therefore, ensuring fiscal sustainability in the euro area requires time-consistent policies, which means addressing budgetary 
imbalances before the budgetary impact of ageing sets in, and a broad approach, consisting of fiscal consolidation, efforts to 
increase employment and enhance productivity, and structural reforms that prepare the euro-area's social models to meet the 
challenges ahead.  

1.  The long-term fiscal sustainability 
challenge in the euro area34 

A significant proportion of the euro-area's public 
expenditure goes into financing the provision of 
public goods, services and insurance systems, 
which are at the core of how the euro-area 
societies are set up. These systems – or ‘social 
models’ – are not immutable, but depend upon 
the size and composition of the population. If 
current policies are allowed to continue in the 
future, demographic change will create enormous 
pressure for higher public expenditure. Euro-area 
members will need to find ways of maintaining 
sound and sustainable public finances over the 
long term. To do so they will need to make 
progress on three fronts: reduce government 
debt at a fast pace, raise employment rates and 
productivity, and reform social systems.  

The risks associated with unsustainable public 
finances have long been a cause for concern to 
economists and policy-makers alike. In the 
European Union, the need to strengthen 
budgetary positions and reduce public debt levels 
to create a buffer against the pressures that 
population ageing will put on government 
budgets in the not-too-distant future has received 

                                                      
34  This focus section draws upon the detailed analysis in 

European Commission (2006), 'Long-term sustainability 
of public finances in the European Union', European 
Economy 4/2006.  

considerable attention since the late 1990s. In the 
European Economic and Monetary Union, the 
issue of safeguarding long-term fiscal 
sustainability is at the core of the fiscal 
framework.  

The importance of ensuring fiscal sustainability 
in the long run has been the backdrop for the 
increased focus on long-term fiscal sustainability 
in the EU's budgetary surveillance armoury, in 
particular in the reform of the Stability and 
Growth Pact (SGP) last year. Consistency 
between medium-term budgetary targets and 
long-term sustainability is thus increasingly at the 
core of fiscal surveillance in the euro area.  

2.  The concept of long-term fiscal 
sustainability 

Public finance sustainability is a multi-faceted 
issue and there is no agreed definition on what a 
sustainable debt position is. Blanchard et al. 
(1990) consider that 'it is essentially about whether, 
based on the policy currently on the books, a government is 
headed towards excessive debt accumulation'.35  

 

                                                      
35  See Blanchard et al. (1990), 'The sustainability of fiscal 

policy: new answers to an old question', OECD Economic 
studies, No 15. 
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The time horizon depends on the purpose of 
the analysis  

The time horizon over which debt sustainability 
is analysed, depends on the purpose of the 
analysis. In some cases, it might be relatively 
short, for example where the purpose is to 
evaluate short- to medium-term dynamics of 
debt or to analyse the dynamics of debt servicing, 
including in many cases external debt service.   

In the case of the assessment of the long-term 
sustainability of public finances, the time horizon 
needs to be considerably longer – say for 
instance 40 to 50 years – to assess the budgetary 
impact of government commitments, notably 
regarding pensions. 

The government's inter-temporal budget 
constraint needs to be fulfilled… 

For the purposes of assessing sustainability of 
public finances over the long-term in view of the 
budgetary challenge posed by ageing populations, 
debt sustainability may be defined in two 
alternative ways: 

 A first definition of sustainability is derived 
from the government's inter-temporal budget 
constraint. This states that current total 
liabilities of the government, i.e. the current 
public debt and the discounted value of all 
future expenditure, should be covered by the 
discounted value of all future government 
revenue over an infinite horizon. If current 
policies ensure that the government's inter-
temporal budget constraint is fulfilled, current 
policies are financially sustainable.  

 Whether the abovementioned condition is 
met over an infinite horizon can be 
approximated by looking over a finite period 
to assess if current policies ensure a specific 
debt level to be reached at a given date.  

…and sustainability gap indicators provide a 
summary measure of the size of inter-
temporal imbalances 

However, assessing the long-term sustainability 
of public finances entails more than simply 
answering the question whether current policies 
are sustainable or not. The size of the budgetary 

imbalances must also be estimated. This is 
provided by sustainability gap indicators that 
measure the size of a permanent budgetary 
adjustment (e.g. a constant reduction of 
non-age-related public expenditure as a share of 
GDP or a constant increase in public revenue as 
a share of GDP) that makes it possible to meet 
one of the following conditions: 

 reaching a target of 60% of GDP for the 
Maastricht debt in 2050 (the S1 indicator); 

 fulfilling the inter-temporal budget constraint 
over an infinite horizon (the S2 indicator).36 

The two sustainability indicators translate current 
and future budgetary imbalances into synthetic 
measures that can be simply expressed as a sum 
of three different components. This 
decomposition of the indicators gives additional 
insight into the numerical results of the 
indicators (see Table 10). It also makes it possible 
to determine for each country whether the risks 
to the sustainability of public finances stem from 
the initial budgetary position and/or a large 
increase in age-related expenditure over the long 
term. 

Table 10: Decomposition of the indicators 
Impact of: 

 
Initial 

budgetary 
position 

Debt 
requirement in 

2050 

Long-term changes 
in the primary 

balance 

S1= 

Gap to the 
debt-

stabilising 
primary 
balance 

+

Additional 
adjustment 
required to 
reach a debt 

target of 
60% of 
GDP in 

2050 

+ 

Additional 
adjustment 
required to 
finance the 
increase in 

public 
expenditure up to 

2050 

S2= 

Gap to the 
debt-

stabilising 
primary 
balance 

+ 0 + 

Additional 
adjustment 
required to 
finance the 
increase in 

public 
expenditure over 
an infinite horizon 

Source: Commission services. 

A high positive contribution of the current 
budgetary position (1st column) signals that the 

                                                      
36  The detailed properties of the sustainability gap indicators 

are described in Annex 1 of European Commission 
(2006), ‘Long-term sustainability of the public finances in 
the European Union', European Economy, No.  4/2006. 
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current level of the primary balance, if 
maintained, will lead to an explosive debt even 
before considering the long-term impact of 
ageing. A high positive contribution of the long-
term changes in the primary balance (last 
column) signals that the impact of ageing on 
public expenditure is expected to be large.  

To this end, a small sustainability gap may cover 
quite different situations. In some cases, it stems 
from a debt-stabilising budget balance and a 
small ageing impact on public finances. In other 
cases, it stems from a very strong budgetary 
position today with large primary surpluses that 
enable to compensate for a significant projected 
rise in age-related expenditure. 

Underlying long-term expenditure 
projections 

Budgetary projections over the long term must 
necessarily be based on a set of assumptions – 
demographic and macroeconomic - which can 
have a very large impact on the results. Thus, in 
the EUs multilateral budgetary surveillance and 
especially in the euro area, having a common 
setting for the projections for the purposes of 
analysing and assessing fiscal sustainability is 
essential to ensure equal treatment. This was the 
main motivation behind the 2006 common 
budgetary projections exercise, carried out by the 
European Commission together with national 
authorities working through the Economic Policy 
Committee.37 

The common projections used in the analysis 
concern the following five age-related 
expenditure items: gross public pensions, 
healthcare, long-term care, education, and 
unemployment benefits.  

Overall, age-related expenditure in the euro area 
is projected to increase by about 4% of GDP up 
to 2050, although this hides very different 
developments in different countries (Graph 25). 
Most of the projected increase in public spending 
will be on pensions and, to a lesser degree, on 
                                                      
37  These projections can be found in Economic Policy 

Committee and the European Commission (2006), 'The 
impact of ageing on public expenditure for the EU25 
Member States on pensions, health care, long-term care, 
education and unemployment transfers (2004-2050)', 
European Economy, Special Reports No 1/2006.  

health care and long-term care. The potential 
offsetting savings in terms of projected public 
spending on education and unemployment 
benefits are likely to be limited. 

Graph 25: Age-related expenditure in the euro area 
(% of GDP) (1) 
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(1)No pension projections were available for Greece in the new 
common projections exercise and the rise in age-related expenditure 
is therefore underestimated. Pension expenditure in Greece was 
projected to rise between 2005 and 2050 by 10.2% in the 2002 
Greek stability programme. 
Source: EPC and EC (2006), Commission services. 

3.  Main results 

This section presents the calculation of the 
sustainability gap indicators and its 
decomposition into the long-term and medium-
term impact for the euro area and its members. 

 Table 11 presents the results of the S2 
sustainability gap indicator, which have been 
calculated on the basis of the structural budgetary 
position in 2005 and the projected change in age-
related expenditure in the period to 2050. 

In the euro area as a whole, the sustainability gap 
is about 3½ % of GDP according to the S2 
indicator. The long-term budgetary impact of 
ageing is the main factor behind the sustainability 
gap. 

The euro-area average, however, masks 
considerable variety between the Member States. 
Overall, all euro-area members but one (Finland) 
have sustainability gaps. This implies that based 
on the current budgetary position and with no 
changes in policies, an adjustment is necessary so 
as to render the public finances sustainable over 
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the long term for most euro-area members. In 
eight countries, a considerable adjustment, of 
more than 2% of GDP, is required.  

Table 11: Sustainability gap indicators 
(% of GDP) (1) 

 S2 sustainability gap (2) 
 Total IBP  LTC  
BE 1.8 -3.5 5.3 
DE 4.4 1.6 2.8 
EL (2) 3.0 2.2 0.9 
ES 3.2 -2.7 5.9 
FR 4.0 1.4 2.6 
IE 2.9 -3.1 6.0 
IT 3.1 1.3 1.8 
LU 9.5 1.2 8.3 
NL 1.3 -3.1 4.4 
AT 0.3 -0.8 1.1 
PT 10.5 3.8 6.7 
FI -0.9 -5.1 4.2 
EA (2) 3.5 0.2 3.3 
(1) IBP = the initial budgetary position, LTC = the long-term 
changes in the primary balance. 
(2) See notes to Graph 25. 
Source: Commission services. 

 

The long-term budgetary impact of ageing 

The decomposition of the sustainability gap 
indicators (see Table 11) provides information on 
the pure budgetary impact of ageing, and on the 
long-term change in the budgetary position 
(LTC) which, for the euro area, amounts to 3¼% 
of GDP. The situation however varies greatly 
among the euro-area members, as a result of the 
diversity and degree of maturity of their public 
pension arrangements and the effects of pension 
reforms enacted so far. 

 The long-term budgetary impact of ageing is 
very significant in Luxembourg, Portugal, 
Ireland, Spain and Belgium, with an increase 
of close to 5% of GDP or more. These 
countries have either so far made only limited 
progress in reforming their pension systems 
so as to limit the projected increase in public 
pensions, or have pension systems that are 
still maturing.  

 For a second group of countries - the 
Netherlands, Finland, Germany and France - 
the long-term budgetary impact of ageing is 
more limited, ranging from 2% to 5% of 
GDP. Several of these countries have 
implemented pension reforms that are 

helping to limit the increase in pension 
expenditure (Finland, France and Germany), 
while the projected increase in public pension 
expenditure is also limited in the Netherlands, 
owing to its historically stronger reliance on 
private pension arrangements.  

 Finally, the increase is more moderate, 2% of 
GDP or less, in Italy and Austria, which have 
implemented comprehensive pension 
reforms. For these countries, with a relatively 
limited long-term budgetary impact of ageing 
as mentioned above, the projected increase in 
expenditure on health care and on long-term 
care more generally is greater than the 
increase on pensions.  

Concerning Greece, it should be noted that 
projections for pension expenditure and long-
term care were not available for the 
Commission's Sustainability Report.38 The rise in 
its age-related expenditure is therefore 
underestimated. In its 2002 stability programme, 
Greece projected pension expenditure to rise by 
10.2% of GDP between 2005 and 2050.  

The impact of the initial budgetary position 

In addition to the long-term budgetary impact of 
ageing, the current budgetary position and level 
of debt can also present a risk to the 
sustainability of public finances. Indeed, Table 11 
shows that there is a risk of unsustainable public 
finances even before the long-term budgetary 
impact of ageing populations in the euro area is 
considered, which highlights the importance of 
fiscal consolidation.  

There are however large variations in terms of 
the initial budgetary positions among euro-area 
members. In half of the countries (PT, EL, DE, 
FR, IT and LU), the initial budgetary position 
poses a risk and the structural primary balance 
must be improved to avoid their public finances 
taking an unsustainable path even before the 
long-term impact of ageing is considered.  This is 
a matter of urgency, particularly for those 
countries which have a high debt/GDP ratio 
such as Italy and Greece. 

                                                      
38  See European Commission (2006), 'Long-term 

sustainability of public finances in the European Union', 
European Economy, No. 4/2006. 
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For the remaining six countries (AT, ES, IE, NL, 
BE and FI), the current budgetary position is 
such that the public finances would be on a 
sustainable path if there were no long-term 
impact of ageing to consider. They can however 
cover part of the budgetary impact of ageing over 
the long term by reducing their public debt 
and/or accumulating assets in the next few 
decades. 

Graph 26 decomposes the sustainability gap 
indicators into the impact of: (i) the initial 
budgetary position on the horizontal axis, where 
the stronger the fiscal position, the further to the 
left the country appears; and, (ii) the long-term 
budgetary impact of ageing on the vertical axis, 
where the smaller the impact of ageing, the 
further to the bottom is the country. Nearly all 
countries have positive sustainability gaps and are 
thus above the sustainability diagonal. 

Graph 26: Decomposing the sustainability indicators(1) 
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(1) See notes to Graph 25.  
Source: Commission services. 

Government debt projections 

The debt/GDP ratio is projected to remain 
above 60% of GDP over the coming decades in 
the euro area. Towards 2020, it is projected to 
start rising considerably and to reach nearly 
200% of GDP in 2050, which clearly indicates 
that public finances are on an unsustainable path.  

The debt/GDP ratio is currently above the 
Treaty reference value of 60% of GDP in seven 
countries (BE, DE, EL, FR, IT, AT and PT), 
which makes debt reduction a matter of urgency 
in these cases. For countries with a very high 

government debt level, i.e. above 100% of GDP 
such as Greece and Italy, public finance 
consolidation is therefore of the utmost 
importance. 

4.  Sensitivity of the results 

The sustainability indicators are sensitive to a 
number of underlying assumptions, required to 
project developments in public finances over a 
long period of time. Given the uncertainties 
surrounding the assumptions it is important to 
test the robustness of the results.  

There are some uncertainties about assumptions 
regarding the demographic and economic 
outlook over the long term. Changes in 
assumptions on key variables, such as life 
expectancy, employment and productivity, can 
have a considerable impact on the results. For 
example, an increase in the total employment rate 
would reduce public expenditure as a share of 
GDP. In particular, pension expenditure would 
be lower if the employment of older workers 
increased, since it would reduce the number of 
retirees, but the total impact would depend on 
the extent to which those older workers would 
then be entitled to higher pensions as a result of 
extending their working lives. 

There is also some uncertainty regarding the 
main drivers of some public expenditure items 
such as health care and long-term care. There has 
been an upward trend in health-care expenditure 
as a share of GDP in most euro-area Member 
States in the past even though the increase in the 
old-age dependency ratio in the euro area has 
been limited. Hence, there is a distinct possibility 
that public health-care expenditure will increase 
faster than implied solely by demographic 
factors, which would prove to be even more 
challenging. 

Finally and importantly, the initial budgetary 
position (the current structural primary balance 
and debt) has a strong one-to-one impact on the 
sustainability gap indicators. A large majority of 
euro-area countries still have budget deficits 
above their medium-term objectives (MTOs) - 
defined for the first time in the 2005/06 updated 
stability and convergence programmes according 
to the principles of the revised SGP - and plan to 



 

European Commission 
Directorate General for Economic and Financial Affairs  

 
 
 

- 43 - 

consolidate their public finances over the next 
few years; it is therefore important to estimate 
the impact of such medium-term budgetary 
developments.39 To illustrate this point, the 
remainder of this section analyses the implication 
for sustainability of an MTO scenario where all 
Member States attain their MTOs in 2010.40  

Structural balances below the MTOs in most 
euro-area countries 

Table 12 shows that a majority of the euro-area 
countries were not at their MTO in 2005. For 
most of them, attaining the MTOs will imply a 
budgetary consolidation over the medium-term 
and for five (DE, EL, FR, IT and PT), the 
budgetary consolidation required to reach their 
MTOs amounts to more than 2% of GDP. 

The MTO is defined in terms of structural 
government balance. For the purposes of long-
term public finance sustainability analysis, one 
has to refer to the structural primary balance 
underlying the MTO in 2010. In the MTO 
scenario, the structural primary balance in 2010 is 
calculated with the following assumptions: 

 the general government balance is assumed to 
converge in a linear fashion towards the 
MTO in 2010 and the cyclical impact is 
assumed to be zero by 2010; 

 the interest rate on debt in 2010 is assumed to 
be the implicit interest rate on debt in the last 

                                                      
39  The reformed SGP specifies that MTOs should pursue a 

triple aim, namely: (i) providing a safety margin with 
respect to the 3 percent deficit limit; (ii) ensuring rapid 
progress towards sustainability; and (iii) taking the first 
two objectives into account, allow room for budgetary 
manoeuvre, in particular taking into account the needs for 
public investment. Country-specific MTOs in the current 
phase were set by the Member States themselves, taking 
into account: (i) the current government debt ratio (in 
2004); (ii) potential economic growth (average 2005-
2050); and, (iii) a measure of a safety margin with respect 
to the reference value of 3 percent of GDP. For a 
discussion of the MTOs and the experiences one year 
after the reform of the SGP, see Parts II.2 and II.3 of 
European Commission (2006), 'Public Finances in EMU 
– 2006', European Economy, No. 3/2006. 

40  The MTO scenario is a sensitivity test related to the initial 
budgetary position. It does not mean that the 
Commission expects all countries to reach the MTO 
exactly in 2010; some countries had already attained their 
MTO in 2005, while some might reach it only after 2010. 

year of the stability/convergence programme 
of the country concerned.  

Table 12: Structural balances in 2005 and 2010 (MTO 
scenario) (% of GDP) (1) 

 2005 (2)  2010 (3) 

 
Struct. 
balance

Struct. 
prim. 

balance

MTO 
in the 
SCPs 

Struct. 
balance 

Struct. 
prim. 

balance
BE (1) 0.1 4.5 0.5 0.5 3.7 
DE -3.1 -0.3 0 0 2.8 
EL -5.3 -0.3 0 0 4.3 
ES 1.3 3.1 0 0 1.2 
FR -3.1 -0.5 0 0 2.5 
IE 1.9 3.1 ≈ 0.0 0 0.8 
IT -3.9 0.6 0 0 4.5 
LU -1.3 -1.2 -0.8 -0.8 -0.5 

NL 1.0 3.6 -1.0 to 
-0.5 -0.75 1.4 

AT -1.0 1.7 0.0 0.0 2.4 
PT -5.2 -2.5 >-0.5 -0.5 2.5 
FI 3.2 4.7 ≈ 1½ 1.5 2.3 
(1) In BE, the rapidly declining debt will significantly reduce interest 
payments up to 2010; the primary balance underlying the MTO is 
therefore lower in 2010 than it would be today with the same deficit 
target.. 
(2) As estimated in the Commission's Spring 2006 forecasts.  
(3) MTO scenario. 
Source: Commission services. 

 
The sustainability gap is reduced 
significantly in the MTO scenario  

The long-term budgetary impact of ageing (LTC) 
in the MTO scenario is the same as in the 
baseline scenario (see Table 11). However, the 
initial budgetary position (IBP) is different for 
most countries. This reflects the fact that most 
countries were not at their MTO in 2005, as 
shown in Table 12. The change in the 
sustainability gaps can therefore be attributed to 
the difference in the initial budgetary position, 
i.e. the structural primary balance in 2010 
consistent with the MTO and the level of debt in 
2010.  

Indeed, Table 13 shows that on average in the 
euro area, the outlook in the MTO scenario is 
more positive than the baseline scenario based 
on the 2005 budgetary outcomes. In fact, the 
sustainability gap (at 1½% of GDP) would be 
more than halved if the MTOs were attained in 
2010 by all euro area members. 

The considerable improvements in most 
countries, notably the large ones, contribute to 
this. This is particularly important for the 
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countries that have an S2 sustainability gap larger 
than 2% of GDP in the baseline scenario (DE, 
EL, FR, IT, LU and PT). In a number of 
countries (DE, FR and IT) the gap even falls 
below 2% of GDP under the assumption that the 
MTO is reached.  

Table 13: Sustainability gap indicators – MTO scenario 
(% of GDP) (1) 

 S2 sustainability gap (2) 
 Total IBP  LTC  
BE 2.7 -2.6  5.3 
DE 1.2 -1.6  2.8 
EL (2) -1.8 -2.7  0.9 
ES 5.2 -0.7  5.9 
FR 0.9 -1.7  2.6 
IE 5.3 -0.7  6.0 
IT -1.1 -2.9  1.8 
LU 8.9 0.5  8.3 
NL 3.6 -0.8  4.4 
AT -0.5 -1.5  1.1 
PT 5.2 -1.5  6.7 
FI 1.6 -2.6  4.2 
EA (2) 1.6 -1.7  3.3 
(1) IBP = the initial budgetary position, LTC = the long-term 
changes in the primary balance. 
(2) See notes to Graph 25. 
Source: Commission services. 

 
Another sensitivity test regarding budgetary 
consolidation is the 'cost of a delay'. It shows the 
increase in the sustainability gap that would result 
from a delay of five years in implementing 
budgetary consolidation compared to the 
baseline. Such a delay is estimated to result in an 
increase of the S2 sustainability gap indicator for 
the euro area of around 0.3 pp. of GDP. The size 
of the necessary adjustment increases over time, 
making it more costly to address the challenge in 
the future than today. 

Government debt projections in the MTO 
scenario 

The considerable impact that reaching the MTOs 
will have on future debt developments is 
apparent also from Graph 27, which compares 
debt developments with the baseline. Under this 
assumption, government debt would reach about 
80% of GDP in 2050 in the euro area in the 
MTO scenario, as compared with the 200% 
projected in the baseline scenario.  

Fiscal consolidation can contribute very 
significantly to reducing future debt levels. 

Indeed, a majority of euro area members would 
have significantly lower government debt levels if 
the MTOs are attained in 2010 (see Table 14). 
Consolidating the public finances over the 
medium term enables the debt/GDP ratio to be 
reduced in the coming decades, a reduction 
which absorbs part of the long-term budgetary 
impact of an ageing population.  

Graph 27: Debt developments, euro area 
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Source: Commission services. 

 

Table 14: Gross debt developments (% of GDP) 
 2005 2050 

  Baseline 
scenario 

MTO 
scenario 

BE  93.3  83  129 
DE  67.7  261  65 
EL (1)  107.5  255  -56 
ES  43.2  72  198 
FR  66.8  239  66 
IE  27.6  31  157 
IT  106.4  261  1 
LU  6.2  268  240 
NL  52.9  47  176 
AT  62.9  63  18 
PT  63.9  528  208 
FI  41.1  -42  96 
EA   70.0  196  83 
(1) See notes to Graph 25. 
Source: Commission services. 

5.  Other factors relevant for assessing 
fiscal sustainability 

Current government debt 

The level of the outstanding government debt is 
arguably the most important additional factor. 
While the sustainability gap indicators already 
include information on the current level of debt, 
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they do not incorporate all the specific risks 
faced by countries with a large initial debt level. 
For example, high-debt countries are more 
sensitive to shocks to economic growth and to 
interest rate changes in the short/medium term. 
Table 15 shows that if the real interest rate was 
1 pp. higher, the initial budgetary position, i.e. 
the difference between the current structural 
primary balance and the debt-stabilising one, 
would increase by at least ¾% of GDP for 
countries with currently high levels of 
government debt. 

Table 15: Impact of a higher interest rate on the 
initial budgetary position (% of GDP) (1) 

 Initial budgetary position (2) 
 Baseline Higher interest rate 

BE  -3.5  -2.8 
EL  2.2  3.2 
IT  1.3  2.3 
EA  0.2  0.7 
(1) In the 'baseline' scenario a 3% real interest rate is assumed. In 
the 'higher interest rate' scenario, a 4% of GDP real interest rate is 
assumed. 
(2) See table 10. 
Source: Commission services. 

Risks related to the projected evolution of 
pension expenditure 

In some countries, a considerable decrease in the 
ratio of pension benefits to GDP is projected 
(DE, FR, IT, AT and PT). However, the 
purchasing power of pensions is still projected to 
increase in real terms – though at a significantly 
slower pace than wages, which may cast some 
doubt on the "social" sustainability of current 
arrangements.  

It is, difficult to draw clear-cut conclusions for 
the euro area as a whole given the diversity of 
pension arrangements. Nevertheless, it can be 
stated that a decrease in the public benefit ratio 
may lead to further risks to public finances, 
notably if: (i) it leads to a substantial increase in 
the poverty rate of older people; (ii) it leads to a 
large increase in contributions of private 
occupational and/or supplementary schemes 
over the long term, which may affect public 
revenue in the medium-term (for instance 
because of possible tax breaks on investment in 
private pension schemes); (iii) there are obstacles 
to the job activity of older workers that prevent 
them from accumulating additional pension 

rights, or if prolonging their working lives 
substantially does not result in a substantial 
increase in pensions.  

Thus, notwithstanding data availability 
limitations, looking at how the public benefit 
ratio will evolve can help qualify the assessment 
of public finance sustainability. In order to 
reduce the risks stemming from relatively low 
average public pensions in the future, it is of 
prime importance for the euro area to raise 
employment rates, notably of older workers.  

Changes in the revenue ratio over the long 
term 

A 'basic' approach to project public primary 
revenue over the long term is to assume that the 
revenue/GDP ratio is constant over the long 
term (i.e. a unit elasticity of each revenue item 
with regard to the relevant tax base and a unit 
elasticity of the tax bases to GDP).  

This 'basic' approach has been used in the 
calculations of the indicators and is followed 
(explicitly or implicitly) by a majority of EU 
countries. However, a number of countries 
project revenues in their national long-term 
projections.  

Changes in the revenue ratio up to 2050 may be 
large, in the order of 1-1½% points of GDP. For 
example, in the Netherlands, taxes on pensions 
will increase over the long term since individuals 
have accumulated large assets in funded pension 
schemes and these schemes have not yet 
matured; pension contributions are exempted 
from taxation while disbursements are subject to 
taxation. By contrast, property income as a share 
of GDP might fall over time since, for example, 
returns on bonds (the coupon) are nominally 
fixed and would thus fall in relation to GDP. 
This could have a relatively large impact for 
countries like Finland, with significant assets held 
by the government.  

6.  Overall assessment of the 
sustainability of public finances 

Ensuring fiscal sustainability in view of ageing 
populations is a key challenge in the euro area. 
There is however considerable variation among 
euro-area members both in the scale of the 
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challenges that they are facing and whether they 
are mainly related to medium-term or to long-
term budgetary developments. 

Table 16: Overall assessment 
Risk category Country 

Low The Netherlands, Austria and 
Finland 

Medium Belgium, Germany, Spain, France, 
Ireland, Italy and Luxembourg 

High Greece and Portugal 

Source: Commission services. 

 

The relative scale of the public finance 
sustainability challenge is represented by three 
categories: low, medium and high risk. While 
clearly distinguishing the size of the challenge 
countries face (see Table 16), this categorisation 
recognises that an ageing population represents a 
budgetary challenge over the long term for all 
countries, since low risk does not mean no risk. 
Overall, two countries are assessed to be at high 
risk, seven at medium risk and three at low risk. 

The high risk countries (EL and PT) are 
characterised by a very significant rise in age-
related expenditure over the long term, which it 
will be necessary to curb. They also have large 
deficits and Greece in particular also already has 
a high debt level. This needs to be tackled 
through budgetary consolidation. 

The medium-risk group of countries (BE, DE, ES, FR, 
IE, IT and LU) is a diverse group consisting of 
countries with very different characteristics. 
Some of these countries currently have relatively 
strong budgetary positions, but face significant 
costs relating to ageing, for which structural 
reform measures are needed. Spain, Ireland and 
Luxembourg fall into this group. Others need to 
consolidate their public finances over the 
medium term, to varying degrees, but are less 
concerned with the cost of ageing, usually 
because they have already reformed their pension 
systems. This is the case in Germany, France and 
Italy. Italy stands out in requiring a rapid 
budgetary consolidation to ensure a steady 
reduction of the currently very high level of debt. 
Belgium’s situation is also distinctive in that it 
needs to maintain a strong budget balance to 
reduce its very high level of debt, as well as 

taking measures to curb the high increase in age-
related expenditure. 

The low risk countries (NL, AT and FI) have come 
furthest in coping with ageing, which implies 
either a strong budgetary position and/or 
comprehensive pension reforms. This does not 
mean that in these countries there are no risks to 
the sustainability of public finances. In Austria, 
the situation depends on the successful 
implementation of the pension reforms enacted. 
The other two countries will also need to 
consider structural reform measures at some 
point to tackle the relatively high projected cost 
of ageing. 

7.  Policy implications 

A broad strategy to ensure fiscal 
sustainability is needed… 

Coping with the budgetary challenge posed by 
ageing populations is a key policy challenge in the 
euro area. The analysis confirms the relevance of 
and need for the three-pronged strategy to 
ensure sustainable public finances, i.e. reducing 
debt at a fast pace, raising employment rates and 
productivity, and reforming pension, health care 
and long-term care systems. 41 

Several euro-area members have made progress 
down these three routes, by resolutely 
implementing often difficult policy choices. They 
have shown that reforms and ambitious fiscal 
policies pay off. However, more needs to be 
done, and done soon: postponing these 
inevitable policy choices will not make them 
easier, but more difficult. 

…consisting of fiscal consolidation… 

First, euro-area members need to consolidate the 
public finances so as to run down public debt 
rapidly before the full impact of ageing unfolds. 
Indeed, the analysis shows that consolidating 
public finances towards the MTOs will 
significantly contribute to alleviating part of the 
long-term budgetary costs of ageing and will 
prevent a rapid rise of the debt/GDP ratio. 
Moreover, sound public finances allow for low 
                                                      
41  Decided by the Stockholm European Council in March 

2001. 
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interest rates and high and stable economic 
growth which would in turn improve the 
sustainability of public finances.  

…measures that increase employment and 
productivity… 

Second, the employment rate needs to be raised 
in the euro area, especially amongst women and 
older workers. It should be noted that 
considerable progress has already been made in 
the euro area, with employment rates having 
increased in recent years and continued increases 
are projected over the long-term as a result of 
enacted structural reforms. The overall 
employment rate in the euro area is projected to 
increase from 63% in 2004 to 67% in 2010 and 
to reach 70% - the Lisbon target - by 2035. 
Nonetheless, if employment rates were to 
increase more than assumed in the common 
long-term projections made by the Commission 
and the Economic Policy Committee42 it would 
considerably contribute to fiscal sustainability. 
Indeed, in many countries, substantial benefits 
could be reaped by reducing structural 
unemployment further. Successfully 
implementing policy measures that increase 
employment and enhance productivity, in line 
with the goals of the Lisbon strategy, would 
furthermore raise potential GDP growth rates, 
improve future living standards and provide 
more room for budgetary reallocation in the 
future.  

In addition, the above-mentioned common long-
term projections show that some limited 
budgetary savings could be achieved by a 
projected reduction in education expenditure on 
account of ageing populations. However, as 
productivity will need to be boosted in the 
future, Member States could consider using those 
savings to modernise their education systems, in 
line with the Lisbon commitments to build a 
knowledge-based economy.  

…and reforms of the welfare models… 

Third, Member States need to consider 
appropriate reforms of pension, health-care and 
long-term care systems to ensure that they are 
financially viable in the face of ageing while at the 

                                                      
42  See footnote 37.  

same time securing core policy goals of adequacy 
and access. Recent pension reforms in several 
euro-area countries have reduced the budgetary 
impact of ageing and are helping to raise the 
effective retirement age.  

In many cases, reforms of public pension 
systems have made them less generous; they 
reduce average public pensions in relation to 
average wages over time. But it is important that 
pensions overall can be maintained at an 
adequate level for reforms to enjoy lasting 
support. This means raising employment rates 
and in particular giving older workers incentives 
to extend their working lives and hence accrue 
more pension benefits. 

Finally, the analysis shows that there is some 
uncertainty as to what the key drivers of public 
health-care expenditure will be. The population 
may continue to demand an increasing share of 
public health-care services, as has been observed 
in the past decades, and there is a distinct 
possibility that demand for higher provision of 
health-care services will put upward pressure on 
public spending as a share of GDP over and 
above that motivated solely by demographic 
change. Coping with the observed trend 
increases in public spending on health care is 
currently under debate in several countries. 

…to improve the functioning of the euro-
area economies 
In addition to rigorously implementing the 
consolidation of the public finances over the 
medium-term towards the MTOs and/or 
maintaining a budgetary position that would 
reduce sustainability risks, a determined effort 
will be required to improve the functioning of 
the euro-area economies and to adapt public 
systems to better enable them to cope with the 
significant challenges ahead. The policies behind 
this three-pronged strategy are an integral part of 
the Lisbon strategy as raising employment rates 
and running sound macro- and micro-economic 
policies are conducive to economic growth and 
prosperity. What combination of policies in these 
three areas is deemed appropriate will depend on 
what form the sustainability challenge takes in 
each euro-area country and what policy priorities 
they have set themselves. 
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