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1. The long-term fiscal sustainability 
challenge in the euro area (51) 

The population of the euro area is ageing, through 
both increased life expectancy and falling fertility 
rates, and this process is projected to continue 
over the next 50 years. The economic and 
budgetary consequences of this expected change 
in population structure stem mainly from a 
reduction in the working-age population and an 
increase in the number of elderly people requiring 
support. A lower number of economically active 
people leads to lower economic growth and tax 
revenues, while a higher number of retired people 
entails additional public provision of expensive 
age-related transfers and services.  

The concept of fiscal sustainability 

The concept of the sustainability of public 
finances concerns the ability of a government to 
finance its current debt and expected expenditure. 
There is no single clear-cut definition of a 
sustainable fiscal position but rather a number of 
alternative theoretical and practical approaches. In 
general, it can be stated that, at first instance, a 
sustainable position involves a debt level that does 
not entail interest payments so large that they 
cannot be paid. Thus, the sustainability of public 
finances considers the ability of a government to 
service the costs of its debt through future 
revenues. Sustainability of public finances is  
 

                                                        

(51) This focus section draws upon the detailed analysis in 
European Commission (2009), ‘Sustainability Report 2009’, 
European Economy 9/2009 and the Commission 
Communication ‘Long-term sustainability of public finances 
for a recovering economy’, COM(2009) 545 final, 
14.10.2009.   

therefore a long-term concept and differs from 
liquidity, which is concerned with the immediate 
(short-run) ability of a country to raise debt to 
finance its expenditure.  

A first way of formulating the widest definition of 
sustainability is to look at the solvency condition 
for general government through the government’s 
intertemporal budget constraint. (52) This 
considers the ability of the government to meet 
the costs of its debt through future revenues. The 
intertemporal budget constraint is satisfied if the 
projected outflows of the government (current 
public debt and the discounted value of all future 
expenditure, including the projected increase in 
age-related expenditure) are covered by the 
discounted value of all future government 
revenue. This is equivalent to saying that the 
government must run sufficiently large primary 
surpluses (receipts minus spending excluding 
interest payments) going forward to cover the cost 
of servicing its debt.  

Depending on the time horizon considered – finite 
or infinite – two sustainability gap indicators can 
be derived, showing the size of the permanent 
budget adjustment required to ensure that the 
intertemporal budget constraint is met. 
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where Dt0 is gross debt as a share of GDP in the year before 
the long-term projections, PBt is the structural primary 
balance (receipts minus spending excluding interest 
payments), adjusted for cyclical movements and excluding 
one-off transactions at time t and r is the differential between 
the nominal interest rate and the nominal GDP growth rate. 

The crisis-related fiscal expansions and the ageing population raise questions about the sustainability of public 
finances in the euro area as well as in the rest of the EU. As the share of working-age people in the population 
falls and the share of the old increases, economies are faced with lower economic growth and higher costs 
associated with providing services for the ageing population. This results in pressure on public finances. 
Therefore, ensuring fiscal sustainability in the euro area requires time-consistent policies with a broad 
approach, consisting of fiscal consolidation, efforts to increase employment and enhance productivity, and 
structural reforms that prepare the euro area’s social security systems to face the future challenges. 

Fiscal measures to increase confidence and support demand are only successful if they are perceived by the 
markets and public opinion as temporary and consistent with long-term sustainability. Otherwise, if economic 
agents expect a durable widening of debt, fiscal support will lose its effectiveness and can become 
counterproductive, in particular when the crisis climax has been overcome and recovery is imminent. 
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• The S1 indicator shows the durable adjustment 
to the structural primary balance (i.e. an 
increase in taxes or cuts in expenditure) 
required to reach a target debt of 60 % of GDP 
in 2060, including paying for any additional 
expenditure from now to the target date, 
arising from an ageing population. The choice 
of the debt target for the S1 indicator is in line 
with the debt threshold in the Treaty. The 
timescale has been chosen to be long enough 
to allow the impact of ageing to be analysed in 
a meaningful way, while still remaining within 
the sights of current taxpayers and policy 
makers. The timescale also corresponds to the 
available long-term demographic and 
economic projections. 

• The S2 indicator shows the adjustment to the 
structural primary balance required to fulfil the 
infinite horizon intertemporal budget 
constraint, including paying for any additional 
expenditure arising from an ageing population. 

Table III.1 breaks the two indicators down into 
the three factors that the gap depends on, and the 
three corresponding components of the indicators. 
It shows that the initial budgetary position and the 
long-term costs of ageing affect both indicators 
directly, while the S1 indicator is also directly 
affected by the starting level of debt relative to the 
60 % target for 2060. In the results shown below, 
the contribution of the components of the 
sustainability gaps is considered in detail. 

Required adjustment given the initial 
budgetary position 

Irrespective of the increase in government 
expenditure due to projected demographic 
developments, the public finances of a given 
country may be unsustainable if the initial 
structural primary balance, the projected interest 
payments and economic growth imply an ever-
increasing debt ratio. Thus, the first component of 
the S1 and S2 indicators corresponds to the gap 

between the initial structural primary balance and 
the debt-stabilising primary surplus. This 
component is referred to as the required 
adjustment given the initial budgetary position, or 
simply IBP. (53) 

The debt requirement by 2060 

In the case of the S1 indicator, the size of the 
adjustment required directly depends on the debt 
requirement set at the end of the time period 
(60 % of GDP in 2060). For countries with 
starting government gross debt above 60 % of 
GDP, the required adjustment to reach the target 
debt by 2060 (DR) term will increase the size of 
the indicator as the effort of debt reduction by 
2060 needs to be considered. 

The required adjustment given the increase in 
age-related costs 

Finally, both S1 and S2 include a component 
which corresponds to the required adjustment due 
to the long-term changes in government 
expenditure (or simply, LTC). This component of 
both indicators is the additional adjustment 
required as a result of these expenses either to 
2060 or over an infinite horizon. The magnitude 
of the LTC component depends on both the 
demographic outlook for countries and their social 
protection arrangements. The LTC component 
represents either the change required to pay for 
the additional expenses (i.e. a durable increase in 
taxes or a cut in expenditure other than those 
related to demography) or the size of structural 

                                                        

(53) As the size of this component depends on expected growth 
and interest rates, it is not necessarily the case that the gaps to 
the debt-stabilising primary balance will have the same 
magnitude in the S1 and S2 indicators, as expected growth 
and interest rates might vary over time. However, in practice 
IBP (S1) and IBP (S2) are quite close to each other. 
Moreover, also because of the expected movements in growth 
and interest rates, including those of a cyclical nature, the 
concept of ‘debt stabilisation’ should be understood in a long-
term perspective and not year by year. 

 

Table III.1: Summarising the sustainability indicators 

 Required adjustment given the 
initial budgetary position (IBP)

Required adjustment to reach debt 
to GDP ratio of 60% in 2060 (DR)

Required adjustment due to long-
term changes in the primary 

balance (LTC)
S1= Gap to the debt-stabilising primary 

balance
+ Additional adjustment required to 

reach a debt target of 60% of GDP in 
2060

+ Additional adjustment required to 
finance the increase in public 

expenditure due to ageing up to 2060

S2= Gap to the debt-stabilising primary 
balance

+ 0 + Additional adjustment required to 
finance the increase in public 

expenditure due to ageing over an 
infinite horizon

Source: Commission services. 
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reform to social protection schemes needed to 
avoid the increase in government expenditure. 

The size of this component is likely to vary 
between the S1 and S2 indicators. The larger the 
part of the expected ageing of the population that 
is to occur in the short- rather than medium-term 
future, the larger the impact on the S1 indicator 
relative to the S2 indicator. Conversely, if the 
costs of ageing are mainly borne closer to 2060 
(and beyond) than now, the relative impact of 
ageing on the S2 indicator will be larger. 

Policy options 

The breakdown of the indicators allows an 
analysis of the driving forces behind the results 
summarised by the indicators and helps in 
identifying the required policy responses. The 
same overall sustainability gap may be the result 
of the current fiscal position (see IBP), the level 
of debt (see DR) or the expected increase in 
ageing-related expenditure (see LTC). Moreover, 
comparing LTC components in S1 and S2 (i.e. the 
finite- and infinite-horizon versions of the 
sustainability indicators) also allows the degree of 
urgency in addressing the demographic-related 
sustainability issues to be identified. 

Underlying projections of age-related 
expenditure 

An ageing population puts pressure on a country’s 
public finances primarily through its effects on the 
labour market and hence economic growth as well 
as age-related expenditure. With fewer people of 

working age, the potential growth rate of the 
economy is reduced. Changes in the estimated 
rate of economic growth affect each of the 
components of the S1 and S2 indicators. In 
addition, ageing involves increases in age-related 
expenditure, the fiscal impact of which is 
presented in the 2009 Ageing Report (see 
Table III.2). (54) As the aim is to provide an 
estimate of the long-term effect of ageing on 
sustainability, the analysis takes the figures for 
age-related costs starting in 2010. The projections 
are made on the basis of a no-policy change 
assumption where it is assumed that current tax 
and spending arrangements continue in the future. 
They are based on five expenditure categories. 
According to the projections, euro-area public 
finances would face spending increases of 5.1 pp 
of GDP on average by 2060. 

2. Main results 

This section presents the sustainability gap 
indicators and their breakdown into the IBP and 
LTC components for the euro area and its 
members. Table III.3 presents the results of the S2 
sustainability gap indicator, which have been 
calculated on the basis of the structural budgetary 

                                                        

(54) ‘2009 Ageing Report’, joint report of the European 
Commission and the EPC, European Economy 2/2009, and 
Commission Communication ‘Dealing with the Impact of an 
Ageing Population in the EU,’ COM(2009) 180 final, 
21.4.2009. 

 

Table III.2: Changes in age-related expenditure (2010-2060, percentage points of GDP) 

Pensions Health care Long-term care Unemployment Education Total

BE 4.5 1.1 1.3 -0.4 0.1 6.6
DE 2.5 1.6 1.4 -0.2 -0.2 5.1
IE 5.9 1.7 1.3 0.0 -0.2 8.7
EL 12.5 1.3 2.1 -0.1 0.2 16.0
ES 6.2 1.6 0.7 -0.4 0.2 8.3
FR 0.6 1.1 0.7 -0.3 0.0 2.2
IT -0.4 1.0 1.2 0.0 -0.2 1.6
CY 10.8 0.6 0.0 0.0 -0.6 10.7
LU 15.3 1.1 2.0 0.0 -0.3 18.2
MT 5.1 3.1 1.6 0.0 -0.6 9.2
NL 4.0 0.9 4.6 0.0 -0.1 9.4
AT 1.0 1.4 1.2 0.0 -0.2 3.3
PT 1.5 1.8 0.1 -0.3 -0.2 2.9
SI 8.5 1.7 1.7 0.0 0.7 12.7
SK 3.6 2.1 0.4 -0.1 -0.5 5.5
FI 2.6 0.8 2.5 0.0 0.0 5.9
EA 2.7 1.3 1.3 -0.2 0.0 5.1
Source: Commission services and EPC. 
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position in 2009 and the projected change in age-
related expenditure in the period to 2060. (55) 
 

Table III.3: Results of the sustainability gap 
(S2) calculations in the baseline scenario  

(% of GDP) 

Total IBP(1) LTC(2)
BE 5.3 0.6 4.8
DE 4.2 0.9 3.3
IE 15.0 8.3 6.7
EL 14.1 2.6 11.5
ES 11.8 6.1 5.7
FR 5.6 3.8 1.8
IT 1.4 -0.1 1.5
CY 8.8 0.5 8.3
LU 12.5 -0.4 12.9
MT 7.0 1.4 5.7
NL 6.9 1.9 5.0
AT 4.7 1.6 3.1
PT 5.5 3.7 1.9
SI 12.2 3.9 8.3
SK 7.4 4.5 2.9
FI 4.0 -0.5 4.5
EA 5.8 2.3 3.5

S2

(1) IBP is the required adjustment given the initial budgetary 
position; (2) LTC is the required adjustment given the long-term 
change in the primary balance due demographic ageing. 
Source: Commission services. 
 

In the euro area as a whole, the sustainability gap 
is 5.8 % of GDP according to the S2 indicator. 
This means that to return to a sustainable path the 
euro-area countries as a whole would need to 
increase the tax burden or decrease expenditure 
now and in a durable manner by 5.8 % of GDP, or 
to adapt structural reforms that increase potential 
growth and reduce the dynamics of age-related 
expenditure. The sustainability gap is due to both 
the initial budgetary position and the long-term 
budgetary impact of ageing. The euro-area 
average, however, masks considerable variety 
between the Member States. Overall, all euro-area 
members have sustainability gaps. Nine Member 
States show a high sustainability gap of over 6 % 
of GDP, while six Member States have a 
significant sustainability gap of between 4 % and 
6 % of GDP. Only Italy — albeit one of the most 
indebted countries in the euro area — shows a 
small sustainability gap of less than 2 % of GDP 
thanks to a series of pension reforms in the last 
decades. 

The sustainability gap indicators show the size of 
the permanent adjustment that is required to keep 
public finances sustainable. Not making this 
adjustment would have the short- to medium-term 

                                                        

(55) Only the results for the more stringent S2 indicator are 
presented here as it is the main indicator used in the overall 
risk classification below.    

effect of increasing debt, before serious 
sustainability and solvency concerns start 
affecting countries’ abilities to raise debt as the 
perceived long-term risks increase. 

The initial budgetary position 

According to the IBP component of the S2 
indicator, only three euro-area Member States 
(Finland, Luxembourg and Italy) have an initial 
fiscal position which would be sustainable if long-
term costs were left aside. Seven Member States 
(Cyprus, Belgium, Germany, Malta, Austria, the 
Netherlands and Greece) require an adjustment of 
up to around 3 % of GDP to the structural public 
balance to place their public finances on a 
sustainable path, even before considering the 
long-term budgetary impact of an ageing 
population. The remaining six Member States 
(Portugal, France, Slovenia, Slovakia, Spain and 
Ireland) have an initial structural fiscal position 
that would require an even greater adjustment. 

The IBPs are calculated using the budgetary 
position of 2009 as assessed in May 2009 (56) as 
the starting point. The structural primary balance 
is used in the calculation of the sustainability gap 
indicators. This removes the estimated effect of 
the economic cycle from the primary balance and 
also removes the effect of one-off measures. 
Some of the automatic effect of the economic 
crisis on budgets is therefore stripped out of the 
data. However, estimates of structural primary 
balances should be considered with caution given 
the difficulties in disentangling cyclical from 
structural effects at times of severe recessions.  

The long-term budgetary cost of ageing 

The LTC component shows significant 
differences between Member States in terms of 
the budgetary impact of ageing. It ranges from a 
required adjustment of 1.5 % of GDP in Italy to 
12.9 % in Luxembourg. 

The LTC component of the sustainability gap lies 
under 2 % of GDP for three euro-area Member 
States (Italy, France and Portugal). Five Member 
States face a budgetary impact of between 2 % 
and 5 % of GDP (Slovakia, Austria, Germany, 
Finland and Belgium). The remaining countries 
(the Netherlands, Malta, Spain, Ireland, Cyprus, 
Slovenia, Greece and Luxembourg) have an LTC 

                                                        

(56) European Economy 3/2009. Using most recent data would 
lead to changes in the indicators; these changes would, 
however, not alter the overall message the indicators convey. 
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of 5 % of GDP or above, with the costs incumbent 
on Greece and Luxembourg representing 11.5 % 
and 12.9 % of GDP, respectively.  

3. The potential impact of the current 
economic crisis and sensitivity analysis 

The assessment of the sustainability conditions in 
each of the euro-area Member States requires very 
long-term projections for demographic 
developments, interest rates, the labour market 
and the macroeconomic and fiscal situation. 
Given the relatively large margins of error 
surrounding each of those projections, it is useful 
to consider a series of sensitivity analyses, notably 
alternative growth scenarios. (57) 

Crisis related scenarios 

The baseline scenario shows a gradual reduction 
in potential growth due to population ageing. This 
scenario assumes that the loss in output in 2008–
10 is of a cyclical nature without a durable impact 
on current and projected potential. This scenario 
is basically the same as what one could have prior 
to the emergence of the crisis. Though it is 
labelled ‘baseline’ and most indicators in this 
report are based on that scenario, it appears at this 
stage an optimistic scenario. 

The ‘lost decade’ scenario shows potential growth 
taking ten years to return to its pre-crisis level; 
both labour productivity and labour input are 
assumed to reach the baseline growth rate in 2020. 
Thereafter it follows the same path as in the 
absence of the crisis, but the output lost during the 
crisis years is not recovered. 

The most pessimistic scenario is the ‘permanent 
shock’ scenario, where there is a permanent hit to 
potential growth going forward of 1 % per year 
compared to the baseline. In this case, labour 
productivity growth and labour input are assumed 
to be permanently lower due to the crisis. This 
appears to be an over-pessimistic scenario. 

The S2 indicators for the crisis-related scenarios 
are shown in Table III.4. In the lost decade 
scenario, the sustainability gap as measured by S2 
rises by 1.2 % of GDP to 7.0 % of GDP for the 
euro area. The increase is essentially driven by an 
increase in the relative long-term cost of ageing, 
as an unchanged assumption about inflation and 

                                                        

(57) The Sustainability Report presents also alternative scenarios 
relating to demographic projections, productivity growth, 
unemployment and interest rates.  . 

therefore the up-rating of pensions leads to higher 
spending as a share of (lower) GDP.  
 

Table III.4: Sustainability gaps (S2) in the 
crisis-related scenarios 

Baseline Lost decade Permanent shock

BE 5.3 7.0 8.1
DE 4.2 5.8 5.8
IE 15.0 20.6 20.4
EL 14.1 13.3 14.6
ES 11.9 14.8 15.6
FR 5.6 6.6 7.6
IT 1.4 1.8 2.6
CY 8.8 8.7 9.1
LU 12.5 13.2 12.6
MT 7.0 11.1 11.5
NL 7.0 7.5 7.8
AT 4.7 6.1 7.2
PT 5.6 6.8 7.6
SI 12.3 15.1 14.6
SK 7.4 7.4 7.4
FI 4.1 4.5 5.0
EA 5.8 7.0 7.6

Source: Commission services. 
 

In the case of the permanent shock, the effect of 
the crisis on long-term sustainability is more 
marked. Both the productivity and GDP growth 
are assumed to be on a lower trajectory, leading to 
an ever-growing difference in output levels and an 
increase in the sustainability gap of 1.8 % of GDP 
to 7.6 % of GDP. Again, this is primarily due to 
higher relative long-term costs of ageing, but the 
initial budgetary position also contributes more to 
the gap due to the lower GDP growth. 

Medium-term debt projections under 
alternative consolidation scenarios 

Rising government deficits and low growth, as 
well as financial support to the banking sector, are 
leaving a legacy of fast-growing government debt 
ratios in the euro area. Reflecting concerns arising 
from durably high deficits, this section presents 
projections of the gross debt-to-GDP ratio of the 
EU Member States for the next 20 years or so, 
under three stylised scenarios. 

These projections are based on the Commission 
services’ autumn 2009 forecasts till 2011, which 
are then extended into the future taking into 
account the ‘lost decade’ macroeconomic 
scenario. Beyond 2020, the scenarios assume a 
return of growth to the long-term trend. (58) 

                                                        

(58) These additional assumptions are also considered: the 
increase in age-related expenditure is consistent with the 
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Graph III.1 depicts the projected evolution for the 
government gross debt ratio in the euro area. The 
solid thick line shows the outcome for this 
stylised scenario under the assumption of no fiscal 
consolidation measures (Scenario 1). The gross 
debt-to-GDP ratio would rise steadily over the 
projection period. By 2015, the average debt ratio 
would be at around 100 % of GDP in the euro 
area. It would continue increasing to over 120 % 
of GDP in 2020, albeit with large differences 
across countries. The highest increases in the debt 
ratio would take place in Ireland. Cyprus, 
Luxembourg and Finland would be the only euro-
area Member States with debt ratios below 60 % 
of GDP in 2020. 

The graph also shows the results of two further 
scenarios. In Scenario 2, from 2012 on, all euro-
area Member States would implement fiscal 
consolidation efforts (measured in terms of 
structural primary balance) of 0.5 % of GDP per 
year until they reach their medium-term 
objectives (MTOs). (59) The graph clearly 
illustrates that this consolidation rhythm — which 
is the benchmark consolidation effort in the SGP 
— would not be enough to stabilise, let alone 
reduce, the debt ratio by 2030. 

A consolidation effort of 1 % of GDP per year 
(Scenario 3) until the MTOs of each Member 
State are reached would stabilise the government 
debt ratio in the euro area in 2016. The debt ratio 
would, however, still be larger than in the pre-
crisis years, and significantly above the 
Maastricht reference value.  

Although these scenarios are based on a number 
of simplifying assumptions, they show that fast 
debt reduction requires serious consolidation 
efforts. Structural measures that contribute to 
avoiding a ‘lost decade’ of slow GDP growth 
would also decisively contribute to early 
stabilisation, and then fast reduction, of the 
government debt ratio. 

                                                                                  

macroeconomic scenario; the tax-to-GDP ratios are projected 
to converge to their pre-2007 level for countries with 2010 
tax burdens below their 2007 level. For countries with 2010 
tax-to-GDP ratio above the pre-crisis level, it is assumed that 
the tax ratio remains constant; the implicit interest rate on 
government debt converges to 3 % in real terms in 2020 and 
remains constant thereafter, for all countries; specific 
stimulus measures projected for 2011 are withdrawn in 2012; 
there is zero stock-flow adjustment. 

(59) The medium-term objectives (MTOs) used here are those that 
were in place at the time of the 2008/09 round of stability and 
convergence programmes.   

Graph III.1: Medium-term debt projections 
under alternative assumptions, euro area  
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Scenario on postponing retirement 

This section presents a scenario where effective 
retirement ages in all euro-area Member States are 
increased in a uniform manner. The aim is to 
illustrate the impact of reforms aimed at 
increasing the retirement age on the sustainability 
of public finances. Ages of labour-market exit 
vary, however, significantly between countries, 
which are thus in differing positions to address 
their sustainability challenges through reforms 
that would defer retirement. 

In the absence of policy measures aimed at 
postponing effective retirement ages there will be 
a very slow increase in the exit ages (see Graph 
III.2, baseline). This increase is related to the fact 
that different age cohorts have different 
participation rates. It should be noted that, 
according to the demographic projections, 
remaining life expectancy at 62 is expected to 
increase by 6 years.  

The postponed retirement scenario is based on the 
assumption that exit ages for each Member State 
increase by two years — on top of the baseline — 
from 2010 to 2020 in a linear fashion. After 2020, 
the exit ages keep rising by two thirds of the 
increase in remaining life expectancy. Graph III.2 
shows the trajectories of average exit ages in the 
baseline scenario and the postponed retirement 
scenario for the euro area as a whole. The 
projected evolution in remaining life expectancy 
at 62 is also shown. As the graph shows, the 
scenario is such that the length of retirement 
remains broadly constant from 2008 until 2060. 

The main implications of the increase in exit ages 
are related to the increase in labour supply and the 
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cut in overall pension expenditure as compared 
with the baseline. Given the increase in labour 
supply, GDP growth rises on average 0.14 % per 
year: by 2060 the GDP level is around 7½% 
larger than in the baseline. The ratio to GDP of 
pension expenditure in the euro area as a whole 
falls by 1.8 pp of GDP; the average pension 
increases in line with GDP, but the number of 
pensions paid is lower than in the baseline. 

The postponed retirement scenario yields a 
sustainability gap (S2) of 4.2 % of GDP for the 
euro area as a whole, which is 1.6 pp lower than 
in the baseline scenario. Therefore, a substantial 
gap would remain. 

The intuition behind these results is as follows: 
postponing exit ages, as described, practically 
eliminates the increase in pension expenditure as a 
share of GDP, although there is an increase in the 
average pension. The projected increase in 
pension expenditure in the baseline scenario is, 
however, only half of the overall long-term 
increase in age-related expenditure (healthcare 
spending and long-term care remain unchanged). 
Moreover, for the euro area, the LTC (the 
required adjustment given the long-term change in 
expenditure) is around half of the sustainability 
gap (S2) identified in the baseline scenario. 
Therefore, the reduction in the sustainability 
imbalance is only around one fourth of S2 in the 
baseline scenario. 

Graph III.2: Exit ages in the euro area  
(baseline and postponed retirement scenario) 
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4. Other factors relevant for assessing 
fiscal sustainability 

This section expands on the discussion of 
uncertainty by looking at a range of factors that 
cannot be reflected or are not sufficiently reflected  
 

in the sustainability indicators (S2), but are 
nonetheless important in assessing the overall 
sustainability of a country’s public finances.  

Level of debt 

The level of government debt enters the 
sustainability indicators directly and affects 
sustainability through the need to service the debt. 
However, beyond this direct effect, the level of 
debt can have further consequences on both the 
real and the political side of the economy. A high 
level of debt can reduce a country’s ability to deal 
with even a temporary shock to its interest rate or 
growth rate. With the costs of servicing the debt 
being more significant the higher the level of debt, 
a shock to the cost of servicing has the potential to 
be markedly more significant than for countries 
with a lower stock of debt to re-finance. 
Moreover, a high level of debt can also affect the 
interest rate paid on it, with threshold effects 
being a possibility. These occur when debt 
reaches a certain level beyond which interest rates 
are pushed up. The high levels of debt in some of 
the euro-area Member States are therefore 
considered as an additional risk factor over and 
above their contribution to the sustainability gaps 
(See Box III.1).  

Pension expenditure projections and social and 
political risks 

There is a possibility that the assumptions about 
pension expenditure underlying the Member 
States’ pension expenditure projections may be 
difficult to implement socially and politically. 
While pension reform is important for many 
countries, it is also important that the expected 
levels of average pension are realistic. Countries 
forecasting a strong fall in the relative generosity 
of their pensions in relation to the average wage 
may find that they are unable to deliver this for 
social reasons. Such countries may consequently 
face a higher sustainability challenge than is 
apparent by looking just at the indicators, 
although the extent to which this occurs will 
depend on private pension provision and whether 
individuals anticipate the decline in the state 
pension and make alternative arrangements for 
their retirement. Moreover, private pensions 
themselves are not without risk. Insofar as they 
depend on the vagaries of financial markets, a 
shortfall in their performance can result in 
pressure on the government to step in. 
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Box III.1: The effect of debt on interest rates

Interest paid on government debt is determined by a number of factors. The main ones are the perceived credit risk 
of this debt, the liquidity restrictions in place in the country issuing the debt, the level of risk aversion of investors 
and the microstructure of the bond market. The level of debt in place may also be affected by these determinants as 
the cost of debt will be a factor in a government’s willingness to issue bonds and therefore borrow money, adding to 
the stock of debt. For example, a Member State with low liquidity restrictions may find it easier to sell debt at a 
lower interest rate. This will make it more likely to have higher levels of debt as it is able to finance its deficits at 
lower cost. However, the liquidity of the market might in itself be a function of the level of debt – a country that 
traditionally has significant government debt might have well  developed credit markets making the buying and 
selling of its bonds commonplace and therefore easy. This illustrates the fact that the relationship between the level 
of debt and the interest rate faced by governments is not a simple one. (1) 

Empirical evidence suggests that perceived credit risk plays an important role in determining the interest a 
government must pay on its debt. In particular, while a deteriorating domestic outlook for fiscal deficits and debt are 
associated with higher interest rates, there is also evidence of the importance of the interaction of higher deficits and 
debt. This is particularly the case for Member States with levels of debt close to or above 100 % of GDP, which 
appear more likely to experience increases in their interest rates if debt increases further.  

Countries with high levels of debt face the possibility of an ever-increasing debt burden due to either higher interest 
rates or low GDP growth rates or both. For example, even a small increase in interest rates can have effects on the 
budgetary balance that can lead to ever-spiralling debt if a government does not act quickly to contain the extra 
borrowing through other measures. This is called the snowball effect. Data from early on in the financial and 
economic crisis show that despite a period of lower interest payments in recent years, the snowball effect has 
increased dramatically since 2007, from around or below 1 % of GDP to 5 % in 2009. The first graph shows that the 
foreseen deterioration in public finances and subdued low growth rate may play an increasingly important role to 
explain the possible future evolution of government bond interest rates. 

Interest payment on public debt & snowball effect in the 
euro area (1) 

Impact of budgetary balance on 10-year government bond 
spread at high and average debt levels 
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government debt, y is the level of GDP, both measured in year 
t-1, i represents the average interest payment on debt and y is 
the nominal GDP growth rate. 
Source: Commission services. 

Source: Commission services. 

Moreover, econometric analysis of the size and change of government borrowing adds weight to the importance of 
the interaction of debt and deficits in determining government bond yields (the interest rate paid by governments on 
the bonds they issue to enable them to borrow). In particular, the impact of deteriorated fiscal balances on 
government bond yields appears significantly higher for high debt countries than for countries with average debt 
levels.  

                                                           
(1) This box draws heavily on Barrios, Iversen, Lewandowska and Setzer (2009), ‘Determinants of intra-euro area government 

bond spreads during the financial crisis’ European Economy, Economic Papers 388, November 2009.  

(Continued on the next page)
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Contingent liabilities are those which the 
government only needs to assume if particular 
situations arise. These may be implicit — such as 
dealing with natural disasters — or explicit, such 
as loan guarantees. In the light of the economic 
and financial crisis, many Member States have 
taken on explicit contingent liabilities to aid the 
functioning of the financial sector and other 
industries. Depending on whether or not these are 
called in, the public finances of the Member 
States may find themselves with additional 
spending that is currently not being budgeted for. 

Tax ratio 

Another factor that is considered is the apparent 
scope which Member States’ governments have to 
address the sustainability problems. In theory, a 
sustainability gap can be filled by increasing tax 
revenues or reducing spending. Reducing 
spending means either reducing spending on non-
age-related expenditure or reforming the social 
security system so that the costs of ageing can be 
contained. For countries with current very high 
levels of tax, the options may be more limited as it 
may be difficult and economically costly for them 
to increase tax further. 

5. Overall assessment of the risks to long-
term sustainability of public finances 

The quantitative sustainability indicators, the 
sensitivity analysis and the analysis of additional 
factors allow an overall assessment to be made of 
the long-term risks to public finance sustainability 
faced by euro-area Member States. 

In order to indicate the relative importance of the 
risks, a three-level categorisation has been used 
for several years in a number of Council 
documents (e.g. the Council opinion and 
respective Commission recommendations 
concerning Member States’ stability 
programmes). While this categorisation gives a 
clear indication of the relative degree of long-term 
risk different countries are facing, the overall 

assessment also provides an indication of where 
the long-term risks stem from. 

In the euro area, Finland is the only country that is 
rated as a low long-term risk country. In spite of a 
recent widening of government deficits and an 
increase in government debt, Finland still enjoys a 
relatively strong initial budgetary position. 
Although Finland has an above-average projected 
increase in age-related expenditure over the long 
term, the large stock of public financial assets 
provides a buffer against the negative budgetary 
impacts of the crisis.  

The intermediate group of countries (Belgium, 
Germany, France, Italy, Luxembourg, Austria and 
Portugal) consists of Member States with very 
different characteristics, but three distinct 
categories can be distinguished. Belgium, 
Germany and Austria are countries with a 
significant cost of ageing but which currently 
have relatively strong structural budgetary 
positions (assuming that the negative implications 
of the crisis do not become entrenched). For these 
countries, reforms to address the rising cost of 
ageing are a priority and these can be undertaken 
without waiting for the end of the financial crisis, 
insofar as the reforms do not adversely affect the 
recovery. This is also the case for Luxembourg, 
which faces the highest increase in age-related 
expenditure of all euro-area countries, but which 
is included in the medium long-term risk category 
due to its low level of debt and high stock of 
assets. For Belgium, the strong budgetary position 
in recent years is counterweighted by very high 
levels of debt-to-GDP ratio. Nevertheless, 
Belgium is assessed as presenting medium long-
term risk because of its track record of running 
consistently high primary surpluses over time and 
reducing its debt when the economy is not in  
crisis.  

France and Portugal are countries that need to 
consolidate, though to different degrees, their 
public finances over the medium term but for 
which the costs of ageing are relatively less of a 

Box (continued) 

The second graph plots the estimated linear relationship between spreads and deficit for a given level of initial debt 
while controlling for a number of other determinants of interest rate spreads vs. Germany (such as liquidity 
conditions, and global risk aversion). It shows that the impact of higher deficit (i.e. for negative values of the deficit 
forecast variables) on the yield spread tends to increase rather significantly with a higher initial level of debt. 
Combined with the snowball effect, it points to significant risks of further rises in interest payment being associated 
with higher debt levels, in the event of adverse shocks in financial markets. 

 

 



Quarterly Report on the Euro Area IV/2009 

 

- 62 -

concern, usually as a result of reforms made to 
their pension systems. For Italy neither the 
budgetary position nor the long-term cost of 
ageing are particularly high. However, the initial 
levels of debt give cause for concern. In Italy, 
rapid budgetary consolidation is required to 
ensure a steady reduction of the currently very 
high level of debt, although it will need to be 
undertaken at a time when it does not adversely 
affect the recovery from the economic and 
financial crisis.  

The third category of countries (Ireland, Greece, 
Spain, Cyprus, Malta, the Netherlands, Slovenia 
and Slovakia) are characterised by a very 
significant rise in age-related expenditure over the 
long term, and measures aimed at curbing them 
will be necessary. For Greece and Slovenia (as 
well as Luxembourg) the increase in these 
expenditures is over 10 pp of GDP. For most of 
the Member States in this high long-term risk 
category it will be necessary to address both the 
long-term costs of ageing through reforms to 
pension systems and the weakness of the 
budgetary positions. Reforms to the pension and 
healthcare system which will not adversely affect 
the recovery of the Member States’ economies 
should be approached with urgency.  

6. Policy implications and conclusion 

The crisis-related deterioration in public finances 
and the projected increase in expenditure due to 
demographic change both constitute major policy 
challenges. Given the current budgetary situation, 
the projected changes in population structure and 
the long-term scenarios for economic growth, the 
government debts of many countries in the euro 
area will experience significant increases. 
Although interest rates are currently low, soaring 
government bond issuance will put upward 
pressure on rates as the economies emerge from 
crisis and crowd out investment.  

Public finances, including social protection 
systems, have cushioned the economic and social 
  

 
  

impact of the crisis. Successful fiscal expansion to 
counter recession and ensuring longer-term fiscal 
sustainability are not incompatible. Fiscal 
measures to increase confidence and support 
demand are only successful if they are perceived 
by the markets and public opinion as temporary 
and consistent with long-term sustainability. 

The strategy to prepare for the economic 
implications of demographic changes has been in 
place since the Stockholm European Council in 
2001. This strategy includes (i) deficit and debt 
reduction; (ii) increases in employment rates; and 
(iii) reforms of social protection systems. It has 
shown its validity and remains applicable. Yet, the 
macroeconomic situation created by the crisis has 
changed the context, the way such a strategy may 
be applied, the relative weight of its components 
and the urgency of its implementation. Whereas, 
prior to the crisis, the three prongs of the strategy 
were options from which countries could choose, 
each of these pillars is now indispensable for most 
EU countries. 

Increases in the effective retirement age that 
reflect gains in longevity are being contemplated 
in several Member States and merit wider 
consideration. On top of savings to government 
expenditure in a medium- to long-term horizon, 
an increase in effective retirement ages 
contributes to increasing the working population 
and stemming the deceleration in potential output. 
Moreover, the extension in working life and the 
respective accumulation of pension rights will 
have a favourable impact on pensioners’ income. 

In the EMU, the issue of safeguarding long-term 
fiscal sustainability is at the core of the fiscal 
framework. It is in this context and to support the 
nascent recovery that the Commission has 
recommended the correction of imbalances in 
those countries that are currently in a situation of 
excessive deficit. It is also in this perspective that 
euro-area Member States are expected to give 
specific attention to sustainability-oriented 
strategies in their stability programmes. 

 


