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Public finances in the euro area:
current developments and challenges

Difficult tasks still lie ahead for fiscal policymakers in the euro area. Although the coronavirus
pandemic is subsiding, major challenges still abound for the euro area countries, especially as a
result of Russia’s war of aggression against Ukraine and the transition to renewable energy. On
top of that, public finances are in worse shape than before the coronavirus crisis. Many countries
have very high debt ratios and high deficits. At the same time, the macroeconomic conditions
have changed. The baseline scenarios of current forecasts for the euro area assume that the eco-
nomic recovery will continue. However, there are considerable supply-side tensions. Price pres-
sures are high and threaten to become entrenched. Monetary policymakers have therefore initi-
ated an interest rate reversal.

In such a situation, prudent fiscal policy is essential. Additional broad-based, debt-financed sup-
port measures and fiscal stimuli are not appropriate. Fiscal policy should instead be targeted.
Measures that lower enerqgy prices do not fit this description. In addition, they lessen incentives
for switching to renewable enerqy and make saving enerqgy less attractive. Instead, measures
should provide targeted support for low-income households, for instance, as they are hit espe-
cially hard by rising prices. Additional government funds are likely to be needed for the transition
to renewable energy and for defence activities. However, there is good reason to largely counter-
finance targeted additional measures within the budget, too: higher deficits threaten to amplify
the existing price pressures and thus to be counterproductive for the economy as a whole. More-
over, public finances, which are already severely strained in some areas, would be further bur-
dened at a time when the focus should be on returning them to a sound footing.

Yet uncertainty about future developments runs high. A different fiscal policy approach would be
advisable if negative risks were to materialise — for instance, if demand did in fact collapse. At
present, however, this scenario does not form the baseline of most forecasts, including that of the
European Commission. Thus, there is no convincing case for the extension of the general escape
clause under the European fiscal rules until 2023. Even without this decision, only a few Member
States would have had to tighten their planned fiscal stance, whereas now the extension creates
scope for additional debt-financed fiscal programmes, which do not appear appropriate as things
currently stand. The fiscal situation is fragile in some Member States. The national fiscal policy-
makers in each Member State are thus called on to strengthen confidence in sound public
finances. In this environment, credible fiscal rules are more important than ever, as binding and
comprehensible rules can build confidence. Therefore, a stability-oriented reform of the European
fiscal rules is key.
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Euro area: decline in deficit
and debt ratio

The European Commission (hereinafter referred
to as the Commission) expects' the deficit ratio
in the euro area to decline this year and next.
After reaching 5.1% last year, it is forecast to
fall to 3.7% and 2.5%, respectively. This is due,
first, to improvements in the economic situ-
ation. According to the Commission, the out-
put gap will be fully closed by 2023. The deficit
ratio will therefore fall by 34 percentage point
in 2022 and by %2 percentage point in 2023.
Second, budget-burdening measures are expir-
ing. The Commission estimates that measures
related to the coronavirus pandemic still
amounted to 3%% of gross domestic product
(GDP) in 2021. They will fall to 34% this year
and are then expected to come to an end en-
tirely.2 Commission estimates for new measures
in connection with the war in Ukraine and
soaring energy prices amount to %% of GDP
for 2022. These deficit-increasing measures are
mostly set to expire in 2023. The easing effect
of cyclical and temporary influences masks the
fact that the other budgetary developments are
increasing the deficit ratio markedly: by 1% per-
centage points in 2022 and % percentage
point in 2023. According to the Commission’s
forecast, the debt ratio will fall from 97.4% last
year to 92.7% in 2023, driven mainly by the ra-
ther sharp increase in nominal GDP in the de-
nominator.

It is particularly difficult to assess the current
fiscal stance at present. The conventional indi-
cator does indeed show a restrictive stance (i.e.
a fall in the structural® primary deficit ratio) for
this and next year combined. However, this is
mainly due to the expiry of coronavirus meas-
ures. These government measures often re-
placed losses in income or turnover that house-
holds and enterprises suffered during the
coronavirus crisis, but these can now be earned

as usual. This means that the replacement pay-
ments can largely be brought to an end with-
out this having a restrictive effect. This is similar
to cyclical fluctuations in unemployment ex-
penditure (automatic stabiliser). In the same
vein, it would therefore be more appropriate to
remove a large part of these expiring corona-
virus measures from the indicator, which does
not contain automatic stabilisers. The fiscal pol-
icy stance for 2022 and 2023 together is thus
likely to be interpretable not as restrictive but,
in fact, as rather expansionary.

Fiscal situation varies widely
among the Member States

The fiscal situation varies widely among the
Member States (see the table on p. 78). How-
ever, it is expected to improve in all countries in
2022 and 2023, driven mainly by the expiry of
coronavirus measures. Nevertheless, in 2022,
12 countries will have a deficit ratio above the
reference value of 3%. This figure will still
amount to seven in 2023, including the very
highly indebted countries of Belgium, France,
Italy and Spain. By contrast, in Greece and Por-
tugal — which also have very high debt ratios —
the deficit ratios will fall to 1% by 2023.

Next to no Member State is expected to achieve
the target of a structurally close-to-balance
budget (medium-term objective, MTO) by
2023. This means that, for the most part, the
situation is substantially less favourable than
prior to the coronavirus pandemic. At the same
time, the Commission forecast concludes that
the output gap is closed in most countries, and
the burden stemming from temporary crisis
measures is now only of minor importance. In
Belgium, France, Italy, Malta, Slovenia and
Spain, the structural deficit ratios are above 3%

1 See European Commission (2022a).

2 The Commission’s data on coronavirus-related burdens
refer to the EU as a whole.

3 Structural means that the impact on the deficit of cyclical
developments and of certain temporary measures is fac-
tored out of the calculations. This reveals the underlying fis-
cal position, relevant for the long-term development.
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Fiscal analysis distorted by the lack of data on EU-level

deficits and debt

The European Commission does not report
EU-level deficits and debt in its economic
forecast; nor does Eurostat (the European
Commission’s statistical office) yet make
these available for past periods. The Euro-
pean Commission’s data for the EU and for
the euro area therefore cover only the ag-
gregated deficits and debt of the Member
States. The fact that the EU Council is call-
ing for the compilation of EU institutions’
statistics is a welcome development. It would
be desirable for Eurostat to provide them in
the same structure and definitions as re-
quired for the Member States (in line with
the national accounts and the Maastricht
definitions).

The picture on public finances is distorted
as a result of incomplete data. If the Euro-
pean Commission incurs debt on behalf of
the EU and uses it to make transfers to the
Member States, a deficit is created at the
EU level that is not counted in national gov-
ernment budgets. Yet these transfers, taken
in isolation, reduce the deficits and debt of
the Member States. The EU-level deficits
generate EU-level debt, which — like na-
tional debt — has to be shouldered by the
taxpayers of the Member States. In eco-
nomic terms, this means that deficits are
merely shifted within the EU (from the
Member States to the EU level), while the
statistics report lower deficits and lower
debt for the EU as a whole.

Last year, a marked deficit was recorded for
the first time at the EU level owing to the
NextGenerationEU (NGEU) recovery fund.
This may have amounted to around 2% of
gross domestic product (GDP). Up to 2026,
further deficits are planned for the purposes
of paying NGEU grants to EU countries."

According to the Stability and Convergence
Programmes, the euro area countries set to
record the largest receipts from grants of
this kind up to 2026 are Greece (a total of
around 8% of GDP), Portugal and Spain
(around 5%:% of GDP each).?

For analytical purposes, reported deficits
and debt for the EU should include the EU
level. In addition, EU-level deficits and debt
should be taken into account when assess-
ing the finances of the individual Member
States. As things stand, EU-level debt is
being serviced from the EU budget. Na-
tional taxpayers will therefore have to make
higher contributions to the EU budget in fu-
ture. Member States’ financing of the EU
budget is broadly in line with their share in
the EU’s gross national income (GNI). In
economic analyses, it would therefore make
sense to allocate EU-level deficits and debt
to the Member States according to their
GNI share 2

Moreover, the European fiscal rules should
also be applied including the EU-level def-
icits and debt. Otherwise, the rules are in
danger of becoming ineffective: borrowing
could simply be shifted to the EU level, ren-
dering it exempt.

1 In addition, the supranational EU debt is being used
to make NGEU assistance loans to EU countries. Statis-
tically, this is not reflected in the EU deficit but only in
EU-level debt.

2 See European Commission (2022b). The data are not
complete, however.

3 See Deutsche Bundesbank (2020). Introducing new
taxes to finance the EU budget will not alleviate the
burden on taxpayers either.
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Public finances of the euro area countries

European Commission’s spring forecast, May 2022

General government fiscal bal-
ance as a percentage of GDP

Country 2021 2022 2023

Austria -59 =31 -1.5
Belgium -55 -50 -4.4
Cyprus -1.7 -03 -0.2
Estonia -2.4 -4.4 =37
Finland -26 -22 -1.7
France -6.5 -4.6 -32
Germany -3.7 -25 -1.0
Greece -74 -43 -1.0
Ireland -19 -05 0.4
Italy -7.2 =55 -43
Latvia =7.3 -7.2 =30
Lithuania -1.0 -4.6 -23
Luxembourg 0.9 -0.1 0.1
Malta -8.0 -56 -4.6
Netherlands -25 =27 -2.1
Portugal -28 -19 -1.0
Slovakia -6.2 -3.6 -2.6
Slovenia -52 -43 -34
Spain -6.9 -49 -44
Euro area =51 =37 =2.5

Source: European Commission (ameco).
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for 2023 despite the fact that, in some cases,
extensive transfers from the NextGenerationEU
recovery fund are alleviating the burden on
government budgets. As long as a Member
State fails to meet its budgetary objective, the
fiscal rules require convergence towards it. For
this to happen, the country usually has to re-
duce its structural deficit by 0.5% of GDP per
year. The standard limits will not apply next
year, as the general escape clause has been ex-
tended. Nevertheless, according to the Com-
mission’s forecast, most countries will achieve
the regular improvement of 0.5% of GDP —
often even with room to spare. Only Spain is
set to fall short of this consolidation step and
widen the already large gap between its pos-
ition and the budgetary objective. The main
reason for the significant structural improve-
ment in most Member States is that the struc-
tural balances reported by the Commission also
include temporary measures. These will expire
in 2023 according to the plans.

General government gross debt
as a percentage of GDP

2021

Structural budget balance as a
percentage of potential GDP

2022 2023 2021 2022 2023
82.8 80.0 77.5 —-4.4 =30 =16
108.2 107.5 107.6 -4.6 -45 -4.2
103.6 93.9 88.8 =21 -04 -0.7
18.1 20.9 235 =33 -3.8 =30
65.8 65.9 66.6 =20 =17 -1.4
112.9 11.2 109.1 -53 -45 -33
69.3 66.4 64.5 -2.6 -1.8 -1.0
193.3 185.7 180.4 =55 -3.0 =09
56.0 50.3 45.5 -3.2 -2.0 -09
150.8 147.9 146.8 -6.3 -58 -438
44.8 47.0 46.5 =B9 - 6.6 =2.7
443 42.7 43.1 -09 -4.0 -15
24.4 24.7 25.1 0.9 0.1 0.4
57.0 58.5 59.5 -7.4 =52 -43
52.1 51.4 50.9 -2.0 -32 -25
127.4 119.9 115.3 -13 =19 -1.5
63.1 61.7 58.3 =57 =3.3 =26
74.7 74.1 72.7 -6.1 -55 -45
118.4 115.1 113.7 -3.8 -35 -43
97.4 94.7 92.7 -4.0 -34 =26

Debt ratios will fall in all countries in 2022 and
2023, but often only moderately. In some
cases, primary deficits are high and are damp-
ening the impact of very favourable interest
rate-growth patterns. Owing to the extensive
fiscal stabilisation during the coronavirus crisis,
debt ratios are mostly set to be significantly
higher in 2023 than before the pandemic. The
gap is particularly large in those countries that
were already heavily indebted, with the excep-
tion of Greece and Cyprus.

New challenges for fiscal
policy

Times of crisis place particular demands on the
state. During the coronavirus crisis, for ex-
ample, it was important to bring in supportive
measures. The economy collapsed, demand
was also low, and price pressures were initially
weak. Amid such conditions, it was appropriate
for Member States to finance measures through

Debt ratios in
2023 very high
in some cases

Although the
coronavirus
pandemic is
gradually com-
ing to an end,
extensive fiscal
challenges
remain, ...
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managing in a
difficult setting

High debt is
another fiscal
challenge

Continued
expansionary
stance would
be risky

deficits and thus through greater debt. Al-
though the coronavirus pandemic is subsiding,
fiscal policy (too) still faces major challenges,
particularly on account of Russia’s war of ag-
gression against Ukraine and the necessary
transition to renewable energy sources. How-
ever, given that the underlying conditions are
fundamentally different from the situation dur-
ing the coronavirus crisis, the fiscal policy re-
sponse should also be different.

In its baseline scenario, the Commission (like
other institutions) projects that the economy
will recover. The output gap is expected to
close in 2023. At the same time, there are
supply-side tensions, and price pressures are
high and threaten to become entrenched. This
has prompted monetary policymakers to initi-
ate an interest rate reversal and announce their
intention to dial back the expansionary stance.
They want to prevent inflation expectations
from becoming de-anchored.

When it comes to public finances, deficits and
debt remain high — in some cases very high.
Rising risk premia in the capital markets, in par-
ticular, indicate that there is an increasing need
to strengthen confidence in the soundness of
public finances again. It is therefore important
for the concrete planning of highly indebted
Member States to exhibit marked declines in
their debt ratios. It is up to fiscal policymakers
at the national level to make their country’s
public finances more resilient. Creating the
European Stability Mechanism (ESM) has
brought into play an intergovernmental fiscal
institution that can provide assistance in this
endeavour, if needed. It is not the task of mon-
etary policy, on the other hand, to guarantee
fiscal policy leeway and favourable capital mar-
ket funding conditions.

Against this macroeconomic and fiscal back-
drop, prudent fiscal policy is important. At
present, general, debt-financed support meas-
ures and fiscal stimuli are not appropriate. This
does not mean that fiscal policy is incapable of
acting and has to forego necessary measures.
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However, it is — first — advisable to provide sup-
port only on a temporary and targeted basis.
Measures that lower energy prices do not fit
this description. In addition, they lessen incen-
tives for switching to renewable energy and
cutting energy consumption and thus run
counter to key climate policy objectives. In-
stead, any measures should be targeted, for ex-
ample, at low-income households — as they are
hit especially hard by rising energy prices — and
at those enterprises which are particularly af-
fected and have a valid business model. Add-
itional, carefully directed government funds are
also likely to be needed for defence and the
transition to renewable energy sources. As a
second point, any new targeted measures of
this kind should not be financed with debt ei-
ther. Instead, the countries should largely coun-
terfinance additional measures within their
budgets: higher deficits threaten to amplify the
existing price pressures and thus to be counter-
productive for the economy as a whole. More-
over, bigger deficits would further burden pub-
lic finances, which are already severely strained
in some areas, at a time when the focus should
be on returning them to a sound footing.

Yet uncertainty about future developments is
high. And a different fiscal policy approach
would be advisable if existing negative risks
were to materialise — for instance, if demand
did in fact weaken on a broad basis. However,
such a scenario is not the baseline at present
and, as such, it should not form the basis for
current planning.

Use the reform of fiscal rules
to build confidence

The fiscal situation is fragile in some countries,
and risk premia in the capital markets have re-
cently increased. This is an environment in
which credible, binding fiscal rules are more
important than ever. It would therefore be dan-
gerous to undermine or de facto abolish the
European budgetary limits.
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at present

In May 2022, the Commission recommended
the continued suspension of EU fiscal rules. The
general escape clause, which was first acti-
vated in 2020, is to be extended until 2023,
with the Commission pointing to heightened
uncertainty and strong downside risks as justifi-
cation. It decided against reactivating the ap-
plicable budgetary limits next year, arguing that
the situation has not yet normalised and that
countries need to be given space to respond to
Russia’s invasion of Ukraine and the energy
supply problems that this is entailing. The Com-
mission also pointed out that the absence of
budgetary rules will enable the transition from
broad-based to targeted support. The euro
area finance ministers (Eurogroup) welcomed
the extension of the general escape clause.

There is no convincing case for extending the
general escape clause at this time. The decision
to do so does not tally with the improving eco-
nomic situation currently projected in the base-
line scenario. It is also concerning that the
Commission does not go into more detail
about what it regards as normal. For example,
there is reason to think that high energy prices
will be the norm in future too — at that point,
in the context of more stringent climate policy.
However, this should not result in exemptions
from debt limits; sustainable climate policy
should not come at the expense of sustainable
fiscal policy.

The possibility that risks will arise in the future
and that extending the general escape clause
would ultimately make sense after all cannot
be ruled out. However, it would have been ap-
propriate to review this again at a later date,
rather than pre-emptively suspending the
standard fiscal limits.

From today’s perspective, even without the
general escape clause, the rules do not unduly
restrict fiscal leeway for 2023. It is true that
structural deficit ratios would then need to be
brought down by 0.5% per year, as almost all
euro area countries are in breach of at least
one of the quantitative caps (the 3% reference

value for the budget deficit, the debt limit of
60% or the medium-term budgetary objective).
However, the Commission’s forecast sees al-
most all euro area countries achieving this im-
provement without consolidation measures, as
expiring coronavirus measures are taken into
account. But the extended general escape
clause now opens up scope for additional def-
icits in the coming year. This is not an advisable
course of action (see above).

As part of its regular budgetary surveillance,
the Commission also examined whether coun-
tries were running excessive deficits necessitat-
ing excessive deficit procedures. This is because
the general escape clause does not override ex-
cessive deficit procedures, only the quantitative
limits for excessive deficits laid down in the
rules. Many countries exceeded the deficit and
debt reference values in 2021 or plan to exceed
them in 2022. The Commission recommends
that no procedures be opened* as it believes
that the situation is currently too uncertain to
set out a detailed path for fiscal policy. It is also
of the opinion that the “'20 debt reduction
path”® is too demanding for those countries
under review with debt above 60% of GDP,
reasoning that countries complying with this
adjustment path might risk lower GDP growth.

Regardless of the decision to maintain the gen-
eral escape clause for 2022, it would be con-
cerning if the method currently pursued by the
Commission in its fiscal surveillance were to be
applied to future assessments under the rules.
As in the country-specific recommendations,
the Commission looks at growth in various ex-
penditure categories. It does not take thresh-

4 The Commission has published a report in accordance
with Article 126(3) of the Treaty on the Functioning of the
European Union (TFEU), in which it reviews the opening of
excessive deficit procedures for all 18 countries that ap-
pear, prima facie, to be in breach of the criteria. See Euro-
pean Commission (2022¢).

5 The debt criterion requires that a debt ratio above 60%
nears this reference value at a sufficient pace. This require-
ment is fleshed out further in regulations. Accordingly, the
portion of debt in excess of the reference value is meant to
decrease by one-twentieth per year. However, other fac-
tors, not exhaustively listed, are to be taken into account as
well.

Many countries
in breach of ref-
erence values in
2021 and 2022

Current method
not a suitable
basis for future
assessment



Reform of fiscal
rules should
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olds for expenditure growth overall as a basis.
For example, when it comes to current primary
expenditure, any deficit-increasing measure re-
lated to higher energy prices is excused. More-
over, high and rising investment expenditure is
welcomed with open arms. There is then the
risk that high structural deficits or high debt
ratios might fall off the radar.

This year, the Commission intends to present
proposals for reforming the fiscal rules. A pro-
posal to establish its current approach as a rule
would be highly problematic. This would make
fiscal policy stance the subject of only vague
qualitative coordination between the Commis-
sion and individual countries. It would also be
inappropriate to exclude some categories of
expenditure from quantitative limits. That could
lead to persistently high and even rising debt
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ratios. Reforms should therefore instead aim at
setting binding numerical budgetary ceilings.
This means that the rules should be determined
ex ante, be transparent and set out concrete
quantified requirements. The stipulations
should be non-negotiable. And they should be
chosen in such a way that a high debt ratio re-
liably shrinks if a country complies with the
rules. Breaches of the rules should be sanc-
tioned. It is important to build confidence that
the rules will guide public finances onto a
sound path. Such confidence makes things eas-
ier for fiscal policymakers, but it also helps
monetary policymakers. In this spirit, the Bun-
desbank has put forward proposals on how the
Stability and Growth Pact could be improved in
a stability-oriented manner.®

6 See Deutsche Bundesbank (2021).
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