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Fiscal reforms were key to improving perception of debt-to-GDP trend in Europe

Ellen Regina Steter

The perception that economic growth is strong and widespread across the Eurozone is consensual. Over the
course of the year, the region published surprisingly robust activity indicators, causing the consensus forecast
for GDP growth in 2017 to rise from 1.7% to 2.3%. Meanwhile, inflation remained low, allowing the European
Central Bank (ECB) to maintain an expansionary monetary policy stance.

Even though the economic cycle is closely tied to monetary policy decisions, ECB President Mario Draghi has
reinforced the need for structural reforms to promote consistent growth across the region. Fiscal policy is
among the top targets for these reforms, and an issue that is likely to see increased attention in the next few
months. This is because the impending normalization of monetary conditions, which is expected in the medium
term, is likely to raise the cost of debt for member countries, and will require an adequate fiscal response. After
all, the expansionist monetary policy, with its reduced interest rates and asset purchase programs, has so far
had a positive impact on the ongoing fiscal adjustment.

Thus, understanding each country’s fiscal policy will be crucial for monitoring medium-term risks. It is also a
important to take stock of which implemented measures were assertive and which actions are needed to
ensure some stability in the debt-to-GDP ratio over time. Assessing these recent experiences could contribute
to the debate in countries facing similar issues, including Brazil.

Over the past few years, several measures have been taken with a view to consolidating, restructuring and
balancing the budget in the Eurozone¹. On multiple fronts, these actions were necessary in order to bring the
debt-to-GDP ratio to manageable levels and to achieve gains in productivity and competitiveness. Today, about
six years after a significant portion of these fiscal measures were implemented, Eurozone countries are on a
steady recovery path. However, despite the favorable outlook, we will continue to keep a close eye on the
situation to make sure that governments are complying with these measures, and to check if further
improvements are needed.

The European Commission’s reports on the monitoring of fiscal adjustments contain a summary of the main
measures taken to ensure debt sustainability. They include budget adjustment measures aimed at budget
consolidation, cost containment (at all levels of government, including state-owned enterprises2), privatizations,
pension reform and measures to promote stability in the financial sector. In addition, several structural reforms
were implemented with a view to increasing competitiveness, productivity and economic recovery.

As for the expectations concerning the impact of these structural reforms, the European Commission used
econometric models to estimate how each country’s growth would be affected if its deficit were reduced,
comparing them to the average of the three best-performing countries in the European Union. The table
below shows the results obtained by those countries facing the most severe situations. For example, the
structural reforms could boost Portugal’s GDP by 4.7% over a 10-year period. The simulations corroborate the
hypothesis that reducing margins (via competitive stimulus), shifting labor taxes towards consumption taxes,
and implementing public policies to ease labor market regulations and improve the skill level of the workforce
tend to boost economic growth.

1 Please see attachment: “Fiscal measures adopted after the financial crisis in the Eurozone”
2 The measures included cuts to the wage bill, increased efficiency and reduction of government budgets and a smarter use of EU funds, modernizing and
streamlining the public sector by eliminating redundant positions and entities.
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Table 1 – Potential impact of structural reform on medium- and long-term GDP (as % of GDP)

5 years 10 years 5 years 10 years 5 years 10 years 5 years 10 years 5 years 10 years

Market competition (margins of consumer goods sector) 0.0 0.0 3.1 7.2 2.3 3.2 2.3 3.2 0.2 0.3

Market regulation (barriers to entry) 0.0 0.0 0.5 1.3 0.0 0.0 0.0 0.1 0.1 0.4

Fiscal reform (implicit consumption tax rate) 0.1 0.1 0.9 1.4 0.3 0.5 0.6 0.9 0.5 0.7

Skill-generating reforms (workforce training) 0.0 0.1 0.1 0.3 0.0 0.4 0.0 0.3 0.1 0.3

Labor market reforms 2.1 3.4 1.6 2.9 0.5 0.5 1.1 1.8 1.3 2.4

Total 2.2 3.7 6.2 13.0 3.2 4.7 4.2 6.3 2.2 4.2

Reforms
Spain ItalyIreland Greece Portugal

Source: European Commission, Bradesco

Among the structural measures, social security reform stands out for its complexity and importance. A broad
debate over demographic changes is under way, as there has been increasing concern about the resulting
economic impact. The main goals of these policies are to balance the following aspects: (i) providing adequate
income for the elderly; (ii) ensuring financial sustainability and (iii) maximizing employment, i.e., providing
incentives for stable careers and facilitating longer working lives for women and men. According to the
European Commission, population ageing will accelerate significantly over the next three to five decades, which
should dramatically increase the challenge of fulfilling these three goals. The so-called “cost of ageing”, which
will impact both social security and healthcare spending, will continue to be a factor. In some European
countries, discussions on the sustainability of the social security system will not be limited to raising the age of
eligibility, but should also include benefit amounts.

In this sense, concern over the sustainability of the social security system has come back to the forefront
during the fiscal crisis, and many countries were pressed to implement improvements, especially regarding
the age of eligibility. The following tables list the changes made to the social security systems of EU member
nations. It should be noted that a significant number of these countries has changed social security rules over
the past decade.

Table 2 – Measures to ensure the sustainability of the social security system

Country

Automatic 

Balancing 

Mechanism

Sustainability Factor 

(related to life 

expectancy)

Retirement age 

(related to life 

expectancy)

Legislation

Italy X X 1995 and 2010
Latvia X 1996
Sweden X X 1998 and 2001
Poland X 1999
France X 2003
Germany X 2004
Finland X X 2005 and 2015
Portugal X X 2007 and 2013
Greece X 2010
Denmark X 2011
Spain X X 2011 and 2013
Netherlands X 2012
Cyprus X 2012
Slovakia X 2012
Lithuania X 2016

Source: European Commission, Bradesco
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Table 3 – Measures to change the retirement age

Men Women Men Women Men Women

Belgium

Bulgaria 64 years 61 years 64 years and 3 months 61 years and 6 months

Czech Republic 63 years

58 years and 4 months 

– 62 years and 4 

months (*)

63 years and 8 months

60 years and 2 months 

– 63 years and 8 

months (*)

65 years (in 2037)

Denmark  66 years 

Germany

Estonia

Ireland

Spain
65-66 years and 4 

months (**)

65-66 years and 10 

months (**)

65-67 years (in 2027) 

(**)

France

Croatia 60-65 years (**)
60-61 years and 6 

months (**)
60-65 years (**)

60-62 years and 6 

months (**)

Italy 66 years and 7 months

65 years and 7 months 

– 66 years and 7 

months (***)

Cyprus

Latvia

Lithuania 63 years and 4 months 61 years and 8 months 64 years 63 years

Luxembourg

Hungary

Malta

Netherlands

Austria 65 years 60 years 65 years 60 years

Poland 66 years and 1 month 61 years and 1 month 65 years 60 years 65 years 60 years

Portugal

Romania 65 years 60 years and 6 months 65 years 61 years 65 years 63 years (in 2030)

Slovenia

Slovakia 62 years and 76 days
59 – 62 years and 76 

days (*)

Finland

Sweden

United Kingdom 65 years 63 years and 5 months

(*) Depends on the number of children

(**) Depends on period of contribution

(***) Depends on the sector

(****) Flexible, considering the benefit level

61 – 67 years (****) 61 – 67 years (****) 61 – 67 years (****)

66 years 68 years (2048) + Life expectancy gains

63 – 68 years (****)
63 years and 9 months – 68 years and 9 months 

(****)

65 – 70 years (in 2027) + Life expectancy gains 

(****)

65 years and 9 months 66 years and 8 months 67 years (in 2021) + Life expectancy gains

65 years (in 2033)

65 years – 66 years and 3 months (**)   + Life expectancy gains  + Life expectancy gains

60 – 65 years (**) 60-65 years (**) 60-65 years (**)

+ Life expectancy gains  + Life expectancy gains

63 years and 5 months 64 years and 5 months 65 years (in 2022)

62 years 63 years 65 years (in 2027)

62 years and 9 months 63 years and 9 months 65 years (in 2025)

65 years (in 2026)

65 years 65 years 65 years

60-67 years (in 2038) (**)

+ Life expectancy gains  ≥ 67 years (in 2021) + Life expectancy gains

65 years 65 years   + Life expectancy gains

62-65 years and 4 months (**) 62-66 years and 2 months (**) 62-67 years (in 2022) (**)

63 years 63 years and 9 months 65 years (in 2026)

66 years 66 years 68 years (in 2028)

65 years (in 2037) + Life expectancy gains

65 years 67 years (in 2022) + Life expectancy gains

63 years and 4 months – 65 years and 6 months
63 years and 10 months – 65 years and 9 months 

(**)
65-67 years (in 2029)

Country
2017 2020 after 2020

65 years 65 years 67 years (in 2030)

Source: European Commission, Bradesco

In general, the proposed measures, whether structural or budget-related, have had a positive impact on the
projected debt-to-GDP ratio of European countries. However, despite these positive results, the European
Commission has warned that each country must maintain its budget adjustments in order to ensure fiscal
sustainability. It should be noted that, in some member countries, enacting these measures may give rise to
legal or constitutional disputes.
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As for the structural reforms, all levels of government must keep spending in check. On the revenue side,
there is still room to make the tax system more growth-friendly and to reinforce tax compliance.

As for financial stability, the low profit margins of banks, high delinquency rates and high levels of corporate
indebtedness are some of the challenges facing the banking sector. Although some progress has been made,
access to credit remains a hurdle, especially for small- and medium-sized enterprises, and efforts must be made
to promote access to capital markets.

As for corporate leverage, the European Commission has suggested that some countries implement a
comprehensive strategy to reduce the excessive debt levels of large businesses, especially through more
efficient restructuring mechanisms, similar to the discussion that has surrounded the debate on improving the
Brazilian Bankruptcy Law.

In fact, the actions we mentioned above were crucial to ensure debt sustainability and allow countries to
move towards more sustainable public debt-to-GDP ratios. The anchoring bias can be observed in the
expected path of the debt-to-GDP ratio or in the evolution of the five-year CDS in the most sensitive countries.

Chart 1 – Debt-to-GDP ration in select countries
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Chart 2 – 5-year CDS, select countries
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Notwithstanding the progress made so far, the debt level of certain countries remained high, and some have
not yet been able to develop a counter-cyclical protection. These factors add risk to the expectations of higher
financing costs over the medium term, precisely when monetary easing will start being reduced. To the IMF,
this point of fragility is an aspect that must be monitored. Thus, even though the fiscal improvements must be
noted, the European Commission will have to keep a close eye to make sure that member countries continue to
implement the adjustments needed.

Therefore, the European example could be interesting for the Brazilian case. In addition to the short-term
containment measures that followed the most intense period of the European crisis, from 2011 to 2013, and
which helped avoid further damage at the time, continuous improvement and monitoring is needed in order to
keep the debt-to-GDP ratio under control.

The higher the initial level of debt and the lower the prospect of potential growth in an economy, the tighter
and more constant the fiscal discipline tends to be, especially the control of public spending. Excessive debt
levels tend to impose near-permanent austerity, reducing the ability of countries to use fiscal policy as a
counter-cyclical instrument in times of crisis. That makes the discussion surrounding structural reforms and the
adoption of measures capable of increasing productivity and competitiveness even more important, as these
elements can boost potential growth and therefore allow countries to more easily escape the high debt trap.
Despite the economic recovery, the discussion on fiscal austerity and structural reforms remained alive in
Europe, which could be taken as a hint of how serious and determined we may need to be in Brazil when
discussing the reforms.

Chart 3 – 10-year interest rates
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Annex: Fiscal measures adopted after the financial crisis in the Eurozone

It is important to recall the context in which fiscal measures were adopted in Europe in response to the
financial crisis. At the time of the 2008-2009 crisis, many European countries were saddled with a poor fiscal
situation, which only got worse until 2011. The liabilities of the public sector have become even more fragile
due to the economic downturn and to major imbalances in the private sector (especially the financial system).
The debt-to-GDP ration rose significantly, from approximately 65% in 2007 to 86% in 2011 in Eurozone.

The breakdown of the debt-to-GDP ratio of Eurozone member nations between 2007 and 2011 shows the
strong deterioration of the indicator in peripheral countries, especially Ireland, Greece, Portugal and Spain,
which showed the greatest variations over the period, culminating in a debt level close to 100%. In this sense,
questions about fiscal sustainability intensified amid the crisis and fiscal adjustment measures had to be
implemented, some of which were quite harsh.

Chart 4 – Gross public debt-to-GDP ratio in the Eurozone (in %)
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Chart 5 – Changes to debt-to-GDP ratio between 2007 and 2011 (in p.p.) and debt-to-GDP ratio in 2011 (in %)
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It must be said that, even before the financial crisis, the European Commission was already committed to
improving fiscal coordination across the continent. Eurozone countries must follow the EU fiscal model, which
is based on the Stability and Growth Pact (SGP). The SGP coordinates fiscal guidelines since 1997, and involves
both preventive and corrective actions, which, in turn, instructs member countries’ fiscal policies through
targets, limits and benchmarks.

The SGP requires that each country implement a fiscal guideline for (nominal) public deficit limits not to
exceed more than 3% of GDP and 60% of the debt-to-GDP ratio. If its debt rises above 60%, the country must
adjust its targets in order to return to within the mandated threshold, at a satisfactory pace. As a precautionary
measure, each country must develop an annual compliance report, covering the current year and expectations
for the next three fiscal years. For Eurozone countries, this report is known as the “Stability Program.”

The need to improve the SGP came up even before the crisis. In 2005, the Pact included the specific medium-
term budgetary objectives (MTOs) for each country. The MTOs began to consider the point in the economic
cycle each member country found itself in (previously, the MTO was the same for all countries). The index
considers what would be a balanced fiscal budget, contemplating the debt-to-GDP ration and potential growth.
That allowed member countries to adjust the estimates and the reforms needed to the cyclical conditions of
their economy.

After the financial crisis of 2008-2009, the discussion of fiscal reforms became imminent, particularly with
the contagion spreading the crisis to Europe, which later intensified in 2011. With a view to improving
coordination and establishing an automatic punishment mechanism for countries that fail to comply with the
SGP rules, a new pact was designed which, in addition to focusing on fiscal policy coordination, was aimed at
stimulating competitiveness and employment, contributing to the sustainability of public finances and
strengthening financial stability. The following years saw even more improvements to the SGP rules. In 2012,
for example, the countries agreed on a Fiscal Pact with a view to adding the so-called "golden rule" (limiting the
annual structural deficit to 0.5% of GDP), which called for fines for countries with excessive deficits, and other
adjustments were proposed over 2013.

In general, the reforms helped strengthen the formulation of fiscal policies and improve coordination among
different control entities, but it also made the framework more complex and difficult to operate, creating the
risk of inconsistency and overlapping. In this sense, the European Commission itself has questioned whether it
is time to discuss a simpler tax governance system. One of the proposals is to introduce a single fiscal
framework, with an operational rule. One example would be to monitor the debt-to-GDP ration, followed by a
single operational objective, which could be a spending growth rule. This more streamlined approach could
help ensure fiscal sustainability and macroeconomic stability, as well as facilitate monitoring – keeping in mind
that the main objective is to mitigate the risks arising from national fiscal policy rules, which would reduce
adverse spillovers to other countries, and avoid distortions in monetary policy due to contagion from bad fiscal
practices.

The latest change proposal to the Eurozone’s fiscal policy was made in 2015, and sought to make the Fiscal
Pact more flexible in order to promote government investments, advance structural reforms and set fiscal
targets based on the economic cycle, with the purpose of stimulating counter-cyclical protections.
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