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Europe’s Fiscal Progress Faces Complacency
Risk

National governments in the euro area

have made material progress on their

budgetary objectives. Last year, the

consolidated budget deficit for the euro

area improved to 3.0% of gross domestic

product (GDP), according to preliminary

estimates. It was the first time since 2008

that the regional figure was within the

Maastricht deficit threshold.

New medium-term projections for

2014–2017 point to continued improve-

ments in fiscal positions, supported by a

favorable growth outlook. At the regional

level, the underlying budget balance

(excluding one-offs) is projected to steadily

improve from –3.0% of GDP in 2013 to

–0.4% in 2017. While significant cross-

country variation in fiscal positions still

exists (Display 1), convergence should

also continue as the countries with the

biggest deficits make the steepest

reductions.

Continued Consolidation
Many countries still have hard work ahead.

According to the Maastricht criteria,

deficits of European Union (EU) member

states must not exceed 3.0% of GDP and

government debt must be below 60% of

GDP. Countries with excessive deficits—like

France, Spain, Ireland and Portugal—still

need to take significant consolidation

steps. And countries like Greece, Italy and

Belgium, which have smaller deficits but

high government debt stocks (Display 2),

need to ensure that debt is “sufficiently

diminishing and approaching the reference

value at a satisfactory pace.”

And that’s not all. The new EU fiscal

framework in force since January 2013 (the

“Fiscal Compact”) strengthened previous

rules by requiring member states—including

those compliant with the Maastricht

criteria—to continue tightening in order to

reach a structural (cyclically-adjusted) deficit

of not more than 0.5% of GDP. This is

relevant for countries like the Netherlands

and Finland. In fact, the only major

euro-area country that is already compliant

with this requirement—and therefore does

not need to do anything more—is

Germany.

Euro-area governments have made significant progress towards
their medium-term fiscal objectives. However, domestic opposi-
tion to austerity and increasing complacency by policymakers
are jeopardizing the commitment to further adjustments, in our
view. This may pose a longer-term risk to fiscal sustainability.
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Debt Still Elevated
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Variation in Fiscal Positions
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Slower Pace of Tightening
While the region’s fiscal rules require

member states to maintain the medium-

term adjustment, the scale of discretionary

tightening has notably eased relative to

years past. In 2014, the euro area’s

discretionary fiscal tightening will average

about 0.4% of GDP*—as measured by the

change in the structural primary balance.

This is a little less than the 0.6% of GDP in

2013, and well below the peak of 1.4%

implemented in 2012. According to

current projections, this moderation will

continue in 2015 and 2016, with

incremental efforts of 0.2% of GDP and

0.3% respectively. This easing has caused

some concern about the commitment of

governments to longer-term fiscal health.

In our view, much of this reduction in the

pace of fiscal consolidation is a natural

development given the intense, front-loaded

adjustment that has already taken place.

These efforts have been particularly notable

in the periphery. For example, Spain’s

underlying deficit was down to 6.7% of

GDP last year from 11.1% in 2009 while

Greece’s deficit was cut to 3.2% from

15.7% over the same period. With

structural positions now in a better place,

some moderation in the pace of consolida-

tion appears justified.

Moreover, as we’ve argued in the past,**

fiscal policy was probably tightened too

aggressively during the crisis, so the recent

gradualization has been an important

factor in supporting the current economic

recovery. This recovery can be just as vital

as discretionary tightening in helping

governments reach their fiscal objectives.

But, that doesn’t mean there’s room for

complacency. While some rebalancing

between austerity and growth is warrant-

ed, the magnitude of this rebalancing is

also important. As the structural adjust-

ment is incomplete, fiscal discipline

remains critical for longer-term debt

sustainability. With strong domestic

pushback against austerity and much more

limited pressure now from financial

markets, there has been an increasing

willingness on the part of governments to

adopt more populist, expansionary

policies. These actions warrant some

caution on the medium-term outlook.

Austerity Fatigue Sets In
After the deep economic crisis, and with

unemployment still elevated, austerity

fatigue has become a fixture across the

region; this popular discontent was put on

visible display in last month’s European

Parliament elections, which delivered a

heavy blow to the political establishment.

With a certain amount of complacency

settling in across national governments,

some backtracking on fiscal commitments

has become a more present risk.

There have been several recent examples

of this. In France, the government missed

its fiscal objective last year (with an

underlying deficit of 4.5% of GDP versus a

3.6% target). The European Commission

noted that France was at risk of not being

able to meet its 2014 and 2015 objectives

either, amidst uncertainty on savings to

make up for scheduled tax cuts.

Italy’s resolve is also weakening. The

government of prime minister Matteo

Renzi requested fiscal breathing room this

year for an expansionary budget. In Spain,

the government announced a fiscal

stimulus worth 0.3% of GDP last month-

end and will finalize a major tax reform for

2015 that is unlikely to be fiscally neutral.

And in Greece—where austerity fatigue is

perhaps at its greatest—the government

has pledged social relief and that “no

more austerity measures will be needed.”

In our view, these actions will present

challenges to fiscal objectives, particularly

in 2015, when tax cuts take hold and

pre-election expenditures pick up in

countries like Spain, Portugal, Ireland and

Greece.

The pan-European mood is also evolving.

Later this month, the French and Italian

governments will present a plan to reform

the region’s fiscal rules. The proposal seeks

to grant flexibility in meeting budget

objectives if a deviation results from public

investment that supports growth and

employment. This sounds very similar to

the reforms of 2005, when rules were

relaxed at the behest of France and

Germany to accept an excessive deficit in

certain exceptional cases, which ended up

undermining fiscal commitments more

broadly. After the huge progress made in

recent years—at enormous cost—we think

it is critical that medium-term debt

sustainability is not undermined by

premature complacency. As in 2005,

Germany’s position on fiscal governance

will again be crucial. n

*A weighted average of the change in the structural primary balance in Germany, France, Italy, Spain, the Netherlands, Belgium, Austria, Finland, Greece, Portugal
and Ireland (weighted by nominal GDP).

**See “Dynamic Fiscal Multipliers: Why Austerity Has Failed in the Euro Area”, Economics: European Perspectives, March 20, 2013.
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