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EMU beyond 2012:

Southern Europe and Ireland:
the long road to
sustainable public finance

Every summit held by EU leaders over the past two years has created
an atmosphere of hope regarding a permanent solution to the
European debt issues. Unfortunately, every one of those summits
had a disappointing outcome. However, it is hardly surprising that
the crisis cannot be solved in the short term, let alone in one go.

This crisis involves the risk of governments defaulting
on their government debt. The aid provided by other
governments, the IMF and the ECB is aimed at
minimising such default, which means that governments’ debts are essentially not reduced. The purpose
of the financial support is to buy time in order to
provide governments with the opportunity to
reorganise their finances and strengthen their economies. However, due to the weak state of these public

finances it is impossible to accomplish this in a short
period of time, particularly since the required expenditure cutbacks and tax hikes will initially slow down
economic growth, thereby preventing deficit reduction.
In order to increase future earning capacity to repay
their debt, a number of countries will also need to
implement major structural reforms, the positive effects
of which will only become evident over time.
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The 'International' section of this Outlook 2012 describes
what measures are needed to appease the financial
markets. If we assume this will succeed, making it
possible to buy time in order to take the appropriate
measures, the real solution to the crisis will be to use
this time wisely. In order to clearly identify the task
ahead, we have outlined the possible financial and
economic situation up to 2016 for the countries
affected, based on the expectations presented by the
IMF in its World Economic Outlook of October 2011.

Figure 46: Public finance in 2007
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Figure 47: Public finance in 2011
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The debt issues
The current stage of the financial crisis began in
November 2009 with the announcement by the
recently elected Greek government that the country’s
budget deficit for that year would account for 12.7%
rather than 5.1% of GDP. This announcement came at a
time when the eurozone economies had just begun
their economic recovery from the previous stage of the
financial crisis and the global recession. Due to this
crisis, the ensuing recession and the government
measures implemented in response, public finance had
deteriorated across the board (figures 46 and 47).
The Greek emergency caused investors to become
increasingly alert to the financial situation of the other
EU governments. There are a variety of reasons for
investors’ current concern over the public finance of a
number of European countries, with one common
denominator: the elevated level of, or rapid increase in
government debt. However, the underlying reason for
this increase varies significantly from country to country.
Greece and Portugal’s public finance issues evidently
predated the crisis: Greece already faced high govern-

ment debt and a high budget deficit back in in 2007,
while Portugal, although it began the crisis with a
eurozone-average debt ratio, had the second-largest
deficit after Greece. The sharp increase in the deficit has
also caused Portugal’s debt to soar since 2007. Both
countries have adjusted their official figures significantly, as a result of which the position shown in figure 46 is
considerably worse than that reported in November
2009. Since cutbacks and increases in taxes and
premiums have created new recessions, a reduction in
the budget deficit depends entirely on those expenditure cutbacks and tax increases – there is no additional
support provided by a growing economy. This makes
the process of reorganising public finances a complex
business that also requires great sacrifices from a socioeconomic perspective.
Contrary to Greece and Portugal, Spain and Ireland had
a budget surplus in 2007 and the preceding years, and
at the beginning of the crisis they had low government
debt. However, the budget surplus was supported
mainly by substantial tax revenues from what were in
retrospect unsustainably high real estate prices and
construction volumes. A sharp decline in building activities and real estate values pushed both countries into a
long-lasting recession, with the banks requiring bailouts
to offset the major losses on their real estate loans. The
ostensibly healthy state of public finance in these
countries therefore made way for large deficits in a
short period of time, coupled with, in Ireland’s case,
extremely high debt (figures 46 and 47). In addition, the
required transition from an overgrown real estate sector
to other economic activities is undermining economic
recovery.
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Table 6: Assumptions about economic growth
%

1999-2008

2012

2013

2014

2015

Belgium

2.2

1.5

1.7

1.8

1.8

Germany

2.0

1.4

1.9

2.1

2.1

France

1.6

1.3

1.5

1.5

1.3

Greece

3.9

-2.0

1.5

2.3

3.0

Ireland

5.1

1.5

2.2

2.8

3.3

Italy

1.2

0.3

0.5

0.8

1.1

Netherlands

2.4

1.3

1.5

1.6

1.8

Portugal

1.6

-1.8

1.2

2.5

2.2

Spain

3.5

1.1

1.8

1.9

1.9

Source: IMF

In 2007, Italy had a government debt that, as a
percentage of GDP, was nearly as high as Greece’s
government debt. However, the debt increase as a
result of the crisis remained limited, as Italy took few
measures in 2009 to support the economy, and Italian
banks did not require financial support. Nevertheless,
the size of the debt has made the country vulnerable to
interest rate increases, as this will result relatively quickly
in a higher budget deficit. Besides, the economy has
major difficulty recovering from a deep recession, which
prevents the deficit from improving automatically on
the back of economic growth. A reduction in the
budget deficit therefore depends on expenditure
cutbacks and tax increases. However, since the government does not take sufficient measures to that end, Italy
has also become cause for concern as regards the
sustainability of its debt, despite its modest budget
deficit.

Figure 48: The long road to recovery
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One problem that the Southern European countries
have in common is a weak economic structure and their
competitive position in terms of pricing, which has
deteriorated since these countries joined the euro. As a
result, prospects of strong economic growth in these
countries are limited.
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Return of economic growth…
As stated in the 'International' section of this Outlook
2012 economic growth throughout Europe will be very
weak next year. Global trade will boost growth in
exports less than in the past two years, while cutbacks
and uncertainty among both households and
businesses will curb domestic demand.

Provided that the debt crisis does not spiral out of
control, the IMF believes that economic growth will pick
up somewhat by 2013, while Greece and Portugal might
also be able to exit from their recessions. However, due
to the continued need to cut costs and the failure to
economically rebalance the surplus countries and the
deficit countries alike (which we advocated in both our
Outlook 2010 and Outlook 2011), this growth will be
lower, on average, in nearly every country than it was
during the pre-crisis years (see table 6). Moreover, given
the risk of the financial crisis getting out of hand, this
IMF scenario may be relatively optimistic.
In a number of countries, due to the relatively slow
growth following a considerable economic contraction,
it will take several years for real per capita GDP to return
to pre-crisis levels. For Greece, Ireland and Italy, for
example, the IMF anticipates a per capita GDP for 2015
that will remain more than 5% below the 2007 level
(figure 48). In Spain and Portugal, too, per capita production will by then still be lower than before the crisis.
….and years of cutbacks…
Due to the slow economic recovery, a significant
portion of the decrease in the budget deficits will need
to be achieved through government expenditure cuts
and tax increases. The structural budget balance reflects
the budget balance adjusted for the economic situation. Consequently, this does not include the portion of
the deficit reduction that can be attributed to the
eventual recovery in economic growth, so that we gain
an understanding of the austerity efforts involved
(figure 49).
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The IMF expects that Portugal and Italy will actively
reduce their budget deficits up to 2014. In 2014, Greece
and Ireland will need to continue to make active efforts
to either spend less or raise more taxes. Although the
effort planned for Spain is limited for now, a much more
substantial and more long-term effort will likely be
required in order to restore investor confidence than is
currently provided for in the IMF’s forecasts.

Figure 49: Substantial deficit cuts
% potential GDP
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…only result in a stabilisation of the debt ratio…
In the coming years, the countries discussed above will
need to brace themselves for very modest economic
growth and further cutbacks. The purpose of these
cutbacks is to at least stabilise, and preferably reduce,
the debt to GDP ratio. However, despite the substantial
deficit reduction, the debt ratio will continue to increase
in all countries in 2012. Debt stabilisation is not
expected to occur before 2013; in the two ensuing
years, the IMF only expects a limited decrease in the
debt ratio (figure 50).

-14
Budget balance adjusted for the economic situation,
% of potential GDP, actual development and IMF forecast

-16
-18
-20

and

ece

Irel

Gre

12

11

10

09

y

Ital

al

in

tug

Por

Spa

14

13

15

Source: IMF

Figure 50: Debt ratios to remain high in the 
immediate future
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The expectations for Greece do not yet take into
account the required voluntary debt reduction by the
private sector as part of the second aid package. Credit
rating agency Fitch estimates that, as a result, debt will
reach a peak of more than 140% of GDP by 2013. While
this is significantly lower than the IMF’s current expectations, it is still by far the highest debt ratio in the
eurozone. Due to uncertainty regarding the ultimate
cost of the bank bailout, the amount of the Spanish
debt is currently difficult to estimate, but even if any
setbacks occur, the Spanish debt ratio will stabilise at a
significantly lower level than in the other troubled
countries.

… which will require many more years of budgetary
discipline...
Over the next two to three years, the governments of
the countries discussed will need to work hard to stop
the increase in their debt to GDP ratio. Due to the
amount of the debt, which will still be substantial at that
time, public finances will remain vulnerable in the event
of new setbacks. In very simple terms, a country with a
debt ratio that is twice as high as another country’s debt
ratio must, when affected by the same economic shock,
take budgetary measures that are twice as tough in
order to prevent its debt to GDP ratio from increasing. A
reduction in the debt to GDP ratio is therefore desirable.
However, in the relatively favourable scenario the IMF
has presented up to 2016, there is no evidence yet of
such a reduction.
Along with the desirability of lower debt, the rule from
the Stability and Growth Pact (SGP) stating that the debt
may not exceed 60% of GDP continues to apply. To
date, countries were only – and with varying degrees of
success – required to comply with the SGP rule that the
budget deficit (during normal times) must not exceed
3% of GDP. One of the measures implemented by
government leaders to increase the strength of the SGP
is to introduce a minimum pace by which the debt
must decrease if it exceeds this limit. Each year, the debt
ratio must be reduced by 5% of the amount by which
the standard is exceeded. If we assume that this rule will
actually be enforced from 2014 onwards, we can, given
the starting position of the debt ratio, expected
economic growth and effective interest rates on
government debt calculate what the average required
primary budget balance up to 2021 (i.e. the budget
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Figure 51: Debt reduction: a question of 
perseverance
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Figure 52: Stayers and quitters
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balance excluding interest payments) must be in order
to reduce the debt ratio at the pace required. Figure 51
plots the required primary balance relative to the actual
balance expected by the IMF for 2014-2016. Once
efforts have been made to stabilise the debt ratio, all
countries must therefore take even more measures to
reduce the debt in the required pace towards the
European debt ceiling of 60% of GDP.
Additionally, the primary budget surplus must be
maintained over a period of many years. In order to
maintain a primary surplus, it will not be necessary to
implement additional spending cuts or tax hikes on top
of those to be implemented in the coming years.
However, politicians are required to exercise a great
deal of discipline in order to keep costs down, even in
better economic times. It should be noted, however,
that if debt decreases over time, the required primary
balance will also decrease as a result of the lower
interest charges. However, in the first years after the
substantial budget adjustments, there will be no scope
whatsoever to present a less austere and more
generous budget, and on top of that public spending is
lower than revenues on a year-on-year basis. Taxpayers
therefore receive relatively little value for money.
While this is the effect of the deficits accumulated by
the taxpayers themselves, as well as by their parents
and grandparents, this is a message that can be hard to
sell at the political level.
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However, this does not mean that it is impossible to
achieve a primary budget surplus over a period of many
years. Over the past 30 years, a number of countries
have achieved long periods of uninterrupted primary

surpluses (figure 52). In some cases, this was facilitated
by strong economic growth, such as in Ireland and
Spain. However, Belgium achieved uninterrupted
primary surpluses averaging nearly 4% over a 22-year
period in the absence of exceptionally strong economic
growth. And Italy might take a page from its own
playbook: despite the relatively low economic growth,
the country managed to get its public finance in shape
for entry to the eurozone during the 1990s.
Achieving and maintaining a high primary surplus is
ultimately a question of will, although the calculation
for Greece shows why the second Greek aid package
provides for a decrease in the country’s debts. Without
this decrease, major budgetary adjustments would be
required after 2013 to achieve an exceptionally high
required primary surplus that must be maintained over
a period of many years, and even then the debt ratio in
2020 would only have decreased to 147% of GDP. Since
this is virtually unachievable from a socioeconomic and
political perspective, a haircut on a portion of the debt
has been agreed upon.
…and the costs of demographic ageing must be
addressed...
However, maintaining a primary budget surplus will
become increasingly difficult over the next decades due
to the ageing populations across Europe.
Unless policies are changed, this will cause the related
costs for pensions and healthcare to increase in many
countries, as identified by the European Commission in
2009 (figure 53). Italy and Portugal are relatively
unaffected by this demographic trend, as they changed
their policies in previous years. However, countries that
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have not made any changes to their public pension
schemes and the structure of their healthcare systems
must do so now in order to prevent their primary
budget surpluses to automatically disappear again.
Some of these measures are part of the current austerity
and reform packages. The triennial study into the
sustainability of public finance due to be conducted
again by the European Commission next year will
demonstrate to what extent the various countries have
succeeded so far. For example, the radical reform of the
Greek pension system will have substantially reduced
the cost increased projected in figure 53.

Figure 53: A future of demographic ageing
%-GDP
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….which would all be much easier in the case of strong
economic growth
An additional problem related to demographic ageing
is the decline in the potential working population. This
is set to slow down economic growth in the coming
decades, whereas stronger growth might actually make
the required adjustments easier. For Ireland, the calculations shown in figure 51 of the required primary budget
balance are based on an annual economic growth rate
nearly 2% higher than in Italy. Consequently, despite the
same position of the debt ratio, there is a considerable
difference in the primary surplus calculated that is
required to reduce debt to 103% of GDP by 2020.
Furthermore, if economic growth is stronger, it is also
easier for politicians to meet a specific budget target,
because the increase in tax revenues could also cause
expenses to rise without the deficit increasing.
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Figure 54: Structural weakness
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Accordingly, strong economic growth reduces the
required primary surplus and also makes it easier to
sustain this surplus. However, compared with the rest of

Europe, the Southern European economies have a weak
economic structure (figure 54), thereby reducing these
countries’ capacity for growth. Labour markets in these
countries are not very flexible, competition in many
industries is weak, and investments in infrastructure and
education have lagged behind. The theme booklet that
accompanies this Outlook 2012, 'How flexible is the
world? The role of technology and innovation', shows that
the Southern European countries also underperform as
far as innovation is concerned. By implementing major
changes now in order to strengthen their economic
structures, these countries may be able to achieve
stronger economic growth within the next five to ten
years. However, such measures do not produce enough
results in the immediate future.
Since structural reforms undermine established interests, they are extremely difficult to implement.
The pressure caused by the current crisis does make it
possible to make some radical changes. In Greece,
Portugal and Ireland such changes are being implemented as a condition for the aid packages. In Spain,
financial market pressure has prompted the government to take the necessary steps; Italy, pressured by
other member states, has asked the IMF to monitor the
progress of its reforms.
Europe ‘buys’ hard times
Based on reasonably optimistic economic growth
expectations and expectations of post-2012 public
finance, the picture for Southern Europe and Ireland
shows years of austerity, followed by budgetary discipline that must be sustained over a period of many
years. In that case, government debt relative to GDP can
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be reduced over a long period. Painful structural
reforms can support this process over time through
stronger economic growth. However, whatever
happens, it is going to take a great deal of time to
reorganise public finance and strengthen the national
economies, and due to a lack of investor confidence the
only parties able to provide this time are other governments, the IMF and the ECB. The likelihood of investors
adopting a highly sceptical and cautious attitude constitutes a clear risk. However, by taking the appropriate
measures now, it must be possible to win back investors’ trust before the debt position actually decreases.

The hope of a solution to the European debt crisis is
currently focused on the European government leaders.
However, buying time is about the only option they
have available, and even though this may cause the
financial markets to calm down, it may take many more
years before Europe can put this crisis behind it for
good.

A real solution to the debt issues cannot be found in the
meeting rooms in Brussels, but rather in the member
states themselves. The desired outcome of the prevention of default is far from guaranteed. Even if expectations of economic growth are relatively optimistic, the
picture presented for Southern Europe in the coming
years is far from uplifting. If the economic scenario is
less positive, both the required cutbacks and the socioeconomic pain will gradually increase. This increases the
likelihood of the substantial cutbacks and structural
reforms to meet with popular and political resistance,
thereby halting progress. The ‘time bought’ will then be
insufficient to win back investors’ trust and prevent
default.
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