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Should we be concerned about the sustainability of public debt  
in the euro area?

The COVID-19 pandemic has forced economic activity  
to be suspended. This paralysis, together with the 
imperative to protect workers and businesses with a 
decisive fiscal policy response, will result in a significant 
increase in public debt among the major economies  
of the euro area (as shown in the IMF’s own estimates, 
which we reproduce in the first chart). Furthermore,  
in the absence of a more ambitious EU fiscal policy,  
the projections suggest that the increase in debt will  
be much greater in countries where the public sector 
already had a high level of indebtedness beforehand.  
In the financial markets, this situation has raised concerns 
over public debt sustainability and these doubts have 
been reflected both in the rise in sovereign risk 
premiums (described in the financial markets economic 
outlook section of this same Monthly Report) and in the 
expectation – implicit in financial security prices – of 
potential credit rating downgrades (see second chart), 
especially before the ECB announced its support package 
to combat the COVID-19 crisis in March. 

Does the COVID-19 crisis compromise the 
sustainability of the public finances?

The sustainability of public debt depends on four 
elements: the initial level of debt, the fiscal balance 
(surplus or deficit), the interest payments generated by 
the debt and the growth of the economy.1, 2 One of the 
key relationships between these four factors is the one 
between growth and the interest rate. Starting from an 
initial level of debt, GDP growth reduces the burden 
which that debt represents relative to the total resources 
in the economy, while interest charges raise the total 
amount to be repaid: thus, the greater the economic 
growth relative to the interest rate, the easier  
it will be to reduce the debt burden. In this regard, the 
ECB’s monetary policy has anchored an environment of 
sufficiently low interest rates so as not to compromise 

•  The measures necessary to combat the COVID-19 outbreak will generate a significant increase in public debt in the 
world’s major economies, including in the euro area. 

•  The sustainability of euro-area debt is not in question, but the environment is demanding and places the ECB in a 
key position. A swift and sustained recovery in economic activity is also essential, which in turn requires a 
coordinated economic policy response.
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Source: CaixaBank Research, based on data and forecasts from the IMF's April 2020 Fiscal 
Monitor.
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the sustainability of the debt.3 However, in order for this 
to happen, not only will it be important that the ECB 
maintains an environment of low rates, but also that the 
COVID-19 crisis does not cause lasting damage to 
economic growth. In other words, it is vital that there is a 
decisive and coordinated economic policy response4 that 
allows a rapid economic recovery and, as a result, growth 
in economic activity well above that of interest charges.

1. In particular, if we denote the public debt to GDP ratio in year t as dt, 
the primary fiscal balance (excluding interest charges) as b, the interest 
rate as i and nominal GDP growth as g, then the public debt to GDP ratio 
evolves as follows: 

dt+1 = dt + 
it+1 – gt+1 dt – bt+11+ gt+1

2. Growth is a particularly important element, since it represents the 
resources that are available to repay the debt in the future. In other 
words, a debt of 1,000 euros is more sustainable for an economy that 
only produces 100 euros today but will produce 700 in the future than  
it is for an economy that produces 700 euros today but whose future 
production will remain at 100. It is also precisely for this reason that debt 
sustainability is assessed in terms of the debt to GDP ratio (and not in 
terms of its absolute volume).

3. In particular, there is no euro area economy in which the interest rate 
of its overall public debt exceeds its long-term nominal GDP growth 
(neither today, nor in the coming years based on the future path implicit 
in market rates).
4. See the article «Economic policies in the face of COVID-19: will the 
boundaries of the impossible be broken?» in this same Monthly Report.

https://www.caixabankresearch.com/en/economic-policies-face-covid-19-will-boundaries-impossible-be-broken
https://www.caixabankresearch.com/en/economic-policies-face-covid-19-will-boundaries-impossible-be-broken
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Should we be concerned?

Our analysis suggests that the sustainability of public 
debt is not in question. However, it also shows that the 
environment is highly demanding and places the ECB  
in a key position. But achieving a sustained recovery in 
economic activity will be just as key, and this requires  
a coordinated response from economic policy.

Adrià Morron Salmeron

In the future, is it feasible to achieve a level of fiscal 
discipline that neither compromises growth nor 
puts the sustainability of debt at risk?

Despite allaying fears in the short term, the fact that both 
the ECB and future growth will have a key role to play in 
determining the sustainability of debt suggests that the 
outlook for the most heavily indebted economies of the 
euro area is somewhat fragile. When the recovery is set  
in motion, the first challenge will lie in defining a fiscal 
policy which helps to boost the economy. In a second 
phase, the challenge will be to ensure that fiscal policy 
becomes more disciplined but without smothering 
growth. When we analyse the available margin for 
manoeuvre, it is clear that this will not be an easy task – 
but not an impossible one either.

One of the limits of this path is defined by the primary 
fiscal balance (i.e. excluding interest payments) that 
enables us to keep the debt ratio stable at its levels 
projected for 2020. At the other end of the spectrum, the 
limit is set by the balance that would reduce debt down 
to 60% in 20 years.5 As shown in the third figure, in which 
we present these two limits, both the expectation of GDP 
growth returning to normal and the ECB’s support in the 
form of low interest rates provide a good safety buffer:  
all the major economies of the euro area could reduce 
the public debt ratio with an even more expansive fiscal 
policy than that implemented in 2015-2019. However, 
reducing it significantly is quite another matter: Italy, 
France and Spain would need significantly more positive 
primary balances than those registered in recent years, 
and Portugal would have to be at least as disciplined as  
it was in 2015-2019.

Would a tightening of risk premiums compromise 
the sustainability of debt?

The above findings depend on two important 
assumptions: (i) a return to sustained nominal GDP 
growth in the coming years, and (ii) the interest  
rate environment remaining favourable. Therefore, a 
tightening of financial conditions and the consequent 
increase in the cost of debt could jeopardise 
governments’ room for manoeuvre. How fragile is each 
economy in the face of this change in the environment? 
To answer this question, in the fourth figure we present 
an estimate of the interest rate threshold starting from 
which a sustained increase in the debt ratio would be  
triggered (assuming a primary fiscal balance equal to the 
average for 2015-2019 and a nominal GDP growth equal 
to each country’s potential). Compared with the current 
interest cost, virtually all countries appear to have a 
certain capacity to withstand higher interest rates (the 
exception is France, which in our estimates is penalised 
for having maintained a primary fiscal balance of around 
–2% on average in 2015-2019). In the case of Italy, 
Belgium and Spain, the interest rates that would put 
pressure on their levels of debt exceeds current levels  
by more than 1 pp. 

Primary fiscal balance and debt sustainability 
in the euro area *

Balance that stabilises 
debt at 2020 levels

Balance that reduces 
the debt ratio 

to 60% in 2040 **
2015-2019 

average 
balance 

(cyclically 
adjusted)

Forward 
rate 

scenario

2019 rate 
scenario

Forward 
rate 

scenario

2019 rate 
scenario

Germany –1.6 –1.3 –1.1 –0.9 1.9

Austria –1.9 –1.3 –0.4 0.0 0.9

Belgium –1.9 –1.2 1.2 1.7 0.0

Spain –1.9 –1.2 1.2 1.7 –0.2

Finland –1.6 –1.4 –1.0 –0.8 –0.4

France –2.1 –1.8 1.1 1.3 –1.9

Greece –2.5 –2.1 5.2 5.4 7.2

Ireland –1.9 –1.5 –1.7 –1.4 1.1

Italy –0.5 0.5 4.2 4.9 2.2

Netherlands –1.4 –1.2 –1.5 –1.3 1.6

Portugal –1.8 –0.9 2.3 2.9 2.6

Notes: * Assuming a nominal GDP growth that is stable and consistent with the long-term 
forecasts of the IMF in October 2019. In the «Forward rate scenario», the cost of debt is projected 
based on the expectations of market interest rates. In the «2019 rate scenario», it is assumed 
that the cost of debt remains constant at its 2019 level. 
** In 2021 a nominal GDP growth rate is applied in accordance with the latest forecasts of the 
IMF (which project a rebound in excess of the long-term rate). From then on, growth is once 
again assumed to be equal to long-term growth.
Source: CaixaBank Research, based on internal calculations and data and forecasts from  
the IMF.

Interest rates and debt sustainability  
in the euro area

Cost of debt (%)
 2020  

debt ratio  
(% of  

GDP) ***

Cost starting 
from which  

the debt ratio 
would be 

destabilised **

Cost 
in 2019

2000-2019 
average cost

Germany 6.20 1.32 3.42 69

Austria 4.65 2.00 3.96 85

Belgium * 3.05 1.95 4.00 115

Spain * 3.25 2.32 4.00 113

Finland 2.77 1.37 3.46 70

France * 1.44 1.50 3.48 115

Greece 6.39 1.66 3.93 201

Ireland 6.60 2.21 3.89 63

Italy * 3.57 2.47 4.10 156

Netherlands 6.40 1.45 3.57 58

Portugal 5.18 2.55 4.06 135

Notes: * Countries with ratios greater than 100% and where the rate that would destabilise 
the debt is lower than the historical average. 
** Assuming a primary balance equal to the average for 2015-2019 (cyclically adjusted)  
and a nominal GDP growth according to the long-term forecasts of the IMF in October 2019.
*** IMF forecast for 2020.
Source: CaixaBank Research, based on internal calculations and data and forecasts from  
the IMF.

5. In compliance with the current configuration of the European treaties.


