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Executive Summary

European governments are confronted with an unprecedented financing challenge. Countries are facing
rapidly growing demands on public spending from aging populations, energy transition, and defense.
Spending is expected to increase by close to 5 percent of GDP on average in the region by 2040. At the same
time, public debt is elevated in many countries, and political appetite for higher taxation, lower spending,
or privatization remains limited. How can European governments pay for growing needs while preserving
fiscal sustainability?

Keeping publicdebtsustainableisthe goal. Ifleftunaddressed, publicdebtinthe average European economy
would double over the next 15 years, with average debt ratios across European countries reaching 130
percent by 2040. Action is needed to maintain debt on a sustainable path. As a benchmark for debt sustain-
ability, we use a reference debt path for the average European economy that, over the longer term, does
not exceed 90 percent of GDP. Although some countries may need to keep debt at lower levels depending
on their circumstances (for example, market pressures), this benchmark reflects increased debt-carrying
capacity in many countries over the past three decades. The key question is whether a feasible combination
of policy actions can help countries’ debt move from the unsustainable baseline to this reference trajectory.

The scale of financing pressures requires a three-pronged strategy involving reforms, consolidation, and
long-term institutional evolution. We consider policy packages based on three pillars. First, structural
reforms can lower a country’s debt path in several ways: by strengthening the government’s capacity to
manage spending pressures through higher economic growth (for instance, with product market reforms);
by directly addressing certain cost drivers like pensions; and by alleviating the burden falling on national
budgets (for example, through reforms involving increased centralization of spending at the European Union
[EU] level). Second, medium-term fiscal consolidation efforts—lower spending in nonpriority areas or higher
revenues in nondistorting ways—create buffers that help absorb upcoming spending challenges. Third, if
reforms and fiscal consolidation do not suffice to fill the financing gap, more drastic measures may involve
reconsidering the scope of public services and other government activities, with possible implications for
the social contract.

Structural reforms are vital to ease financing challenges. This paper considers a set of productivity-en-
hancing and fiscal reforms, comprising national product and labor market reforms, relatively modest steps to
strengthen the EU single market, pension changes, measures to catalyze private investment, and increased
centralization of spending at the EU level. Many of these reforms will take time to yield measurable fiscal
gains; their effects are assumed to materialize largely in the decade after a five-year implementation period.
Still, their long-term effect is significant: Even a moderate set of reforms could close roughly one-third of the
gap between the explosive baseline debt path and the sustainable reference path for the typical European
country. Simulations show that pension reforms and growth-enhancing domestic reforms are particularly
important to reduce fiscal pressures. More ambitious reforms will further reduce the size of fiscal consolida-
tion required to keep debt sustainable.

Medium-term fiscal consolidation, the second pillar of the policy package, is essential because structural
reforms by themselves cannot fully address increasing spending demands in most countries. In this paper's
simulations, nearly three-quarters of European countries require fiscal consolidation, even with moderate
structural reforms. The magnitude of required consolidation depends heavily on how ambitious a country's
reforms are. Without reforms, the typical European country will need to consolidate by about 5 percent of
GDP cumulatively over five years (roughly 1 percent of GDP annually). When countries adopt the moderate
set of reforms assumed in the analysis, the necessary consolidation falls to about 3% percent of GDP over
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the same horizon (% percent of GDP per year), still substantial, but more in line with historical experience.
However, reforms that are more ambitious will reduce the consolidation needs even more by boosting
revenue further and reducing spending pressures. The reform-consolidation combination is ultimately a
decision for each country, reflecting social preferences and political feasibility.

Delivering the required fiscal consolidation will be challenging, and careful design is essential to protect
growth and equity. Even when the average adjustment needed appears achievable in historical terms, it
still implies a sizable fiscal tightening over a relatively short period. This can weigh on activity, especially
where economies are still operating below potential, financial conditions are tight, or monetary policy has
limited room to offset fiscal contraction. Beyond macroeconomic headwinds, consolidation measures can
have material distributional implications: Poorly targeted cuts to transfers and public services or increases
in regressive taxes can disproportionately affect lower-income households and undermine social cohesion,
risking reform fatigue and policy reversals. These risks underscore that fiscal strategies should prioritize
growth-friendly and equitable measures, protect high-quality public investment, improve spending effi-
ciency, broaden tax bases (rather than relying solely on rate hikes), and enhance targeting and compensation
mechanisms to protect vulnerable groups.

Even with strong reforms and fiscal discipline, high-debt countries will likely face hard choices about the
scope of public services and the government’s role. In about a quarter of European countries, consolida-
tion needs exceed what has historically been achieved, even with moderate reforms, bringing the paper’s
third pillar into focus. For these countries, a broader conversation about the sustainability of the European
socioeconomic model, with its generous public services and expansive welfare state, seems unavoidable.
Policymakers may need to reconsider the state perimeter pragmatically by shifting parts of financing from
public to private sources, through tighter benefit targeting, subsidy reform, and higher user fees for higher-
income groups, and restructuring or privatization of state-owned enterprises while protecting core services
and vulnerable households. The potential savings from these fundamental changes are large. For instance,
bringing the share of public financing in health, education, infrastructure, and climate into line with the
Organisation for Economic Co-operation and Development average could save close to 3 percent of GDP for
the average European country. Such changes, however, may cut to the heart of the social contract, and to be
successful, will require careful deliberation, extensive consultation, clear communication, and embedding
in well-sequenced medium-term plans.
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Abbreviations

AE advanced economy’

CAPB cyclically adjusted primary balance

CESEE central, eastern, and south-eastern Europe?

EFSI European Fund for Strategic Investments

EU European Union

MFF multiannual financial framework

MTFSP medium-term fiscal-structural plan

OECD Organisation for Economic Co-operation and Development
PPP public-private partnership

SOE state-owned enterprise

UNESCO United Nations Educational, Scientific and Cultural Organization
VAT value-added tax

WEO World Economic Outlook

WHO World Health Organization

" Inthisreport, unless otherwise indicated, advanced economies (AEs), excluding central, eastern, and south-eastern Europe (CESEE),
include Austria, Belgium, Cyprus, Denmark, Finland, France, Germany, Greece, Iceland, Ireland, Israel, Italy, Luxembourg, Malta,
the Netherlands, Norway, Portugal, San Marino, Spain, Sweden, Switzerland, and the United Kingdom. Throughout this report,
advanced economies (AE) and AE excl. CESEE are used interchangeably and always refer to the latter composition.

2 CESEE, for the purpose of this report, refers to CESEE excluding Belarus, Russia, Tlrkiye, and Ukraine, and includes Albania, Bosnia
and Herzegovina, Bulgaria, Croatia, the Czech Republic, Estonia, Hungary, Kosovo, Latvia, Lithuania, North Macedonia, Moldova,
Montenegro, Poland, Romania, Serbia, the Slovak Republic, and Slovenia.
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1. Europe’s Greatest Financing Challenge

European governments are facing an era of rapidly growing demands on public spending from
aging populations, the energy transition, and defense. Mounting pressures in these areas will
increase spending above current levels by close to 5 percent of GDP, on average, by 2040. At the
same time, public debt ratios are already elevated in many European countries and are under further
pressure from a rising interest bill and lackluster growth. Political appetite for higher taxation, lower
spending, or privatization is limited. The question for policymakers is how to pay for growing needs
while preserving fiscal sustainability.

A. Rising Spending Pressures but Constrained Resources

Many European countries find themselves in a difficult budgetary position. They are facing new shocks,
even as the legacy of past shocks still looms large, with public debt having increased sharply during the
COVID-19 pandemic and remaining high. As

financial markets put fiscal positions under Figure 1. Spending Pressures on the Rise in Europe
(Average increase in government spending relative to

2025; percent of GDP)

B AE excluding CESEE
m CESEE

increasing scrutiny, rising bond yields combined
with elevated debt levels expose many countries
to increasing interest bills that threaten to crowd
out essential spending. At the same time, the 6
medium-term growth outlook remains subdued
because of persistent structural challenges that
constrain Europe's economic dynamism. As of

2025, European Union (EU) GDP per capita was
nearly 30 percent below that of the United States
(in purchasing-power-parity terms); without mean-
ingful reform, the gap will widen further (October
2025 IMF European Regional Economic Outlook,
Chapter 1).

Mounting spending pressures add to these
already significant challenges (Box 1). An aging

. . . . 0

population continues to drive up spending on 2026 28 30 32 34 36 38 40
health and pUb“C pensions. Governments are also Sources: Eble and others (2025); and authors’ calculations.
facing new demands, such as the recent North | Note: Spending pressures comprise health, pensions, defense,
Atlantic Treaty Organization (NATO) commitment and climate. AE = advanced economy; CESEE = central, eastern,

. . and south-eastern Europe.
to increase “core” defense spending of members
to 3.5 percent of GDP by 2035, as well as increased costs of energy security and digitalization. This paper
considers a nonexhaustive set of spending pressures in four areas: health, pensions, climate, and defense.?
These pressures constitute the amount by which spending would need to increase above current levels by
2040 under existing policies. The 15-year horizon captures long-term fiscal trends while remaining relevant

for today’s policymakers.

Altogether, these spending pressures are estimated to increase expenditures above current levels by about
4% percentage points of GDP by 2040 on average in advanced economies (AEs), excluding central, eastern,

3 There is a range of other potential spending pressures, such as those associated with digitalization and infrastructure.
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and south-eastern Europe (CESEE), and by 5% percentage points of GDP in CESEE countries (Figure 1). The
daunting scale of these pressures is immediately apparent, roughly equaling the size of today’s education
budget in the average European country. In the areas of health, pensions, and climate, the quantitative
estimates of the pressures are taken from previous IMF analysis (Eble and others 2025).% In that study, future
health spending pressures are based on the 2024 European Commission Aging Report (2024b), supple-
mented by authors’ calculations for non-EU countries. A similar approach is used to gauge required increases
inthe pension bill. In the climate space, the calculated spending pressures reflect the costs of the green tran-
sition, including the formal emissions reduction targets of EU countries. For defense spending needs, this
paper updates the estimates of Eble and others (2025) to reflect the latest policy announcements, including
the NATO 3.5 percent of GDP commitment.

Box 1. Definition of Spending Pressures

Our paper relies on a broad definition of expenditure demands covering three types that are often
conflated in policy discussions:

= Expenditure pressures usually refer, in a narrow sense, to items with a gradual but potentially
explosive growth trend. In many European countries, these pressures mainly stem from rising
aging-related costs such as pensions, health care, and long-term care.

= Expenditure needs cover spending related to new policy priorities that are expected to increase
durably or permanently but do not exhibit explosive growth. Examples include climate transi-
tion initiatives and defense spending. There can also be a need for infrastructure investment to
boost growth (for example, Al data centers), as well as investment in education (for example, more
teachers) to improve human capital and lift labor productivity. Expenditure needs can also arise
from the intensification of existing priorities.

= Mandatory expenditure involves nondiscretionary spending that is expected to keep rising
because of external factors, though not with the explosive pattern seen in aging costs. A key
example is higher borrowing costs, driven by increased debtand rising interestratesin recentyears.

Although there can be some overlap among these three categories, their policy implications differ
significantly. Expenditure pressures must be actively controlled, whereas expenditure needs and
mandatory spending should often be accommodated within the overall budget envelope, necessi-
tating difficult fiscal trade-offs.

In aggregate, the assessed size of the pressures is broadly consistent with other studies, although all
estimates are subject to some uncertainty, particularly in the long term. Studies differ depending on the set
of pressures included, as well as on the time horizon studied and the assumed share of public financing. For
instance, Draghi (2024) argues that 5 percent of EU GDP will need to be spent annually over the next decade
by both public and private sectors for investments in defense, as well as the green and digital transitions.
Bouabdallah and others (2024) evaluate spending pressures in these areas at 3.75 percent of EU GDP over
the next seven years, whereas Zettelmeyer and others (2023) provide more conservative estimates that still
suggest public spending pressures in these categories of more than 1 percent of GDP per year over the next
5to 10 years. Across AEs, the April 2024 Fiscal Monitor estimates that by 2030, public spending needs could
amount to an additional 6.0-7.4 percentage points of GDP (IMF 2024a). Other studies focus on the long
term, with Guillemette and Turner (2021) concluding that without policy changes, maintaining current public

4 Earlier IMF analysis by Eble and others (2025) estimated spending pressures over a longer horizon—-to 2050—to be 5.75 percent
of GDP in AEs and 8 percent of GDP in CESEE countries under existing policies.
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service standards and benefits would increase Figure 2. Europeans Support More Public Spending,

public spending in the median Organisation | put Not Higher Taxes or Deficits
for Economic Co-operation and Development | (Percent of respondents)

(OECD) country by nearly 8 percentage points | 1qq
of GDP by 2060. In terms of aging-related
pressures specifically, Moshammer (2024) 75
gauges that annual public spending in the euro
area will need to be 1.4 percentage points of 50

GDP higher than current levels on average
25

O B m =

across countries through 2070.

Europe now faces the thorny question of how to
foot the bill for the higher spending demands Believe that | Agree with Budgetfor  Fiscal deficit
i 9 ] P 9 ' overall higher taxes other should be
Borrowing more would likely be costly (as the spendingon | for more programs increased
era of very low interest rates is likely over) and key social public should be
ially risky if id in debt tri policies spending reduced
potentially risky if a rapid surge in debt triggers <hould
adverse market reactions, which could be desta- increase
bilizing for the financial system. On the other Opinions on financing measures

hand, raising taxes to fund higher spending will — :
Sources: European Commission (2023); Special Eurobarometer

notbe easy, with revenue levels currently close to 529, except for the question on taxation, which is from European
historic highs in many AEs and taxpayers recov- Commission (2025b); and Flash Eurobarometer 562.

ering from the cost-of-living crisis. Policymakers

also face a challenging political economy environment, and public trust in institutions is fraying. Voters
expect governments to spend more to improve public services while being reluctant to accept higher taxes
and raising legitimate concerns about public debt levels (Figure 2). This will make it difficult to build political
support for policies that shore up public finances. The remainder of this paper explores how various policy
measures—both fiscal and nonfiscal—could help countries address the challenge.

B. Risk of Explosive Debt Trajectory

If left unchecked, public debt will be on an unsustainable path. Under unchanged policy, the debt of the
average European country will reach 130 percent of GDP by 2040, roughly doubling from today (Figure 3).
On a GDP-weighted average basis, the figure is even higher-155 percent of GDP-as some of the larger
European economies have the highest debt ratios. The simulation is a “no policy action” counterfactual
and assumes that the primary deficit excluding spending pressures remains constant as a share of GDP, but
the debt ratio would still increase because the additional spending related to aging, defense, and energy
security adds to deficit levels, and this effect grows over time (see European Commission [2024a], which
takes a similar approach). This stylized exercise, which illustrates the scale of the task for policymakers, is not
based on the IMF staff projections in the World Economic Outlook, nor does it reflect or assess countries’
existing medium-term adjustment and reform plans, including those submitted under the EU’s fiscal gover-
nance framework.®

This “unchanged policy” debt trajectory is subject to considerable uncertainty, given the difficulty in
predicting key parameters. It could be even steeper if the deteriorating fiscal position slows economic
growth, which is already anemic, and raises borrowing costs further. The economic literature suggests that
public debt can lower growth, particularly when it reaches high levels. This is because higher debt can lead
to higher interest rates on government bonds, including by stoking inflation expectations, thereby tight-
ening financing conditions and crowding out productive investment. It may lead to expectations of higher

5 Fiscal projections in the World Economic Outlook are based on policies that staff assess are likely to be implemented over the
medium term.



IMF DEPARTMENTAL PAPERS e Europe’s Fiscal Squeeze

distortionary taxes in the future, weighing on
investment plans. A weaker government balance
sheet can also pose financial stability risks

Figure 3. Public Debt Will Surge without
Policy Action
(Simple average of European countries, percent of GDP)

through banks’ exposure to sovereign debt. On — Unchanged policy path with deteriorating

average, studies find that a 10 percentage point interest rate-growth differential
increase in the debt ratio lowers annual real
GDP growth by 0.05-0.2 percentage point once 150
debt exceeds 75 percent of GDP (Salmon 2025).

Taking this into account, the projected increase 135

— Unchanged policy path

in debt that would occur without policy action
could slow annual GDP growth by around half a 120
percentage point by 2040, considerable given

potential growth of around 2 percent on average 105
across European countries. In turn, lower growth 90
and higher interest rates would worsen debt
dynamics: The average debt ratio would reach 75
about 150 percent of GDP by 2040 (or close to
190 percent GDP-weighted) (Figure 3).6 These 60
2025 30 35 40

negative feedback loops between debt, growth,

and borrowing costs will hurt living standards. Source: Authors’ calculations.

Furthermore, this stylized exercise does not take
into account the possibility of future adverse shocks that will create unforeseen spending needs and drive
debt even higher, such as those that materialized during the global financial crisis or the COVID-19 pandemic.

C. The Need for an Ambitious Policy Response

The core question posed by the paper is whether a feasible combination of reforms and policy tools can
help countries manage the growing spending pressures while keeping debt under control and protecting
growth. Governments can manage these pressures in various ways. Some pressures can be reduced or
eliminated through targeted policy actions. For example, pension and entitlement reforms—such as
raising the retirement age or adjusting benefit formulas—aim to slow cost growth and ensure long-term
sustainability. Certain pressures can be accommodated by either borrowing more (if there is fiscal space),
reprioritizing government services and activities, or strengthening the fiscal position. Strengthening the
fiscal position could involve fiscal consolidation or boosting revenue potential through growth-enhancing
reforms, enabling the government to absorb future spending demands while keeping debt on a sustainable
path. Finally, some pressures can be effectively “removed” from the public sector balance sheet by transfer-
ring responsibilities to the private sector or to other government layers, including supranational entities in
Europe. In short, new spending demands can be lessened, absorbed, or outsourced.

To achieve these objectives, the paper groups policy measures into three main pillars for simplicity. We
recognize there may be some overlap among these three pillars, and the classification of individual measures
involves a degree of judgment (see Figure 4 and Annex 1):

= First, we consider a broad set of productivity-enhancing and fiscal structural reforms. These increase
the government'’s ability to handle spending pressures by boosting economic growth (for example,
product market, labor market, and governance reforms, as well as a deeper EU single market), tackle some
spending pressures (for example, adjusting pension systems to mitigate the cost of aging and increased

¢ This assumes that the interest rate-GDP growth differential increases by 4 basis points with every 1 percentage pointincrease in
the debt-to-GDP ratio above 75 percent of GDP (Checherita-Westphal and Domingues Semeano 2020).



longevity), and alleviate the burden falling
on national budgets (for example, through
increased centralization of spending at the EU
level, and catalyzation of private investment).

Second, medium-term fiscal consolidation
on both the revenue and spending sides has
typically been used to address fiscal imbal-
ances, although not ones as large as those
facing many European countries today.
Consolidation measures encompass revenue
mobilization through tax policy reform and
improved revenue administration, as well as
stricter spending prioritization—with expenditure
cuts in some areas—along with improvements in

IMF DEPARTMENTAL PAPERS e Europe’s Fiscal Squeeze

Figure 4. Policy Packages to Keep Debt Sustainable

Structural
reforms

Fiscal
consolidation

Rethink role of
government

® Based on recent IMF
recommendations

¢ Growth-enhancing
reforms: domestic
and single market

¢ Fiscal reforms:
(1) pension reforms;
(2) centralization
(larger EU budget
on public goods);
(3) catalyzation of
private investment
by policy banks

o All reforms assumed

to pay off in the long
term (2031-40)

¢ Medium-term
consolidation
(2026-30)

¢ Both revenue
and spending
measures

o Efficiency reforms
but also tax policy
and stricter
spending
prioritization

¢ More radical:
significant change
in scope of public
services

Some measures
can overlap

with fiscal
consolidation,...
...but key
differences:

(1) larger size;

(2) longer-term
horizon;

(3) outside social
contract

spending efficiency.
P 9 y Source: Authors’ calculations.

= Third, a rethink of the role of government
may be unavoidable in some countries: If reforms and conventional medium-term consolidation are insuf-
ficient, then more radical fiscal measures could include reassessing the scope of public services and other
government functions, potentially affecting the social contract.

The simulations presented in this paper assess the relative contributions of these measures to manage the
spending pressures and keep debt sustainable.” The following chapters define a reference debt trajectory
for the typical European country and evaluate combinations of policies necessary to bring down debt from
the explosive path under unchanged policy to the reference path.

D. Scope of the Paper

This paper develops a stylized analytical framework intended to apply to the average European country,
and—by extension—to the region as a whole. The objective is not to generate a comprehensive set of coun-
try-by-country prescriptions, but rather to provide a clear, transparent framework that can be used to think
about Europe’s fiscal challenge in aggregate and to illustrate the orders of magnitude involved when rising
spending pressures meet elevated initial debt.

Consistent with this goal, the analysis focuses first on calibrating and simulating a representative “typical”
European economy. The paper: (1) calibrates a debt anchor (and discusses why the numerical anchor may
deviate from the historical 60 percent benchmark); (2) constructs a reference debt path consistent with that
anchor; (3) computes implied consolidation needs over a medium-term horizon to bring debt dynamics
into line with the reference path; and (4) quantifies the contribution of structural reforms—both growth-en-
hancing and fiscal-structural reforms—to easing the required fiscal adjustment. This framework allows us to
compare various policy packages consistently, including combinations of reforms and consolidation, and to
provide a clear narrative on how much each pillar may contribute to closing the fiscal gap.

A deliberate implication of this approach is that the paper does not provide country-specific adjustment
paths or country-tailored policy mixes. European economies differ substantially in ways that are of critical
importance for fiscal strategy design: initial debt levels and financing needs, demographic profiles and
spending pressures, fiscal institutions and credibility, exposure to shocks, monetary and exchange rate
regimes, external positions, and political economy constraints. Moreover, the appropriate calibration of a

7 In this paper, the three pillars of the policy package are considered sequentially. First, the effect of reforms is considered, and
then fiscal consolidation is added. Changes to the role of the state are the residual that fills any remaining gap. In future analysis,
the effect of implementing the three pillars simultaneously could be studied, capturing interactions among them.
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debt anchor, the speed and composition of consolidation, and the scope and sequencing of reforms require
country-specific assumptions. Producing robust country-level results therefore requires deeper country
diagnostics and more granular calibration beyond the scope of this paper.

That said, focusing on a “typical” European country does not imply ignoring heterogeneity. Where relevant
to the interpretation of results, the paper discusses cross-country dispersion around the average, including
differences across advanced European economies and CESEE countries, and the ways in which heteroge-
neity affects the scale of anchors, buffers, and adjustment needs. These discussions are meant to clarify
how far one can extrapolate from the typical-country framework and to highlight that country-level policy
conclusions should not be drawn mechanically from the stylized results.
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2. A Sustainable Debt Path

To calibrate the size of the policy response to spending pressures, it is important to define a debt
trajectory that is sustainable. There are, of course, many possible sustainable debt paths; this
chapter discusses the assumptions underlying a “reference” debt path used in the analysis for the
rest of the paper.

A. The Importance of Anchoring Fiscal Policy

What Is an Anchor?

Anchoring fiscal policy means establishing a credible and sustainable fiscal framework that serves as a
stable reference point for fiscal decisions over the medium to long term. This creates predictability, helps
maintain fiscal discipline, supports macroeconomic stability, and fosters market confidence. In the European
context, the need for a clear and credible fiscal anchor has become more pressing than ever. The COVID-19
crisis led to a temporary suspension of existing EU fiscal rules and the invocation of escape clauses in many
national rules, weakening their role in guiding expectations. As public debt levels have risen sharply across
the region, particularly during the COVID-19 pandemic, markets have become increasingly sensitive to signs
of fiscal slippage as financing conditions tighten. Several high-debt countries have experienced episodes
of heightened market scrutiny in recent years, underscoring risks of ambiguous or weak fiscal guidance.
Against this backdrop, reanchoring fiscal policy is essential to restore credibility, contain borrowing costs,
and ensure that medium-term fiscal strategies remain robust in an environment of elevated spending
pressures and greater uncertainty.

The literature distinguishes between “fiscal anchors” and “operational targets” (see Eyraud and others
2018)8:

= Fiscal anchor: This is an indicator used to shape medium-term expectations about fiscal policy, and
if properly calibrated, ensures sustainability. Typically, the anchor is a stock variable, with the general
government gross debt-to-GDP ratio being the most common. Some countries use a net debt anchor that
deducts selected financial assets, sometimes based on a broader public sector perimeter, as seen in the
United Kingdom, where the fiscal rule framework requires net debt to stabilize and begin to decline over
the medium term. Annex 2 reviews how fiscal anchors are currently used in Europe.

= Operational targets: Since a fiscal anchor does not provide short-term guidance, fiscal frameworks also
include operational targets or rules that apply to flow variables like the fiscal balance, expenditures, or
revenues expressed in levels, growth rates, or ratios to GDP. These variables should be directly controlled
by the government and tightly linked to the behavior of the anchor. In the current EU fiscal framework, the
net expenditure path is the main operational target, with the anchor being that the debt ratio is put on or
remains on a plausibly downward path after a four-to-seven-year adjustment period or remains below
60 percent of GDP (Darvas, Welslau, and Zettelmeyer 2024).

Operational targets can be calibrated so that fiscal policy remains consistent with the anchor over the
medium to long term (IMF 2018). When the European Stability and Growth Pact was first established in the

8 A key complementarity between fiscal anchors and operational rules stems from the fact that flow variables cumulate into stock
variables. As a stock, the fiscal anchor sets an upper limit on repeated fiscal slippages in flow variables. For example, if a country
consistently breachesiits fiscal deficit limits, the resulting slippages accumulate into higher debt, which the debt ceiling eventually
constrains. In theoretical models, a sustainable fiscal reaction function is characterized by the debt anchor serving as a correction
mechanism, with a positive reinforcing effect on the fiscal balance (Bohn 1998).
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1990s, the 60 percent of GDP debt anchor was linked to a 3 percent of GDP deficit ceiling: Under the macro-
economic and fiscal conditions prevailing at the time, maintaining a deficit at 3 percent indefinitely would
lead the debt ratio to stabilize at around 60 percent of GDP, assuming 5 percent nominal GDP growth—then
the estimated potential growth rate.

Because the fiscal anchor represents a medium-term target or ceiling, it is not expected to be met at every
pointin time. For example, if fiscal policy is anchored by a medium- to long-term debt target, it is not neces-
sarily problematic for debt to be above the anchor in the short term, provided that a credible fiscal framework
(supported by policies) is in place to guide a return to the anchor over the medium term. Guiding fiscal policy
toward the anchor in the medium to long term is precisely its purpose. In fact, deviations from the anchor
are to be expected, particularly when an anchor is first adopted or in the face of large negative shocks
that worsen the fiscal position. Accordingly, in the analysis that follows, it is not assumed that the anchor is
enforced as a binding annual ceiling but is a medium-term objective assessed on a forward-looking basis—
requiring compliance with the debt ceiling over the medium term rather than in the current year.

How to Anchor Fiscal Policy?

There are many ways to design a debt anchor. It can be a precise target or ceiling to be met by a particular
time or take the form of a particular shape for the medium- to long-term debt path. Each type of anchor
has pros and cons, and the design can differ depending on the objectives of policymakers. The EU fiscal
framework has itself featured a mix of different types of anchors in recent decades.

Targeting a debt level or a debt trajectory? Historically, many fiscal frameworks—especially in Europe-
have been anchored to numerical debt ceilings, such as the Stability and Growth Pact’s 60 percent of GDP
debt rule. Recently, the appeal of strict numerical rules has waned, with more emphasis placed on sound
debt trajectories. The EU fiscal framework is now anchored by a requirement to stabilize debt in the medium
term and reduce it over the long term, with less emphasis on a specific numerical target (Annex 2).

Shifting from fixed numerical targets (or ceilings) to debt trajectory anchors offers several advantages,
including (1) greater room for judgment and flexibility when setting fiscal policy over time with scope to
tailor policy to economic conditions and shocks, potentially enhancing the framework’s credibility; (2) a
stronger analytical foundation, as debt stabilization is a fundamental condition for fiscal sustainability,
whereas numerical ceilings often appear arbitrary; and (3) debates about a “safe” debt level can be avoided,
given they are inherently uncertain and hard to measure.

However, targeting a debt trajectory has also downsides. The anchor may be weaker since there is no direct
or simple mapping from a trajectory to an “appropriate” fiscal deficit level. Furthermore, greater judgment
introduces flexibility but also risks making it too easy to justify looser policy in the short term and repeat-
edly. Policymakers may stretch the interpretation of fiscal frameworks, especially if the anchor is based on
forward-looking forecasts, without sufficiently assessing compliance ex post. Political cycles may intercede
and weaken discipline. Backloaded consolidation paths or optimistic macroeconomic projections may yield
superficial compliance with low credibility. Finally, debt could stabilize but at dangerously high levels, where
there is risk of liquidity stress and adverse market responses.

Medium-term or long-term anchor? Another key consideration is the time horizon of the debt anchor. For
example, the United Kingdom uses a five-year horizon for its debt rule, whereas the EU’s framework is now
focused on a longer-term debt path—up to 10 years after an initial four-to-seven-year adjustment period.

There can be good reasons for the fiscal framework to look beyond the medium term—either through a
long-term debt ceiling or a requirement for long-term debt reduction. This enables fiscal strategies to
consider sustained spending pressures, particularly those from aging populations, such as those that
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are currently mounting in Europe. This avoids the potential trap of an anchor focused only on the near or
medium term, whereby fiscal policy can appear to be consistent with the anchor, even though there are
forces waiting to drive up debt beyond the horizon.

However, long-term debt anchors face credibility challenges. Policymakers may pledge compliance with
the anchor through backloaded adjustment plans that are well beyond their terms in office and lack credi-
bility. Long-term spending and growth projections also carry a higher degree of inherent uncertainty. This
is evident in the estimates of the fiscal cost of achieving Europe’s climate targets, which vary widely (Carton
and others 2026). Future policy shifts and reprioritizations are inherently unpredictable, making “unchanged
policy” assumptions dubious at longer horizons.

Given these challenges, medium-term anchors are frequently regarded as a more pragmatic goal. Although
they may not fully capture extended fiscal pressures, they implicitly recognize that large adjustments can
be achieved in several stages, and a medium-term anchor helps calibrate the size of first-step measures.
Considering uncertainty and the possibility of structural reforms improving fiscal positions over time, a
gradual consolidation strategy focusing initially on the next, say, five years appears reasonable. The EU fiscal
framework is designed to achieve this balance, with a medium-term adjustment period and a longer-term
debt reduction path.

Stabilizing or reducing debt? Even if fiscal policy is anchored by a debt trajectory, an important question is
whether the focus should be on stabilizing debt or on actively reducing it. In some resource-rich countries,
debt may initially be allowed to rise to finance a scaling-up of capital spending, but such frameworks are
more common in developing economies, especially those with access to concessional financing. Here, we
focus on the distinction between debt stabilization and reduction.

In theory, debt stabilization is a sufficient condition for fiscal sustainability (Escolano 2010). For some
European countries, stabilizing debt already requires significant adjustments, especially over the long term
as age-related spending pressures accumulate. Keeping the debt ratio from increasing despite mounting
spending pressures is a reasonable fiscal objective, particularly for countries with low fiscal vulnerabilities.

However, there can be good reasons to go beyond debt stabilization in some countries and to put debt on
a downward path. Debt reduction may be needed to build important fiscal buffers—for insurance against
future shocks or risks of market pressures—or to accommodate future spending pressures while maintaining
sustainability. Achieving lower debt levels can also reduce financing needs for those European governments
facing financial market scrutiny, mitigate liquidity pressures, and contain the rise in borrowing costs.

Therefore, the optimal approach will vary depending on the specific circumstances. Countries with weaker
fiscal positions may need to target a clear downward debt path, including in the near term, whereas
countries with fiscal space have more leeway to weigh the benefits of increasing buffers against scaling up
growth-enhancing investments and responding to negative shocks through debt. This balance may imply
a debt stabilization goal in some cases; it may also allow a period of debt increases in lower-debt countries
with significant capital needs.

A hybrid approach. The discussion above highlights the trade-offs inherent in designing a fiscal anchor—
between simplicity and flexibility and between short-term operability and long-term discipline. There is
no “one-size-fits-all” model, and optimal design is always country-specific. One way to manage trade-offs
could be to take a hybrid approach and combine a trajectory-based constraint with a numerical benchmark
while building in both medium- and longer-term requirements. For example, the anchor could require debt
to stabilize in the medium term while also committing to converge toward (or stay below) a numerical debt
level over the longer term. Such a hybrid design would preserve operational guidance for near-term policy
while ensuring that the debt path remains firmly oriented toward sustainability. The remainder of the paper
adopts this approach, as set out in the next section.
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B. Estimating a Numerical Fiscal Anchor for the Region

Methodology

In this paper, a sustainable debt trajectory is defined for each European country to assess the scale of the
policy action needed to meet the fiscal challenge. These trajectories are anchored by a numerical debt
target. The IMF has developed a set of tools to calibrate prudent debt targets, taking into account coun-
try-specific circumstances, to manage the risk of debt spiraling out of control.

The general approach is to set the anchor at a level that is sufficiently low so that, even if adverse shocks
materialize, debt would remain in safe territory (Acalin and others 2025). The calibration is conducted in
two steps:

= Identifying a debt “cliff.” The first step consists of estimating the maximum debt limit(cliff) that should not
be exceeded without endangering fiscal sustainability. The main method used to identify country-specific
debt limits is the model-based approach of Cao and others (2025), under baseline parameters, applied to
43 European countries. In this model-based approach, limits are related to macroeconomic and financial
fundamentals, including the cost of borrowing, as well as the government'’s ability to raise revenue to meet
its obligations. This approach yields an average limit of around 110 percent of GDP across all European
countries. Broadly consistent results are also obtained from a simple benchmark, dividing the maximum
feasible primary balance by the interest rate-growth differential under stress, relying on data over 2000-25.

= Maintaining a safety buffer. The second step sets the debt anchor well below the cliff to provide a buffer,
so that if adverse shocks occur, debt would remain below the cliff with high probability. The main method
used to compute country-specific buffers is the debt-at-risk framework of Furceri and others (2025), which
is used to compute the full distribution of future public debt outcomes in a given country. Using this tool,
the bufferis calibrated as the difference between
the predicted 95th percentile debt ratio and the | Figure 5. European Public Debt
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Source: IMF WEO October 2025.

Note: AE = advanced economies; CESEE = central, eastern, and

The 90 percent average anchor is also notab|y south-eastern Europe; WEO = World Economic Outlook.

higher than the 60 percent of GDP threshold insti-
tutionally embedded in the EU Stability and Growth Pact since the 1990s, which remains legally binding.’
There are good reasons for the debt anchor to have risen in recent decades. Debt-carrying capacity has

? That said, the 90 percent threshold already plays a role in the new EU fiscal framework, under which countries with debt above
90 percent of GDP will require stronger consolidation efforts, under the “debt sustainability safeguard.”
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likely increased in many countries over the past three decades because of factors such as deeper financial
markets, larger government revenue bases, and lower borrowing costs, even considering recent increases.
This 90 percent threshold was discussed recently in the context of the updated EU fiscal framework (see
Pench 2025; Steinbach and Zettelmeyer 2025). Box 2 compares the estimates to other debt limits and buffers
in the literature.

The 90 percent anchor is used for all European countries in the scenarios presented in this paper. Adopting a
common anchor is an assumption made for analytical convenience and should not be interpreted as an IMF
policy recommendation for the region. In practice, anchors are country-specific and can also change over
time; calibrating them robustly is subject to considerable uncertainty. The tools discussed in this section
for estimating debt limits and buffers can be readily used to account for country heterogeneity and guide
country-specific calibration.

C. A Reference Debt Path for the Average Country

Box 2. Estimates of Debt Limits and Buffers in the Literature

There is a substantial literature estimating debt limits and buffers, including a specific focus on
European countries.

Debt limits. Past estimates of debt limits vary widely depending on the methodology used. Collard
and others (2023) report debt limits for euro area countries using a structural modeling approach
and find an average debt limit close to 110 percent of GDP under some calibrations. Ostry and others
(2011) find substantially higher debt limits in a sample of 23 advanced economies (AEs), ranging
from 150 to 250 percent of GDP, using a stochastic model of sovereign default and data from 1985
to 2007, in which the government’s ability to increase the primary balance in response to rising debt
declines as debt reaches high levels (“fiscal fatigue”). Another strand of literature has identified
debt limits by focusing on the level beyond which growth slows down; these tend to be lower. For
instance, Cecchetti, Mohanty, and Zampolli (2011) find that debt becomes a drag on growth when it
exceeds around 85 percent of GDP in Organisation for Economic Co-operation and Development
countries. Reinhart and Rogoff (2010) find that public debt ratios exceeding 90 percent are associ-
ated with a significant nonlinear drop-off in growth for both AEs and emerging markets. Overall, our
estimate of 110 percent of GDP for the typical European country falls toward the center of estimates
in the literature.

Safety buffers. Studies in the literature have applied stochastic approaches and found similar-sized
buffers for European countries to those estimated in this paper. For instance, Debrun, Jarmuzek,
and Shabunina (2020), using a similar methodology to IMF (2018), identify buffers based on past
macroeconomic volatility, and mostly find a range of 10-40 percent of GDP in a subset of European
countries. Other estimates tend to be larger when the buffer accounts for contingent liabilities and
other stock-flow adjustments. Bova, Medas, and Poghosyan (2018) show that the median realization
of a contingent liability in AEs and EMs was about 2%z percent of GDP during 1990-2014, with liabili-
ties arising from the financial sector being particularly large (averaging 10 percent of GDP). Debrun,
Jarmuzek, and Shabunina (2020) focus on these financial-sector liabilities and find that shocks equiv-
alent to 10 percent of bank assets could increase the required buffer by roughly 25 percentage
points of GDP, on average, in a sample of European AEs. Overall, our 20 percent buffer is consistent
with estimates based on macroeconomic volatility but remains lower than buffers needed to absorb
sizable contingent liability realizations.
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With a numerical debt anchor of 90 percent of GDP estimated for the region, the next step is to define a
sustainable debttrajectory for 2026-40 for each European country consistent with this anchor (the “reference
path”). This sustainable path will then be used to quantify the policy action needed to keep debt sustainable.

The shape of the reference debt trajectory is designed to reflect the following key principles, which broadly
reflect the conceptual considerations discussed at the beginning of the chapter. First, we assume that debt
dynamics should be brought under control in the medium term—the five-year period 2026-30. Within this
horizon, the objective is not to achieve any particular debt level, but to ensure that the debt ratio stabilizes by
the end of the fifth year at the latest. Targeting medium-term debt stabilization is a sound policy objective, in
the spirit of the latest EU and UK fiscal frameworks, which helps preserve fiscal sustainability.

Second, we assume that countries consolidate their public finances over this five-year period by gradually
reducing the cyclically adjusted primary balance. This consolidation, possibly supported by structural
reforms, is necessary not only to stabilize the debt ratio within five years but also to avoid it resuming an
upward trajectory in the long term as spending pressures intensify. The five-year horizon is broadly similar
to the four-to-seven-year adjustment period in the EU fiscal framework. Notably, consolidation efforts over
longer horizons have proved unrealistic in the past (Box 7).

Finally, in the longer term—the subsequent decade after 2030—-debt is anchored by the 90 percent target,
so that debt of all countries is on a path toward this level by 2040 (even though they may not reach it at this
horizon). This anchor ensures that the debt of the European region remains at a manageable level, so that
shocks can be absorbed without pushing debtinto dangerous territory, the motivation behind the approach
of identifying an anchor as a debt limit minus a buffer.

Although these principles define the reference debt trajectory for Europe as a whole, operationalizing this
trajectory will mean different things in different countries, depending on their initial debt level:

= Countries with debt currently above 90 percent of GDP are assumed to target debt stabilization over the
next five years and put debt on a declining path in the subsequent decade, although not necessarily
reaching 90 percent of GDP by 2040, broadly in the spirit of current EU practices (Box 3). This reflects the
policy priority for high-debt countries to reduce sustainability risks.

= Countries that currently have debt below
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need to rebuild fiscal buffers given their financing constraints, exposure to shocks, and other vulnerabili-
ties (for example, Hungary and Romania); others may have fiscal space for spending priorities beyond the
pressures that are considered in this paper, like infrastructure investment (for example, Germany).

The reference path for the average European country slopes upward through 2040 but remains below
90 percent of GDP (Figure 6). This upward slope may seem surprising, given that debt stabilization is an
overarching objective of the framework. However, the reference path for the region is an average across
countries, and the overall shape reflects the different behavior of high- versus low-debt countries along the
path. More specifically, the majority of countries in the sample have initial debt levels below 90 percent of
GDP, so their debt on the reference path is allowed to drift up during 2026-40 toward the long-term debt
target. This explains the shape of the path for the average country, even though high-debt countries with
initial debt above 90 percent stabilize their debt over the medium term and put it on a downward path. If
the chart was extended beyond 2040, the reference debt path would converge to 90 percent of GDP, as
high-debt countries keep reducing debt, whereas the debt trajectory of low-debt countries does not rise
above 90 percent.

Box 3. Constructing the Reference Debt Path

The reference debt path is calibrated using the following simulations for each country over 2026-40:

= The starting point for the primary balance is the country’s average cyclically adjusted primary
balance during 2023-25 (rather than 2025) to smooth cyclical and one-off factors.

= Each year, the primary balance evolves because of four factors: (1) Annual adjustment needs (see
Annex 3 for formulas). For countries with debt initially below 90 percent of GDP at the end of 2025,
no adjustment is required, unless needed to keep debt below 90 percent of GDP during 2026-40.
Countries with debt above 90 percent of GDP in 2025 are assumed to consolidate in a linear way
over the first 5 years to just stabilize debt by the fifth year, and put it on a continuously declining
path for the next 10 years (while not falling below 90 percent of GDP). (2) Spending pressures
during 2026-40, in the areas of health, pensions, defense, and climate, based on estimates in Eble
and others (2025). Defense pressures have been updated to reflect the NATO commitment to
increase core spending to 3.5 percent of GDP by 2035. These pressures cause the initial primary
balance to deteriorate over time, implying additional spending of approximately 4% percentage
points of GDP by 2040 on average in AEs (excluding central, eastern, and south-eastern Europe)
and 5% percentage points of GDP in central, eastern, and south-eastern Europe countries. (3) A
cyclical component during 2026-30, based on World Economic Outlook projections. (4) Stock-flow
adjustments, based on the country-specific medians over time during 2001-24 (0.7 percent of GDP
per year, on average across countries).

= Macroeconomic assumptions for GDP growth and the effective interest rate on government debt
in each country are based on World Economic Outlook projections until 2030. From 2031 to 40,
GDP growth is assumed to remain at its 2030 pace, whereas the effective interest rate is adjusted
gradually to align with yields on each country’s ten-year bonds during 2023-25, where available, to
reflect recent borrowing costs. The average interest rate-growth differential is close to —1 percent
in the sample by 2040.

Note: Albania, Andorra, Kosovo, Moldova, Montenegro, Norway, San Marino, and Ukraine are excluded from the calculations
because of incomplete data, mostly on the cyclically adjusted primary balance.
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D. Country Heterogeneity

The debt anchor and reference debt path presented in the previous sections are constructed for a typical
European country and can be interpreted as an average benchmark for the region. This is useful to frame
the scale of the fiscal challenge and to provide a transparent reference scenario. However, a sustainable
debt path is inherently country-specific. In practice, the appropriate anchor and the pace and shape of
convergence should be tailored to national circumstances. As discussed in the scope of the paper section,
this paper does not produce country-by-country calibrations, but it is still important to clarify how country
differences would affect the analysis and to distinguish the typical-country results from what a country-spe-
cific exercise could imply.

At a higher level, countries differ in at least three key dimensions that jointly determine their prudent debt
anchor and the corresponding debt path: (1) debt-carrying capacity, which determines the level of debt that
could become unsafe ("debt limit”); (2) the size of the safety buffer, which reflects the need for insurance
against adverse shocks; and (3) the initial debt level, which determines the urgency of adjustment and
shapes the transition dynamics toward the anchor.

Debt Limit

Debt-carrying capacity varies widely across Europe and translates into heterogeneity in estimated debt
limits (the “cliff” beyond which debt is more likely to become unsustainable).

Using the model-based approach of Cao and others (2025), most European countries are estimated to have
debt limits between 85 and 125 percent of GDP, with a midpoint of around 110 percent of GDP. European
AEs (excluding CESEE) countries are found to have higher limits—around 120 percent of GDP on average—
compared with approximately 95 percent of GDP in CESEE countries (Figure 7).

The main reason for the disparity between AEs and CESEE is that tax capacity—the ability to raise revenue,
including to meet rising spending pressures—is higher in AEs than in EMs and is a critical variable in the
model. Tax capacity is typically stronger where income levels are higher, formalization is greater, and tax
administration is more effective. Other factors that raise debt-carrying capacity include deeper domestic
financial markets, stronger policy credibility, and longer debt maturities.

These differences matter as a one-size-fits-all numerical anchor is only a simplifying benchmark. A country
with stronger debt-carrying capacity can plausibly operate with a higher prudent anchor (all else equal),
whereas a country with weaker capacity would need a lower anchor to remain safely away from the cliff.

Safety Buffer

Even for countries with similar estimated debt limits, prudent anchors can differ because the buffer below
the debt limit should reflect country-specific exposures to shocks and macrofinancial volatility. Applying the
debt-at-risk tool of Furceri and others (2025) reveals substantial cross-country heterogeneity with buffers
ranging from 10 to 45 percent of GDP, around an average of 20 percent. Using the approach of the IMF
(2018) produces a similar range when applied to a subset of European countries.

Buffers tend to be larger where countries have historically faced (or remain exposed to) larger shocks to
growth, interest rates, exchange rates, or contingent liabilities. Exposure can be shaped by multiple
structural features, including reliance on external financing, sensitivity to commodity and energy prices,
vulnerability to sudden stops, concentrated banking systems with strong sovereign-bank linkages, or large
risks from state-owned enterprises (SOEs) or public guarantees. Importantly, this heterogeneity is not purely
an "income group” story: Countries with similar income levels may require very different buffers if their past
volatility and structural exposures differ. The calculations also reveal that the average buffer among AEs (for
example, CESEE) is similar to that among CESEE countries.
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Figure 7. Estimated Debt Limits and Buffers in European Countries
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Sources: Debt limits are estimated using Cao and others (2025). Debt buffers are estimated based on Furceri and others (2025).
There are 41 European countries in the sample.

Note: Inthe left panel, the error bars show the interquartile range (25th-75th percentile) for all countries in the sample. AE = advanced
economies; CESEE = central, eastern, and south-eastern Europe.

Initial Debt Level

Athird source of heterogeneity comes from initial debt positions, which determine how demanding the tran-
sition is under any given long-term anchor. In the framework used in this paper, high-debt countries (those
starting above the anchor) are assumed to stabilize debt within five years and then put it on a declining path
thereafter, whereas countries starting well below the anchor are assumed to be able to accommodate some
of the spending pressures—provided debt remains below the anchor over the longer horizon.

This simplifying asymmetry captures an important intuition: High-debt countries typically need to create
space to absorb future pressures, whereas low-debt countries may have room to accommodate part of
those pressures without immediate tightening.

Putting Countries into Buckets

Taken together, these three dimensions provide a useful way to think about country heterogeneity, without
full country-by-country calibration. Combinations of initial debt position (high versus low relative to the
anchor) with the anchor implied by debt limits and buffers (higher versus lower) yield four country “buckets”:

= High debt-low anchor (most challenging cases). These countries face a “double constraint”: They start
with elevated debt and have limited debt-carrying capacity or high shock exposure, calling for a lower,
prudent anchor. They typically require stronger consolidation, faster rebuilding of fiscal space, and a
premium on credibility-enhancing reforms (fiscal institutions, expenditure control, revenue administration).

= High debt-high anchor (high debt, but stronger capacity). These countries start from high debt but
benefit from stronger debt-carrying capacity, deeper markets, and/or stronger institutions that allow for
a higher prudent anchor (Figure 8, left panel). They still need a credible downward or stabilizing debt
strategy, but the trade-offs are different: The main focus is often on the pace and composition of adjust-
ment (protecting growth-enhancing spending, improving spending efficiency, sequencing reforms),
rather than on a very low terminal anchor.
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* Low debt-low anchor (room today, but limited capacity or high risk). These countries may appear
to have fiscal space based on their relatively low starting debt ratio alone, but a lower prudent anchor
implies that space may be more limited than it looks (Figure 8, right panel). They should avoid compla-
cency, given exposure to external shocks, exchange rate risks, or financial-sector contingent liabilities.
In this bucket, medium-term policy often emphasizes building buffers preemptively, strengthening resil-
ience, and ensuring that any accommodation of new spending needs is matched by durable financing.

= Low debt-high anchor (most room for accommodation and investment). These countries combine
relatively low initial debt with stronger capacity or lower volatility/vulnerability. They can, in principle,
accommodate a larger share of future spending pressures (and possibly additional investment needs
beyond those modeled here) and may choose a more gradual fiscal path.

Looking atthese four buckets, the “average” reference path used in this paperis a benchmark not a prescrip-
tion. It shows the kinds of policy packages that will be required to keep debt sustainable across the region
and illustrates the mechanics and orders of magnitude involved. A country-specific assessment would: (1)
estimate a debt limit and buffer using country-specific inputs; (2) consider risks (volatility, contingent liabil-
ities, and external vulnerabilities); and (3) formulate a debt anchor and an adjustment path consistent with
institutions, political economy constraints, and growth priorities. This tailored approach is essential to move
from simple regional benchmarks to country-specific policy design.

For the remainder of this paper, the stylized framework in this paper is based on a reference path anchored
by a 90 percent of GDP long-term debt target for all European countries. This simplified approach can be
used to clarify the mechanics and illustrate the orders of magnitude involved.

Figure 8. Reference Debt Paths and Heterogeneity of Initial Debt Levels and Anchors

1. High Debt-High Anchor 2. Low Debt-Low Anchor
(Percent of GDP) (Percent of GDP)
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Source: Authors’ calculations.

Note: The High Debt-High Anchor scenario shows the debt path of the country with the initial debt level that was the 95th percentile
among European countries in 2025, given a long-term debt target of 110 percent of GDP, which was the 75th percentile among
European countries using the main estimation method outlined in this paper. The Low Debt-Low Anchor scenario shows the debt
path of the country with the initial debt level that was the 5th percentile among European countries in 2025, given a long-term debt
target of 60 percent of GDP, which was the 25th percentile among European countries using the main estimation method outlined
in this paper.
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3. The Critical Role of Structural Reforms

Structural reforms will play a central role in easing Europe’s fiscal challenge by both strengthening
growth and directly containing key spending pressures. A broad set of domestic and EU-level
reforms would significantly improve debt dynamics over the long term. Although not all reforms are
motivated primarily by fiscal sustainability, their combined effect is substantial: Even a moderate
reform package would close around a third of the gap between the unchanged policy debt trajec-
tory and the sustainable reference path for the typical European country. However, reforms take
time to pay off, and on their own, are insufficient in most countries, underscoring that they must
complement—and not replace—medium-term fiscal consolidation.

This chapter considers a setof growth-enhancing andfiscal reforms. These are selected based on their macro-
economic and fiscal relevance for European countries, as well as on the availability of empirical evidence
quantifying their effects. The list is not exhaustive and does not, for instance, cover policies affecting demo-
graphics (Clements and others 2015) or financial-sector reforms (IMF 2025a, b, c). The chapter describes the
main reform areas and their effect channels, reviews evidence on their effects, and incorporates them into
the debt simulations to assess how far they go in easing Europe's fiscal pressures.

A. Growth-Enhancing Reforms

Europe faces a persistent gap in living standards compared with the United States, with GDP per capita 30
percent lower, driven by weaker productivity and subdued growth potential (October 2025 IMF European
Regional Economic Outlook, Note 2). Addressing these challenges requires growth-enhancing reforms
both at the EU and national levels with important complementarities. EU initiatives, with funding instruments
like NextGenerationEU, can incentivize domestic reforms, foster a deeper single market, and boost cross-
border investment and labor mobility.

Recent IMF analysis finds potential gains from these reforms to be very large. The October 2025 IMF
European Regional Economic Outlook (Note 2) considers a bold agenda of reforms that erases domestic
structural policy gapsin EU countries to the global frontier, reduces cross-border barriers among EU product
markets to align with those among US states, and improves cross-country labor mobility to intra-US levels.
This far-reaching set of reforms could raise EU productivity by 20 percent. Taking into account additional
investment triggered by higher capital productivity, gains from these reforms nearly eliminate the current
EU-US GDP per capita gap.

Although the principal aim of structural reforms is often to raise growth and improve living standards, they
also generate important fiscal benefits by broadening tax bases, enhancing revenue collection, and placing
downward pressure on public debt ratios (Box 4). Crucially, the sequencing of reforms matters for success.
This is because of complementarities across reforms, and because some have immediate benefits, whereas
others have large upfront costs and take time to bear fruit. Other reforms can exacerbate cyclical downturns,
so their timing should be flexible.
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Box 4. The Fiscal Benefits of Growth-Enhancing Reforms

Achieving faster economic growth through structural reforms can lower the public debt-to-GDP ratio
through three mutually reinforcing channels.

First, higher growth of nominal GDP raises the denominator of the debt ratio. Mechanically, this
lowers the ratio in any given year, all else equal.

Second, faster growth can improve the interest rate-growth differential, which is a key driver of
how the debt ratio evolves over time. In the standard debt accumulation identity, the change in
the debt ratio depends on the primary balance and a “snowball” term proportional to (i-g)/(1+g)
times last year's debt, where i is the effective interest rate and g is nominal GDP growth. Higher
growth reduces this snowball effect and therefore lowers the primary surplus required to stabilize—or
reduce—the debt ratio (Escolano 2010; November 2010 Fiscal Monitor, Appendix 1). However, this
"g" effect may be partly offset if higher-growth countries also face higher interest rates (for example,
reflecting stronger investment and higher demand for capital), so the net effect on i - g could be more
limited, and g should not be viewed in isolation.

Third, fiscal balances also tend to improve with stronger growth. As output and employment rise, tax
bases expand, and revenue collection typically increases, while some cyclically sensitive spending
(for example, unemployment-related outlays) declines. If the associated revenue windfall is partly or
fully saved—that is, not matched by discretionary spending increases or tax cuts—the primary deficit
ratio narrows, and debt falls faster over time.

In principle, the increase in the primary balance ratio from a 1 percentage point increase in growth
should be close to half a percentage point if revenues were fully saved. This assumes an elasticity
of one of revenue-to-GDP (meaning that the revenue-to-GDP ratio is constant) and an elasticity of
0 of spending to GDP (meaning that nominal expenditure is unchanged), as demonstrated by the
following equation:

A (deficit/Y) = A (Exp/Y) — A (Rev/Y) = A (Exp/Y)
= (Exp/Y) . (AExp/Exp=AY/Y) = — (Exp/Y) . (AY/Y) = . (1-Yscenario/ybaseline)

where A (deficit/Y), A (Exp/Y) A (Rev/Y) are the changes in the primary deficit, revenue, and expen-
diture ratios, relative to a baseline, and « is a semi-elasticity relating the change in output to the
change in the primary deficit ratio, that is equal to the primary expenditure ratio, which in the average
European country is around 42 percent of GDP. It is assumed that A (Rev/Y) =0.

In practice, part of the revenue windfall is generally spent, and the debt-reducing effect is corre-
spondingly smaller. An analysis of past literature that studied the effect of higher growth on fiscal
balances in practice indicates that a 1 percentage pointincrease in GDP tends to reduce the primary
deficit ratio by around 0.17 percentage point, on average (Heimberger 2023). This broadly suggests
that half of the additional revenue is spent and half is saved (since 0.17 is close to half of 0.4).

Overall, growth-enhancing reforms can materially support debt reduction, but the gains tend to
accrue gradually and are strongest when complemented by prudent fiscal policy that preserves
windfalls and contains structural spending pressures.
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Domestic Reforms

Type of reforms. Recent IMF analysis by Budina and others (2025) highlights the role of structural reforms
in tackling Europe's persistent regulatory and institutional weaknesses, which hinder innovation, labor
mobility, and efficientinvestment. The analysis identifies three priorities with the largest growth effect: labor
market reforms, product market reforms (notably business deregulation), and governance improvements.
The need for reform differs across countries: CESEE and Western Balkan economies typically face deeper
institutional gaps, including judicial inefficiencies and weak governance, whereas AEs are more constrained
by labor market rigidities and regulatory burdens that limit participation. Some progress is being made in
these areas, but sizable gaps remain, calling for deeper, more comprehensive implementation.

Effects. The growth benefit of these reforms is potentially substantial. Budina and others (2025) consider the
effect of closing half of the distance to the efficiency frontier in the three critical areas and find that this would
raise average annual GDP growth by about 0.5 percent in AEs and 0.7 percent in CESEE countries during
2030-40. Labor market and human-capital reforms contribute the largest share of additional growth, both
by increasing labor inputs through greater participation and by boosting productivity via improved skills
and inclusion. Product market reforms would reduce regulatory burdens and enhance competition, and
lower compliance costs, fostering firm dynamism. Governance reforms are most impactful in lower-income
countries, strengthening investor confidence and institutional quality.

The effect of these reforms on public debt trajectories operates through several channels (Box 4). By lifting
productivity and potential output, reforms expand the tax base and improve revenue collection, reducing
the fiscal deficit. Higher growth will also make the interest rate-growth differential more favorable, which,
together with lower deficits, will moderate the debt burden over time. Governance reforms contribute to
stronger public finances through better spending efficiency, reducing waste, and improving the quality
of fiscal control, leading to lower deficits. Although the fiscal benefits of growth-enhancing reforms are
important, they tend to materialize gradually and thus should be seen as complementary to sound fiscal
policies addressing aging-related and other structural spending pressures.

Implementation and constraints. The sequencing of reforms is critical to maximizing macroeconomic and
fiscal gains while limiting the risk of being procyclical. Product market and governance reforms are broadly
cycle-neutral and do not exacerbate economic slack, making them suitable to prioritize early (Duval and
Furceri 2018). Governance reforms can deliver relatively rapid benefits—particularly in EMs—by strength-
ening institutions, improving the business climate, and boosting investor confidence. Product market
reforms, by contrast, typically take longer to affect growth, with productivity gains materializing only after
several years. Labor market reforms may need to be phased carefully and aligned with (improving) cyclical
conditions. Their short-term effects vary: Stricter employment protection can deepen downturns, whereas
active labor market policies and reductions in labor tax wedges tend to be countercyclical and support
employment. Unemployment benefit reforms are generally neutral. Many labor market reforms also entail
upfront fiscal costs, including spending on training, education, or policies to raise labor force participation.
Careful sequencing is therefore needed to manage near-term fiscal pressures while securing longer-term
growth and fiscal dividends.

Implementation constraints may hinder reforms’ effectiveness. In CESEE and Western Balkan countries,
political uncertainty and uneven institutional capacity complicate efforts to crowd in private investment
through reform, slowing productive capital formation. Labor market reforms can face political resistance,
leading to delays or dilution. Deep governance reforms—especially judicial and other institutional overhauls—
are technically complex and administratively demanding, which can undermine their effectiveness. Finally,
labor activation and education programs can entail fiscal costs that strain budgets.
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Overall, growth-enhancing domestic reforms have significant potential to ease Europe’s fiscal burden,
notwithstanding implementation risks. For AEs, reforms would be particularly beneficial by helping coun-
terbalance aging challenges through productivity gains. There will be additional benefits in CESEE and
Western Balkan countries, where governance reforms can address structural weaknesses and institutional
shortcomings. Supported by EU funds, these reforms are key pillars in the region’s long-term economic
resilience and sustainable public finances.

EU Single Market Reform

Type of reforms. The single market remains a key engine of Europe’s growth, facilitating cross-border
trade, investment and migration. It provides EU firms with larger markets and consumers with greater
choice. Yet significant structural barriers persist that limit its full potential. IMF analysis has identified several
key constraints hindering the ability of European firms to operate and expand across the region, including
fragmented regulations, inefficient financial intermediation, limited labor mobility, and a poorly integrated
energy market (Adilbish and others 2025; Arnold and others 2025; October 2025 European Regional
Economic Outlook, Note 2). These obstacles increase costs for businesses, reduce cross-border investment
and innovation, and limit productivity growth throughout the region.

The IMF has proposed four key avenues of reform that address each of the main bottlenecks:

= Akey reformto reduce regulatory fragmentation is the harmonized framework known as the “28th regime”
to replace a patchwork of national rules with a uniform framework for creation, running, and winding up of
firms (Dizioli, Fotiou, and Garrido 2026). The framework proposed by the European Commission in March
2026, into which firms may “optin,” is a substantive step in this direction.

= Advancing the Capital Markets Union (CMU) would achieve more effective financial intermediation,
addressing the EU’s overreliance on bank financing by fostering greater cross-border capital flows and
improving access to long-term financing, crucial for scaling up innovative firms (Branddo-Marques and
others 2026).

= Labor mobility may be enhanced through reforms delivering better mutual recognition of professional
qualifications and by tackling housing affordability barriers, which currently discourage workforce
relocation despite open borders. Although labor mobility has improved over the past few decades,
disparities remain.

= Finally, integrating the EU energy market would harmonize electricity and gas markets and reduce price
volatility and supply risks. This is vital given Europe’s energy transition ambitions and recurrent energy
shocks (Bartolini and others 2026).

Effects. A far-reaching package of domestic and EU-level reforms would have a major effect on the EU’s
productivity and income per capita gap with the United States. A substantial but less demanding package
of EU-level reforms alone would still have a meaningful effect. Arnold and others (2025) use a semistructural
model calibrated to the EU to assess the growth effect of a set of “first step” EU reforms over a decade.
The results show that EU GDP would rise by around 3 percent above the baseline by 2040, with virtually all
member states benefiting. Output gains range from 2 to 5 percent across countries, depending on country-
specific initial conditions and integration levels. Smaller or less integrated economies would experience
proportionally larger benefits from lower regulatory barriers and more accessible capital markets; larger
economies gain significantly through efficiency and productivity improvements. On average, roughly 20
percent of the benefit is attributable to higher total factor productivity, reflecting efficiency improvements
and technology diffusion enabled by deeper integration. The remaining 80 percent would result from
increased labor input through higher employment or working hours and capital deepening, fostered by the
more efficient allocation of resources and better financial intermediation.
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Like the domestic reforms highlighted in the previous section, the main motivations for single-market reform
are related to growth, resilience, and cohesion, not fiscal sustainability. But these reforms improve fiscal
trajectories in the same way as domestic reforms, by expanding tax bases, boosting revenues, and improving
the interest rate-growth differential, contributing to slower debt accumulation (Box 4). By lowering energy
prices and reducing volatility through market integration, reforms also help to contain inflationary pressures
that can complicate fiscal consolidation.

Implementation and constraints. Sequencing of EU-level reforms matters, as it does at the national level.
Prioritizing regulatory harmonization and financial market integration would create a conducive environ-
ment for labor mobility and energy market reforms to gain traction and deliver their full potential. Country
heterogeneity also suggests tailoring support for reforms. CESEE countries would particularly benefit from
enhanced financial intermediation and recognition of qualifications; Western and Northern Europe would
gain more from energy market integration.

Despite strong economic prospects, implementing these reforms will be challenging. Regulatory harmo-
nization requires overcoming divergent national interests and legal traditions that complicate agreement
on common standards, as previous efforts under the EU Services Directive and the Digital Single Market
have shown. Progress toward CMU has been slow, hindered by fragmented supervisory frameworks and
disagreements over the perceived risk involved. Labor mobility reforms confront deep-rooted social and
cultural barriers, as well as structural issues like housing shortages, which are not quickly resolved. Energy
integration depends on complex infrastructure investments and political consensus on energy transition
paths, with member states differing on priorities such as nuclear energy or renewables.

Overall, deepening the single market-like domestic reforms—offers meaningful growth potential. “First-
step” EU-level reforms would generate substantial gains. A bolder package would go much further (October
2025 European Regional Economic Outlook, Note 2). Beyond raising growth, advancing these reforms
would strengthen Europe’s resilience to long-term fiscal and demographic pressures, making single-market
deepening an essential complement to national efforts to support debt sustainability.

B. Fiscal-Structural Reforms

Pension Reforms

Type of reforms. Rapid aging and worsening old age to working age dependency ratios pose sustain-
ability challenges for public Pay-as-you-go pension systems. Pressures arise because an increasing share
of the population is retiring and drawing pensions for longer periods, while the relative size of work-
ing-age contributors declines, creating a growing imbalance. Some countries have pursued reforms to
some degree to keep pension systems financially viable and avoid sharp increases in fiscal burdens (for
example, Denmark, Sweden, and the United Kingdom). Reforms include raising the retirement age, lowering
benefits, and increasing contributions. Increasing the retirement age responds to rising life expectancy,
better aligning working life with longevity, encouraging longer labor force participation, and reducing the
ratio of pensioners to contributors, easing financing pressures. Similarly, adjustments to benefits—reducing
replacement rates, tightening eligibility criteria, linking benefits more explicitly to lifetime contributions—
contain long-term spending growth. Increasing contribution rates is another lever, albeit with labor market
trade-offs (IMF 2011).

These reforms can be supported by EU-level coordination and funds. The European Semester and coun-
try-specific recommendations regularly emphasize pension sustainability, and the European Social Fund
may support active aging and labor participation measures complementary to pension reforms. Past waves
of pension reforms across Europe, particularly after the 2008 global financial crisis, set the stage, but chal-
lenges remain, especially in countries with less integrated social protection systems.
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Effects. The immediate effect of pension reforms is a stabilization or reduction of pension expenditure
relative to GDP, slowing the growth of an otherwise escalating fiscal burden tied to aging populations.
Savings unfold gradually, reflecting demographic transitions and phased policy implementation. Raising the
retirement age tends to have a delayed but persistent effect; contribution rate increases impact revenues
more quickly but may have adverse labor market effects if implemented too abruptly. Benefit cuts may
reduce costs but often face political resistance and need careful design to protect income adequacy. Fiscal
effects vary across countries, but may entail savings of several percentage points of GDP (IMF 2011; Fouejieu
and others 2021). In CESEE countries, where aging is rapid but pension systems vary widely, pension reforms
may differ compared with AEs.

By slowing the growth of pension spending, these reforms directly alleviate fiscal pressures, contributing
to improved debt dynamics and preserving fiscal space for other priorities (health, education, and invest-
ment). Although pension reforms are not typically growth-enhancing themselves, by incentivizing longer
labor market participation, they may indirectly support higher potential output, amplifying fiscal benefits
over time.

Constraints and Implementation. Pension reforms often face significant hurdles. Political economy factors
often slow or soften implementation, because of resistance to benefit cuts or retirement age increases. Some
reforms risk increasing old-age poverty if social safety nets are insufficiently adjusted, requiring complemen-
tary social policies. Labor market rigidities or limited employment opportunities for older workers can limit
the effectiveness of retirement age hikes. Moreover, increases in contribution rates may have distortionary
effects on employment and competitiveness and can fuel perceptions of unfairness to younger generations.

Effective pension reforms are best embedded within a comprehensive reform package—sequenced and
paced to balance fiscal consolidation with social fairness and economic growth objectives. Supported by
EU-level policy guidance and structural funds, these reforms can play a pivotal role in tackling Europe's
long-term spending pressures, helping to maintain social cohesion while preserving fiscal space for
emerging priorities.

Catalyzing Private Investment

Type of reforms. Catalyzing private investment entails the strategic use of public resources to unlock signifi-
cantly larger volumes of private funds that would otherwise not be committed because of market failures.
The primary objective is usually to enable financing for commercially viable projects that face constraints in
accessing capital, thus promoting sustainable growth with indirect fiscal benefits.

In the European context, catalyzation has been increasingly adopted both at the EU and national levels. At
the EU level, itis embedded within the framework of flagship initiatives like the European Fund for Strategic
Investments (EFSI) and its successor InvestEU. These programs leverage EU budgetary guarantees to
allow entities such as the European Investment Bank and national promotional banks to provide enhanced
financing terms and risk-sharing mechanisms, fostering investments primarily in priority sectors such as
clean energy, digital infrastructure, innovation, and small- and medium-sized enterprises. This illustrates
the EU’s commitment to lean public spending while seeking to crowd in private financing in alignment with
broader policy agendas like the Green Deal and Digital Agenda. At the national level, promotional institu-
tions also leverage public resources to advance government policy objectives and provide financing where
commercial banks are unwilling or unable to do so.

Effects. The economic effects of catalyzation arise primarily through improved capital allocation and
increased private investments, which stimulate innovation, infrastructure development, and employment
growth. By shifting part of the financing burden of this investment to the private sector, catalyzation can
indirectly strengthen public finances, provided that the catalyzed funds address spending pressures previ-
ously borne by the government. The most relevant pressures are those related to the climate and energy
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transition. The overall leverage ratios observed in European initiatives provide a practical measure of cataly-
zation's effectiveness: For instance, EFSI mobilized €2.6 of private capital for every euro of public resources,
whereas InvestEU’s ratio stands at around 1.8. National promotional banks exhibit varying leverage ratios,
ranging from around one to four in recent years (Table 1).

Catalyzation can be complementary with other EU-level and national reforms, such as those that improve
regulatory harmonization and financial market integration, to reduce investment risks and transaction costs.
Moreover, heterogeneity across Europe means that economies with less developed financial markets or
institutional frameworks—for example, CESEE countries—may derive greater benefits from catalyzation
instruments. However, these benefits tend to materialize with lags because of project implementation times
and the necessary institutional capacity building.

Table 1. Catalyzing Private Investment: EU Programs and National Promotional Institutions

National
Promotional EFSI UK National
Institution/EU "Juncker Kfw Wealth Fund
program plan” InvestEU (Germany) CDP (Italy) BPI (France) (UK)
Period of 2015-20 2021-27 1948- 1850%-present 2012- 2021-present
operation present present (former UKIB)
Annual public 0.01%EU  0.01%EU 0.5% GDP 0.06% GDP 0.2% GDP 0.05% GDP
resources GDP (54% GDP (51% (20% of the planned (10% of (78% of annual
for climate oftotal EU  oftotal EU  bank’s annual annually annual operations)
projects’ budget budget operations) for the next operations)
guarantee) guarantee) three years

(6% of annual
operations)

Leverage ratio? 2.6 1.8 NA 1.8 3-4 1.4

(Total private
investment/
public
contribution)

Sources: European Commission; official websites of national promotional institutions; and authors’ calculations.

Note: EU = European Union; EFSI = European Fund for Strategic Investments; KfW = Kreditanstalt fir Wiederaufbau; CDP =
Cassa Depositi e Prestiti; BPl = Banque Publique d'Investissement; UKIB = United Kingdom Infrastructure Bank; NWF = National
Wealth Fund.

"Annual averages over the period of operation, unless otherwise specified, based on authors’ estimates using the latest publicly
available data for climate-related projects, which are most relevant for alleviating public spending pressures. EFSI and InvestEU
figures are average annual resources over their respective program periods. KfW and BPI figures refer to 2024. CDP figures are
based on its 2025-27 strategic plan. UK NWF figures refer to its financial year 2023-24.

2 Leverage ratios relate to all projects, not limited to climate, and are based on authors’ estimates. The leverage ratios pertain to the
following time periods: EFSI (2015-20); InvestEU (2021-27 projected); CDP (2024); BPI (sourced from its most recent 10-year audit
report); UK National Wealth Fund (2024).

3 CDP was founded in the Kingdom of Sardinia, prior to Italian unification. After 1861, it became an institution of the unified Italian state.

Implementation and constraints. Despite these promising effects, the scope of catalyzation is often
constrained. The pool of projects that are simultaneously commercially viable, additional (would not happen
without this public support), and fiscally prudent is limited. Establishing additionality is challenging, with
robust evidence often lacking to demonstrate that public intervention would supplement private investment
and not displace it. Catalyzation instruments, especially risk-sharing mechanisms such as guarantees, also
generate contingent fiscal liabilities that broaden government exposure, even if direct budget appropria-
tions remain low. Moreover, national promotional banks, even if operationally independent and funded by
market borrowing, introduce contingent risks that require careful monitoring.
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The recent experience with catalyzation in Europe suggests limited potential to alleviate fiscal pressures
on national budgets. As shown in Table 1, EU-level initiatives and national promotional institutions have
committed only modest amounts to areas relevant to spending pressures, namely climate and the energy
transition, and overall leverage ratios have been relatively low. Other key areas creating budgetary strain,
like health care, have mostly not been a focus of these institutions. Overall, although catalyzation is a worth-
while strategy and can overcome barriers to private investment, its fiscal benefits are likely to remain modest.

Centralizing

Type of reforms. EU funds play a critical role in supporting cross-border policy initiatives. This includes
NextGenerationEU funding for post-pandemic recovery, which has contributed to economic stabilization.
The EU budget (multiannual financial framework), on the other hand, is particularly suitable for providing
European public goods, such as support for research and innovation, energy transition and security, and EU
security and defense, exploiting positive externalities and economies of scale, as well as enhanced coordi-
nation, while reducing duplication. The EU budget nonetheless remains small, just over 1 percent of gross
national income, as most public spending in the EU still occurs at the national level.

The IMF has proposed reforms to the EU budget Figure 9. Current Multiannual Financial Framework

for the 2028-34 MFF (Figure 9). Based on a needs
assessment, the IMF has proposed doubling EU
spending on European public goods, namely
climate, defense, and innovation (Busse and others
2025). This would entail shifting some spending
responsibilities upward from national budgets
to the EU level, 0.3%-0.4% of GDP in climate and
defense. This could be funded by borrowing by
the EU itself, through securities issued jointly by
all member countries. This would not only provide
resources for the additional spending but also
could improve market liquidity and elevate the
role of EU securities as safe assets.

Effects. The main motivation for centralizing
spending and borrowing at the EU level is to
increase efficiency in the ways described above.
There could nonetheless be fiscal savings for
national governments through several channels,
depending on the design of the reform:

= First, there could be budgetary savings because
of the efficiency gains from centralization. These
efficiency gains could be achieved by internal-
izing cross-border spillovers of national policies,
exploiting economies of scale, removing intra-EU

and IMF-Proposed Next MFF
(Percent of EU gross national income)

B Clean energy 1/
B Defense
m Others

2

1.6

1.2

0.8

0.4

MFF (2021-27) IMF EUR proposal on the

next MFF (2028-34)

Sources: European Commission; and Busse and others (2025).
Note: EU = European Union; EUR = European Department;
IMF = International Monetary Fund; MFF = multiannual
financial framework.

'Consolidating EU budget spending for climate objectives
across all EU programs, according to the Commission’s Climate
Mainstreaming estimates.

barriers and avoiding duplication, and mitigating costly coordination failures. It could nonetheless
take time for these savings to accumulate, so centralization may have a limited initial effect through
this channel.

= Second, there could also be lower interest costs on centralized spending. Interest savings could arise
because the cost of borrowing for national governments may be higher at the national level. Interest
savings would differ across countries, depending on national borrowing costs.
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= Third, shifting selected spending responsibilities to the EU level, funded by EU-level borrowing, could
alleviate pressures on national budgets in the short term.”® However, there should be clear safeguards
to ensure that this reallocation of responsibilities does not undermine countries’ fiscal sustainability in
the longer term—since member states are ultimately responsible for servicing EU debt through future
payments to the EU budget. In this regard, the proposed increase in EU-level spending by Busse and
others (2025) is targeted to European public goods in shared priority areas, especially where central
provision yields efficiency gains through positive spillovers, economies of scale, and helps avoid more
costly duplication of national spending. The use of EU borrowing should be explicitly conditioned on
strengthening the EU budget’s own resources. Moreover, strengthening transparency and oversight
of EU-level borrowing—including improved consolidated fiscal reporting and systematic monitoring of
contingent liabilities—would ensure that any expanded use of EU-level financing remains consistent with
fiscal sustainability.

Savings generated by centralization are nonetheless likely to be relatively limited. This is because the amount
of spending transferred to the EU-level would be small (0.3%-0.4% of GDP) under the IMF staff proposal, and
it represents a redistribution, not alleviation, of the fiscal burden (Busse and others 2025). Efficiency gains
from centralized defense and energy spending are also estimated to be contained, around 10 percent of
unit costs, reflecting savings of approximately 7 percent from EU-level coordination of energy investment
(IMF 2024b) and up to 30 percent from greater defense co-operation (European Commission 2017; Mdiller
2024). Assuming that EU-level borrowing is, on average, 35 basis points cheaper than national borrowing—
the difference between EU-level rates and the weighted-average 10-year sovereign yields of EU countries
during 2023-25, interest savings would provide only a modest further benefit.

Implementation and constraints. Institutional and political economy factors constrain additional central-
ization. Expanding the EU budget requires unanimous agreement among member states and complex
and protracted negotiations. Scaling up joint borrowing and expanding the EU’s central fiscal capacity
also requires reforms to the EU budget framework and will likely lead to debate about burden sharing
across countries.

Overall, under current reform proposals, greater centralization is unlikely to be a silver bullet for countries
facing problems with the sustainability of public finances. The size of the savings will likely be modest, and
implementation challenges are substantial. It is nonetheless a worthwhile complement to other savings
discussed in this chapter and may have real efficiency benefits for the EU while contributing to closer
European integration and cohesion.

C. Putting It Altogether

As discussed in Chapter 1, under unchanged policies, public debt in Europe could move onto an unsustain-
able path, reflecting already high debt in some countries, rising interest burdens, and mounting spending
pressures. Although this points to the need for fiscal consolidation, delivering large and durable adjustment
is politically and economically difficult—making it essential to assess how far other policies can help ease the
burden. This chapter has shown that domestic and EU-level structural reforms can improve fiscal outcomes
while also lifting growth. A key question, then, is how large the combined effect of these reforms could be
on the debt trajectory.

' The EU-level spending would not add directly to national deficits or debt in the same way as spending funded entirely through
borrowing by national governments. Instead, the fiscal burden would be redistributed across countries and possibly repaid with
alonger schedule.
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This section considers the fiscal impact of implementing all of the five types of reforms discussed in this
chapter. It is assumed that this set of reforms is implemented over a five-year horizon with effects on the
debt path after 2030. As discussed earlier in this chapter, the reforms influence the evolution of debt by
improving the interest rate-growth differential or reducing budgetary pressure and lowering the deficit.
Some reforms do both. To incorporate the reforms

in the long-term debt simulations presented in this  Figure 10. Public Debt Paths under

paper, some further assumptions about the size, | Various Scenarios

design, and sequencing of each reform need to be (Percent of GDP, simple average of European

. . . countries,
made, which are outlined in Box 5. )
—— Unchanged policy path

Simulations show that the reforms would have a — With "moderate" reform package

meaningful effect on the debt path. A moderate — Reference path

effort, scaling the full set of reforms by 50 percent, 135

would deliver one-third of the required adjustment
for the average European country. This means | 120
that the moderate reform package would bring

the country’s debt trajectory one-third of the way | 105
toward the reference path. Debt in 2040 would be
115 percent of GDP, rather than 130 percent of GDP

on the unchanged policy path (Figure 10). This is an 70
important step toward keeping debt sustainable,
and there is scope to be even more ambitious. The 75
more far-reaching the reforms are, the larger will be
their effect. 60
2024 28 32 36 40

In terms of relative contributions of each reform, Source: Author's calculations.
we find that the largest effect comes from pension
reforms and growth-enhancing reforms, whereas the enlargement of the EU budget and catalyzation of

private investment play a more complementary role."

Still, while implementing structural reforms is clearly important for keeping debt sustainable, it will not be
enough for most countries to achieve the sustainable reference debt path. In the next chapter, we estimate
the size of the fiscal consolidation required to close the residual gap to the reference debt path when
countries adopt the moderate set of reforms.

Box 5. Assumptions about the Effect of Reforms on the Debt Simulations

The simulations assume that, although fiscal consolidation occurs over five years (2026-30), most
structural reforms are implemented gradually and pay off over the longer term (during 2031-40).
Reforms affect the debt path through their effect on the interest rate-growth differential and the fiscal
deficit. Although some reforms affect the deficit by directly reducing spending pressures (for example,
pension reforms), the effect of growth-enhancing reforms on the deficit is calibrated using the empir-
ically estimated elasticity of Heimberger (2023). The simulations incorporate the following reforms:

(continued)

" Growth-enhancing reforms (domestic + single market), as defined above, accountfor around two-thirds of the effect of the reform
package.
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= Domestic reforms. It is assumed that three structural reforms with the largest payoff identified by
Budina and others (2025) are implemented in the simulations over the next 15 years, beginning to
affect growth after 2030. The reforms are to (1) product markets, through changes to business regu-
lation, such as planning reform, cutting red tape, and easier firm entry; (2) labor markets, focusing
on training, loosening employment protection, and lowering labor tax wedges; and (3) governance
(control of corruption). Product market reforms and governance reforms are implemented first
since their initial effect is judged to be neither procyclical nor countercyclical. Governance reforms
are assumed to yield growth benefits faster (from 2031), whereas the lift to growth from product
market reforms materializes from 2034. Since labor market reforms can be procyclical (for example,
employment protection) or countercyclical (for example, lower tax wedges), and have fiscal imple-
mentation costs, it is assumed that these reforms are implemented last (from 2030), when output
gaps have closed, and economies are closer to the steady state. The labor market reforms have a
growth effect after 2036. The quantitative effect of reforms is country-specific, and the sequencing
of reform implementation determines how the growth effect builds over time. The cumulative effect
is an increase in the level of GDP by 4% percent on average across European countries by 2040.

= Single market. Reforms that strengthen the single market are assumed to be implemented
over the next five years and affect growth during 2031-40. The specific set of “first step” reforms
comprises (1) a high-quality insolvency regime for all firms across the European Union; (2) a deeper
capital market union, leading to a higher level of venture capital investment in Europe; (3) higher
labor mobility creating a positive labor supply shock in advanced economies and a corresponding
negative shock in others, which prompts more investment in skills in emerging market economies;
and (4) energy market integration that produces lower and more stable energy prices. The effect
on the level of output accumulates gradually over time, so that by 2040 the reforms lift the level of
GDP in EU countries by 3 percent by 2040, as in Arnold and others (2025).

= Centralization. The simulations assume a doubling of the EU budget allocation to defense and
climate, shifting some spending responsibilities in these areas upward from national budgets to
the EU level, financed by joint EU borrowing, as proposed by Busse and others (2025). It is assumed
that this reallocation delivers lower overall public spending (national plus supranational) in Europe
through efficiency gains and interest savings for some countries. The size of the savings is close to
half a percent of GDP, during 2030-40.

= Catalyzation. Policy banks in all countries are assumed to increase their investment by 0.3 percent
of GDP (calibrated on the difference between BPI-France and KfW-Germany for climate projects).
Given a typical leverage ratio of slightly less than 2, this would crowd in additional private invest-
ment of about 0.25 percent of GDP, so that spending pressures are estimated to be reduced each
year by this amount in all countries during 2031-40 on a net basis.

= Pensions. Reforms to public pensions are assumed to generate immediate fiscal savings from 2026
and gradually eliminate all spending pressures from pensions by 2030. This means that pension
spending as a share of GDP stabilizes by 2030 and remains unchanged thereafter (IMF 2011;
Fouejieu and others 2021).

D. Additional Reform Opportunities Not Included in the Simulations

Reform packages quantified in the simulations focus on a narrow set of measures, for which the empirical
literature provides sufficiently robust estimates of macroeconomic and fiscal effects. This enhances trans-
parency and comparability across scenarios but also implies that the simulations do not capture the full
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menu of reforms that could lift growth or affect long-term spending pressures. This section discusses other
reform areas not included in the simulations.

Health Sector Reforms

Health spending is one of the most important—and most complex—drivers of long-term fiscal pressures in
Europe. Unlike pensions, where spending dynamics are closely linked to demographic parameters and enti-
tlement formulas, health expenditure growth depends on aging and also on technology, medical practice
patterns, relative prices, and institutional incentives. This makes it harder to translate individual reform
measures into simple and robust savings estimates suitable for the simulations. Some reforms improve
health outcomes or financial protection but not total spending. For these reasons, health reforms are not
included in the quantified packages in this paper.

IMF guidance (for example, Soto and others 2023) suggests several levers that can improve spending effi-
ciency and contain spending growth without undermining access or outcomes, especially when paired with
strong governance and data systems.

= Strengthening primary care and prevention. A common source of inefficiency is excessive reliance
on hospital-based and specialist care for conditions that could be managed earlier and more cheaply.
Policies that strengthen primary care—gatekeeping arrangements, expanded multidisciplinary primary care
teams, better chronic disease management, and improved access outside hospitals—can reduce avoidable
emergency visits and admissions (Hallaert and Queyranne 2016; Hallaert 2023, 2025). Prevention policies
(for example, vaccination and screening) can also reduce the future burden of disease. Although these
reforms may raise costs initially (workforce, information technology, and access expansion), they generate
fiscal dividends over time by reducing expensive downstream treatments and improving population health.

= Payment and provider incentives. Many health systems reward activity rather than value, encouraging
overprovision of tests, procedures, or hospital stays. Reforms that adjust provider payment—stronger use
of diagnosis-related groups with well-designed tariffs, capitation for primary care, bundled payments
for episodes of care, pay-for-quality components, and tighter budget constraints—may reduce unnec-
essary volume and improve care coordination. These reforms are often central to cost containment, but
their effect depends heavily on design details (risk adjustment, safeguards against underprovision, and
monitoring).

= Pharmaceutical policy and procurement. Drug spending is a major and fast-growing component of
health budgets, driven partly by innovation and market power. Policy options include centralized or joint
procurement, stronger use of generics and biosimilars, reference pricing, health technology assessment
to link reimbursement to value for money, and managed-entry agreements for high-cost medicines. These
reforms can deliver meaningful savings, but quantification is challenging because it depends on pipeline
innovation, negotiation outcomes, and enforcement.

= Governance, digitalization, and data-driven efficiency. Digital health and better information systems
can improve efficiency—for example, interoperable electronic health records, e-prescribing, fraud
detection, referral management, and data analytics to benchmark provider performance. However, tech-
nology is a double-edged sword: Although it can raise productivity and reduce waste, it can also enable
additional service use. The net fiscal effect depends on whether digital tools are paired with incentive
reforms and effective management.

= Workforce and wage-bill management. Health systems are labor-intensive, and workforce shortages
are increasingly binding in many European countries. Reforms that improve workforce planning, skill mix
(using nurses and allied health professionals effectively), retention, and productivity may contain cost
pressures while protecting service quality. However, these policies must balance fiscal restraint with the
need to maintain staffing and avoid bottlenecks that may raise costs elsewhere (for example, delayed care
leading to more acute episodes).
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Other Reforms

Although health deserves special attention, several other reform areas may also ease spending pressures
but are not quantified in this paper:

= Climate and energy transition spending pressures. The simulations capture a stylized need for public
climate spending and allow for some relief through catalyzing private investment and EU-level central-
ization. However, a broader set of reforms may reduce the required public outlays while still delivering
climate objectives. These include: (1) pricing and regulatory reforms that shift incentives to the private
sector (carbon pricing, fee bates, and regulatory standards), thereby reducing reliance on budgetary
subsidies; (2) improving the design of support programs (moving from open-ended subsidies toward
competitive auctions, contract-for-difference mechanisms, and better targeting of compensation for
vulnerable households); and (3) reforms that accelerate permitting and grid connection, reducing overall
system costs and the need for fiscal support.

* Long-term care (LTC). Aging pressures increasingly operate through LTC. Reforms can include better
home-based and community care (often cheaper than institutional care), integrated health-LTC budgets
to reduce cost shifting, support for informal caregivers, and improved needs assessment and targeting.
These can affect both spending levels and the distribution of costs across households and the state.

= Education sector efficiency and human-capital delivery. Even if education is not the main source of
long-term spending pressures, it is a large spending envelope. Efficiency reforms—school network ratio-
nalization in regions with shrinking student cohorts, better teacher allocation and incentives, curriculum
modernization, and stronger performance evaluation—can generate savings or allow redeployment
toward quality improvements.

= Defense spending. The paper treats defense mainly as an exogenous spending need. In practice,
however, reforms can influence the unit cost of delivering a given level of defense capability. Options
include procurement modernization (multiyear procurement planning, competitive tendering, life cycle
costing), reducing fragmentation and duplication (including through joint European procurement and
standardization), and improving force structure and personnel policies to raise readiness per euro spent.

= Interest bill pressures. The paper treats the interest-growth differential largely as an assumption in the
stylized projections. However, countries can influence interest-spending dynamics through reforms that
reduce refinancing risks and strengthen credibility. Relevant measures include: lengthening maturities
and smoothing redemption profiles, improving debt management frameworks, strengthening fiscal
institutions and medium-term frameworks (which can lower risk premiums), and—in countries where
relevant-reducing contingent liabilities (for example, from SOEs or the financial sector) that markets may
price into sovereign spreads.
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4. Medium-Term Fiscal Consolidation

This chapter computes the size of the consolidation required in European countries to bring debt
in line with the sustainable reference path. Structural reforms lead to a reduced need for consoli-
dation: With a moderate set of reforms, the average European country would have to consolidate
by around 3% percent of GDP over five years (% percent per year), compared with 5 percent with
no reforms. A balanced approach to consolidation is preferable, drawing on both revenue and
expenditure measures, including efficiency improvements. Growth-friendly and well-targeted
consolidation measures are important to keep debt sustainable, support potential growth, and
protect the vulnerable.

A. Size of the Adjustment Needs

Baseline Results

To meet Europe’s fiscal challenge, the second pillar of the policy response is consolidation. With spending
pressures rising and debt levels already high in many European countries, the question is no longer whether
adjustment will be needed, but how large it must be, how quickly it can be delivered, and how it can be
sustained politically. Fiscal consolidation can take the form of measures that increase revenue collection or
reduce expenditure, including by improving spending efficiency. In the exercise presented in this paper, the
required consolidation is made over 2026-30, so that by 2030, there is a sufficient buffer to absorb future
spending pressures and achieve the reference debt path. Past consolidation episodes suggest that it is
unlikely that fiscal effort can be sustained beyond a five-year period, so the exercise does not involve consol-
idation continuing beyond 2030 (Box 6).

Simulations indicate that, even with the moderate set of reforms, medium-term fiscal consolidation is needed
in three-quarters of European countries to achieve the reference debt path. The average effort corresponds
to an improvement in the cyclically adjusted primary balance (CAPB) of about % percent of GDP per year over
2026-30, slightly above 3" percent of GDP cumulatively. Although structural reforms ease the fiscal challenge,
their budgetary gains are not sufficient to offset the projected spending pressures and stabilize debt dynamics.

This estimate may understate the true consolidation needs since it relies on conservative assumptions. For
instance, it is not assumed that increases in the debt ratio over time translate into a worsening of the inter-
est-rate-growth differential. Consolidation needs would also be larger in countries that choose to adopt a
lower long-term debt target than the 90 percent of GDP used across the region in this analysis. Later in this
chapter, the effect of relaxing some of these assumptions is discussed in a section on sensitivity analysis.

The analysis also shows that consolidation requirements across the region are heterogeneous. Although 3%
percent of GDP is the average, the needs estimated differ across countries. Many smaller AEs have either
no adjustment needs or modest ones of less than 2 percent of GDP cumulatively. CESEE countries tend to
require more consolidation—in the 2%-5% of GDP range. Several large AEs are found to have among the
biggest consolidation needs, by more than 5 percent of GDP over five years, to comply with our anchor. It is
worth noting that these results do not always align with recommendations in IMF country reports, which may
take into account announced policy plans.

The exercise finds that the share of European countries with medium-term consolidation needs and the size
of these needs are larger than incorporated in the medium-term macro-fiscal plans of EU member states,
which are prepared under differentassumptions about the long-term debt target, the time period for consol-
idation, the size of spending pressures, and the effect of reforms (Box 6).
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Box 6. Comparison with EU Medium-Term Fiscal Plans

This paper’s analysis is based on a highly stylized exercise designed to illustrate the kinds of policy
packages that would be needed to keep debt in sustainable territory. The simulations are not based
on the EU’s fiscal framework, nor do they take account of consolidation measures in medium-term
fiscal-structural plans (MTFSPs) of EU member states.

A simple comparison suggests that the consolidation needs calculated in this paper for EU member
states are larger than the consolidation plans in MTFSPs. Specifically, we compare the medium-term
adjustment needs during 2036-30 of EU countries, after implementing the “moderate set of reforms,”
and the consolidation planned during this period according to the corresponding MTFSPs. We find
that the share of EU countries that are found to require medium-term consolidation is roughly the
same as that intending to consolidate under MTFSPs (around two-thirds). However, the average
consolidation requirement for EU countries (about 4 percent of GDP cumulatively during 2026-30) is
larger than under the EU MTFSPs (around 2 percent of GDP).

The differences between our stylized exercise and the MTFSPs can reflect many factors, including:

= Spending pressures. The analysis in this paper takes account of spending pressures over a 15-year
horizon to 2040, based on previous IMF analysis (Eble and others 2025), as well as reflecting recent
North Atlantic Treaty Organization defense spending commitments, which may not be incorpo-
rated into the MTFSPs.

= Adjustment horizon. Fiscal consolidation is assumed to occur over a five-year medium-term
horizon in the calculations, whereas it is four to seven years in the EU framework.

= Anchor. This paper uses a common 90 percent of GDP anchor across countries, rather than the 60
percent target that remains embedded in the EU fiscal framework (although the anchoring criteria
are, in fact, much more complex and multifaceted).

= Reforms. The stylized exercise in this paper takes into account the effect of growth-enhancing and
fiscal reforms that may differ from what is assumed in MTFSPs, which tend to treat the benefits of
reforms as an upside risk.

Combining Reforms and Adjustment

The size of required consolidation will depend on the ambition of reforms. More ambitious reforms have a
larger fiscal effect because of the additional increase in GDP, which boosts revenue, and greater reduction
in spending pressures. This lowers the consolidation required to achieve the reference debt path.

Figure 11 shows different combinations of reform ambition and consolidation size in the average European
country that potentially achieve the same reference debt path. Reform ambition is characterized by an
“intensity index” on the horizontal axis, normalized to one when reforms consist of the moderate set. If
reforms are bigger than in the “moderate” set, then the index exceeds one.

Our simulations show that, without any reforms, the medium-term consolidation needs of the average
European country would be approximately 5 percent of GDP cumulatively during 2026-30. Increasing the
intensity of reforms up to the moderate set reduces the cumulative consolidation needs by around 1%
percentage points (from 5 to 3% percent of GDP). More far-reaching reforms with greater intensity would
lower consolidation needs further.
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For the vast majority of countries, a combi- Figure 11. More Reform Means Less
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used for this analysis.

A different reference path. An alternative approach entails operationalizing the 90 percent of GDP anchor as
a target to be achieved by 2040 regardless of the current level of debt (applying the anchor symmetrically for
high and low-debt countries). This would be in the spirit of the S7 indicator in the European Commission’s Debt
Sustainability Monitor (European Commission 2024a). After implementing moderate reforms, the consolida-
tion needs of the typical country would be higher under this S1-type approach, atalmost 4 percent of GDP over
five years (versus baseline 3%z percent of GDP). This average result is driven by the higher adjustment needs for
high-debt countries to reach a 90 percent debt-to-GDP ratio by 2040, rather than simply converging toward it.

Another alternative is similar to the UK’s debt rule, which requires public debt to be stabilized over the
medium term and does not take into account the effect of spending pressures in the long term. Requiring
all countries in the sample to stabilize debt by the fifth year, irrespective of their initial debt level, would
increase the medium-term consolidation need of the typical country to almost 5 percent of GDP, with the
moderate reform package. The adjustment in this exercise is higher than the baseline because debt stabili-
zation in the medium term is a more stringent requirement than ensuring a debt-to-GDP ratio not exceeding
90 percent for low- and medium-debt countries.

Different anchor. Another key assumption of our analysis is a common debt anchor of 90 percent of GDP.
This is notably higher than the 60 percent of GDP target embedded in the EU fiscal framework. Under a
60 percent anchor, the medium-term consolidation needs of the typical European country, with moderate
reforms, would be more than 4% percent of GDP cumulatively over 2026-30, 1 percentage point of GDP
larger than under the 90 percent anchor.

Feedback from debt to r — g. It has so far been assumed that rising debt levels do not directly feed back
into the pace of growth nor into borrowing costs for national governments—the interest rate-growth differ-
ential was kept constant in the long term. If the differential were also allowed to rise by four basis points for
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every percentage point that debt rises during 2026-40,"2 then consolidation needs under moderate reforms
would increase by 1 percentage point of GDP, relative to the baseline simulation.

Implementation delay. The paper assumes that reforms and consolidation are implemented promptly
during 2026-30. Assuming instead that all countries conduct unchanged fiscal policy™ over the next five
years, with reforms and consolidation beginning only in 2030 (but keeping the 15-year horizon until 2045),
would raise the average medium-term consolidation required from % percent of GDP per year to over 1
percent of GDP per year. Failing to act now will exacerbate the fiscal challenge, allowing spending pressures
to materialize, debt to build up faster, and borrowing costs to rise. In this scenario, the market could force a
disorderly adjustment.

B. Composition of the Adjustment

Revenue versus Spending Measures

With the scale of consolidation needs identified, the critical policy question shifts to the composition of
the adjustment. This section provides an overview of recommendations for Europe drawing from recent
IMF country reports to shed light on the balance between revenue and expenditure measures and effi-
ciency improvements.

Overall composition. Successful adjustment strategies require carefully managing trade-offs between
achieving debt sustainability, preserving growth, and protecting the vulnerable. This involves not only
deciding how much consolidation is needed but also determining the best mix of measures to ensure dura-
bility, inclusiveness, and minimal adverse effects. The IMF has tended to recommend a balanced approach to
consolidation in Europe, combining both revenue and expenditure measures. This is consistent with cross-
country studies, which have found that sizable and durable improvements require both types of instruments
(Molnar 2012).

Revenue measures. There is scope for revenue-based consolidation in Europe and particularly in EMs.
Recent IMF analysis estimates average tax gaps in European AEs at about 3.2 percentage points of GDP,
with country estimates ranging from 2 to 6 percentage points of GDP (Benitez and others 2023). Across the
region’s EMs, larger gains are possible, with the average revenue gap estimated at about 6.6 percentage
points of GDP, though with substantial cross-country variation, ranging from roughly 3.5 to 13.1 percentage
points of GDP.

In terms of revenue measures, a central part of IMF advice is to broaden tax bases in both AEs and CESEE
countries. Closing exemptions and loopholes can raise revenues while minimizing adverse effects on effi-
ciency that could be caused by higher rates. In some AEs, there is often limited scope to increase rates since
tax ratios are already close to historical highs. In CESEE countries, although broadening the tax base is also a
common IMF recommendation, there is typically greater scope to raise revenues from relatively low starting
levels. Policy options include increasing personal income tax rates and progressivity (Bulgaria, Hungary,
and Romania), raising corporate income tax rates (Hungary), and strengthening property taxation (Albania,
Poland, and Romania).

Where tax rises are required in AEs, focusing on less distortionary instruments—such as carbon taxes and
recurrent property taxes—is often recommended (Austria, Luxembourg, and Sweden). IMF reports for

2 This assumption is roughly based on an empirical finding that each percentage point increase in debt can increase the interest-
rate growth differential in euro area countries by approximately 0.04 percentage points (Checherita-Westphal and Domingues
Semeano 2020).

¥ This means that they keep their cyclically adjusted primary balance ratio, unchanged excluding the effect of rising spending
pressures. No structural reforms are assumed over 2026-30.
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Europe highlight the role of stronger carbon pricing and environmental taxation, alongside the phaseout
of environmentally harmful subsidies in supporting the energy transition in a fiscally sustainable manner
(Finland, France, Greece, and Latvia). Strengthening revenue administration—particularly to address tax
evasion—is an important complement to tax policy measures that has the potential to raise revenue collec-
tion in countries of all income levels.

Expenditure measures. A common recommendation is stricter prioritization. Fiscal institutions can help
support prioritization, such as through periodic spending reviews with a medium-term focus (Doherty and
Sayegh 2022). In many AEs, the IMF has advised that consolidation be more expenditure-based (Austria,
Belgium, and France).

In addition to stricter spending prioritization, improving the efficiency of spending has the potential to not
only improve the fiscal position but have wider economic benefits. Across Europe, potential efficiency gains
in public health and education delivery are estimated at 1% percentage points of GDP on average, with
larger savings in some large AEs (Kapsoli and Teodoru 2017). These efficiency improvements, as well as
those in delivering infrastructure and R&D, have been shown to boost economic performance (October
2025 Fiscal Monitor, Chapter 1). Improving the targeting of social spending and containing the wage bill,
through increasing the productivity of public sector workers, including by automation, are further examples
of efficiency improvements.

Composition, Fiscal Multipliers, and Adjustment Needs

Consolidation tends to affect growth adversely, at least in the short to medium term. The bigger the
growth effect, the more difficult the task of stabilizing debt, and the larger the consolidation effort that
may be required. So far in this paper, estimates of the adjustment required to keep debt sustainable have
not assumed that consolidation will worsen economic performance. In this section, we relax the assump-
tion that the consolidation itself does not affect growth and explicitly incorporate this possibility into the
debt simulations.

The amount of consolidation required is now recalculated, using fiscal multipliers to take account of its effect
on economic growth over time. In this scenario, consolidation is assumed to occur at a gradual pace over
the medium term, as before. The amount of additional consolidation done each year is then assumed to be
associated with a fiscal multiplier of one, on impact, which decays to zero over five years. This means that a
reduction of the cyclically adjusted primary deficit by 1 euro, this year, lowers output in the same year by 1
euro, with progressively smaller effects on output in the subsequent years.”

With this multiplier effect, the necessary fiscal consolidation for the typical European country would be
larger by about % percent of GDP per year, bringing the cumulative fiscal consolidation close to 5 percent
of GDP, with the moderate set of reforms (compared with the previous estimate of 3% percent of GDP). A
consolidation effort of this size is beyond what has usually been possible in the past in European countries
(Box 7). If many European countries were to consolidate simultaneously, as the exercise in this paper
suggests is necessary to preserve debt sustainability, it is possible that the multiplier effect could be even
larger because of spillover effects—particularly through the trade channel, as consolidation measures can
reduce import demand.

" This does not mean thatthe GDP projections used in the calculations reflect no effect of consolidation, though. The World Economic
Outlook GDP forecastthatis used in the scenarios already reflects the effect of any fiscal tightening projected by IMF staff over the
next five years, often based on the authorities’ plans; thus, even the no-multiplier simulations implicitly incorporate some effect
of fiscal policy on output.

> The April 2012 Fiscal Monitor finds an overall multiplier of about 1, based on a weighted average of spending and revenue multipliers
in G7 economies during economic downturn.
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One way to lower the size of this consolidation effort is to go further with growth-enhancing and fiscal reforms,
as discussed earlier in this chapter. Another way is to make the measures used to consolidate as growth-
friendly as possible to dampen the adverse feedback to the economy. Past literature on fiscal multipliers can
be a useful guide as to which tax and spending instruments have the most benign effects on growth.

On the expenditure side, the literature suggests that public investment should be prioritized and shielded
from cuts since it can provide potentially large and persistent support to growth (Deleidi, lafrate, and Levrero
2023). Reducing recurrent government spending and untargeted cash transfers can be more growth-friendly
since they tend to have smaller multipliers (Corsetti, Meier, and Mdiller 2012; Ramey and Zubairy 2018). On the
revenue side, increases in labor income tax have been found to be more distortionary and harmful to growth
than raising corporation tax and VAT (Kilponen and others 2019). In the next chapter, the design of large fiscal
consolidations is discussed in detail, drawing on past experience to show what works and what to avoid.

C. Cyclical and External Considerations

The size of the medium-term consolidation needs computed in this paper is derived from a single guiding
principle: Anchoring public debt to a reference path that is deemed sustainable. This is a legitimate and
analytically coherent objective. It provides a clear metric for assessing the magnitude of the fiscal effort
required to prevent debt dynamics from becoming unstable in the face of rising spending pressures.
However, debt anchoring is not the only consideration that can (and often should) influence the calibration
of medium-term fiscal adjustment. In practice, governments and institutions typically weigh a broader set
of objectives and constraints—macroeconomic, financial, and political-when determining the fiscal stance
over the medium term.

A key consideration is the cyclical position of the economy. The simulations in this paper are not designed
to provide cyclical stabilization guidance; they focus on the structural effort needed to deliver a sustainable
debt path. Yet in practice, the size (and pace) of consolidation over a five-year horizon is often informed
by whether the economy is initially operating below potential, whether monetary policy can offset fiscal
tightening, and whether financial conditions are tightening or easing. When output gaps are negative and
monetary policy space is limited, overly ambitious or front-loaded consolidation may entail significant short-
term costs and may even be self-defeating if it depresses growth and worsens debt dynamics.

Another consideration is external imbalances, notably the currentaccount balance and the netinternational
investment position. Countries running large current account deficits may face external financing vulnera-
bilities, especially in periods of tighter global financial conditions. In these cases, a tighter fiscal stance can
support external adjustment by compressing domestic demand and imports, thereby helping to narrow the
deficit and reduce reliance on external funding. This channel can be particularly relevant for economies with
high external debt, elevated risk premiums, or exposure to sudden stops. Conversely, countries with large
and persistent current account surpluses may face the opposite issue: Domestic demand may be structurally
weak relative to savings, contributing to external imbalances and, in some contexts, generating spillovers to
trading partners. In such cases, a somewhat less restrictive fiscal stance—for example, through higher public
investment or targeted spending—can help strengthen domestic demand and facilitate rebalancing.
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5. Rethinking the Role of Government

Even with structural reforms and sustained fiscal consolidation, some European countries—partic-
ularly those with high debt and large spending pressures—are likely to face residual financing
gaps that cannot be closed through conventional policy tools alone. This chapter explores how
countries can go beyond typical consolidation to realign spending with available resources. Shifting
financing between the public and private sectors—for example, through more targeted benefits,
subsidy changes, SOE restructuring, and user fees—can yield significant savings. Larger adjust-
ments have often been implemented in crisis situations and have encountered strong resistance.
Success requires careful planning, protection for vulnerable groups, robust fiscal institutions, and
clear communication for lasting effect.

The scale of adjustment faced by some countries raises a fundamental question: Are large fiscal adjust-
ments possible without causing destabilizing levels of economic hardship? If so, what makes these very
large consolidations successful? The authorities of countries in such circumstances will have to ask whether
the current scope of government activities and financing arrangements is sustainable. Rethinking the role of
government does not necessarily imply a retreat of the state or a dismantling of the European social model.
Rather, it involves a pragmatic reassessment of which services are best financed publicly, which may be
more efficiently or equitably financed through greater private participation, and how responsibilities can be
reallocated across levels of government. This chapter explores why such questions are becoming unavoid-
able for some countries, how changes to the perimeter of the state may help close residual financing gaps,
and what lessons from past experience suggest about designing these changes in a way that preserves
efficiency, equity, and cohesion.

A. Beyond Reforms and Figure 12. Policy Adjustment in High Adjustment

Traditional Consolidation Needs Countries
(Percentage point of GDP, cumulative 2026-30, simple avg.)

Tough Decisions Ahead for a 8
Quarter of European Countries 7 ~12
For countries that have high levels of debt,
reforms and conventional fiscal consolidation
likely will not be enough to align spending 5
needs with available resources.

4
Focusing on the quarter of countries with 3
the largest adjustment needs, Figure 12

illustrates the challenge. In the absence of 2

structural reforms, adjustment needs would
amount to 8 percent of GDP on average in
these countries (red bar). The key question is 0
how much of this gap can be closed through
reforms and consolidation.

w/ structural reforms Residual measures
Initial adj. needs w/ avg MT consolidation

Source: Authors’ calculations.

Note: Assumes a 90 percent debt anchor and moderate reforms.
Constant country sample: top quarter of countries with the largest
idation episode in Europe has delivered adjustment needs after moderate reforms (top quartile: >5 percent of

a CAPB improvement of 1-1% percentage GDP). MT consolidation= medium term consolidation.

In the past four decades, the median consol-
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points of GDP per year for three years (Box 7). In high-debt countries, even after implementing the
moderate reform package and undertaking a conventional medium-term fiscal consolidation of 3%-4% of
GDP, a residual gap of about 3 percent of GDP would remain on average, shown by the rightmost blue bar.
Meeting the challenge will require going beyond conventional consolidation. Deeper adjustments of the
role of government will be required to realign spending with resources, as is explored in the remainder of
this chapter.

Box 7. Size of Past Fiscal Consolidations in Europe

Reviewing the scale and duration of Europe's past fiscal consolidations highlights what has been
possible, under which circumstances, and over what periods. This history helps set realistic goals for
fiscal policy and informs strategies that balance fiscal stability with economic growth.

Fiscal consolidation episodes are defined as periods where the cyclically adjusted primary balance
(CAPB) rises by at least 0.1 percentage point of potential GDP annually for two consecutive years,
with minor slippages permitted. The study also identifies “sustained” episodes, which satisfy two
additional criteria: (1) average yearly CAPB gains of at least 0.5 percent of GDP; and (2) less than
25 percent deterioration of the CAPB in the year after the end of the episode. These definitions are
based on David and others (2023), which provides further details.

The analysis examines 40 European countries using data for the period 1980-2024 from the January
2026 IMF World Economic Outlook®. The average consolidation episode lasts for three years, during
which the CAPB improves by around 1 percentage point of GDP per year (3 percentage points in
total), with European emerging market economies achieving larger consolidations. The median
“sustained” adjustment is still three years but with an average cumulative consolidation of slightly
more than 4 percent of GDP.

' The sample includes 40 European countries. Albania, Andorra, Moldova, Montenegro, Liechtenstein, and San Marino are
excluded because of limited data coverage.

Perimeter of the State and Social Contract

Closing a gap of this scale will require fiscal adjustments that are not only historically large but sustained,
going well beyond the scope of typical and even most large consolidation episodes. Such large adjust-
ments imply difficult choices over taxes and spending priorities. Across countries, such debates invariably
run up against an implicit or explicit understanding of the perimeter of the state: The set of spending and
tax commitments and social protections that are often treated as politically sacrosanct or "off limits” and can
only be approached and reformed at political cost.

Although the terminology differs across countries, the underlying logic is remarkably similar. In some
systems, the boundaries of the state are framed as historically earned and quasi-inalienable entitlements,
France's acquis sociaux, Italy’s diritti acquisiti, and Spain’s derechos adquiridos. In others, the boundaries are
anchored in legal or constitutional principles, such as Germany's Sozialstaat obligation (in the Basic Law).
Elsewhere, especially in Anglo-Saxon systems, the limits are more informal and political than legal: The UK’s
“red lines” and oft-repeated pledges to protect emblematic programs such as the National Health Service, or
the United States “third rail” of Social Security and Medicare. Nordic countries illustrate yet another variant,
where fewer programs are explicitly untouchable, but universality, fairness, and procedural trust serve as de
facto constraints on adjustment.
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Despite differences, the common theme is that every country operates with a perceived boundary to state
retrenchment, and fiscal consolidations succeed politically not by ignoring these limits but by working
around the social contract. Consolidations that fail to account for these constraints risk social backlash,
reform reversal, or loss of credibility, whereas those that succeed typically do so by rethinking the perimeter.
Understanding the nature of these “off-limits” commitments, and whether they are historical, legal, or mainly
political, is therefore essential for designing feasible and durable fiscal strategies, particularly in environ-
ments where adjustment needs are large and sustained.

More generally, Europe is often discussed as embodying a recognizable social and economic model-one
that combines extensive public provision of goods and services and redistribution—and it is the long-term
sustainability of that model that now comes into focus. There are recurring features across countries,
including relatively large governments, comprehensive welfare programs with extensive social protection
and redistribution, universal health care, and free or very affordable education. These features have played
a critical role in supporting growth, social cohesion, and long-term stability in the post-World War Il period.
However, for countries with very large adjustment needs, this model will come under increasing pressure.
The next section explores how countries have approached such challenges in past very large consolidations
and what this implies for designing feasible strategies to deliver adjustment at the required scale.

B. Identifying and Understanding Very Large Fiscal Consolidations

Considering that conventional fiscal consolidation typically ranges from 3 to 4 percent of GDP and the signif-
icant adjustment requirements faced by some highly indebted nations—often between 6 and 8 percent of
GDP-it is reasonable to question the feasibility of implementing such substantial fiscal adjustments. This
section examines historical precedents for sustained large fiscal consolidations. The first part provides
stylized facts based on statistical analysis. The second partassesses factors contributing to success, including
the role of complementary institutional reforms and strategies employed by governments to garner public
support for these initiatives.

Stylized Facts

The identification of large and sustained fiscal consolidations expands on Box 7's methodology and extends
the sample to include relevant comparator countries for Europe:' (1) A fiscal consolidation is defined as CAPB
improvements of at least 0.1 percentage point of potential GDP per year over two years (225 episodes). (2)
Within this sample, sustained consolidations involve average annual CAPB gains of at least 0.5 percent of
potential GDP with minimal reversal in the following year (89 episodes). (3) The top third of the distribution
is defined as large and sustained, which covers 21 episodes with a more than 6% percentage pointimprove-
ment in the CAPB (Figures 13 and 14). This approach accurately detects many well-known cases of major
fiscal consolidations noted in past research (Blochliger, Song, and Sutherland 2012; Balasundharam and
others 2023)." The rest of the section describes some characteristics of these episodes.

'® The analysis includes all of Europe plus non-European high- and upper-middle-income countries (per World Bank classification)
from 1980 to 2024, excluding the global financial crisis (2009-11) and pandemic (2020-22) periods, when large swings in fiscal
positions reflected the provision and subsequent withdrawal of stimulus measures.

7 For some recognized consolidation episodes, historical cyclically adjusted primary balance data are unavailable (for example,
Canada inthe 1980s). Other cases were dropped from the sample because of the size of the fiscal slippage in specific years during
orimmediately after the consolidation episode fell outside the parameters of the algorithm (for example, Italy in the 1990s). These
canonical examples, and others, are included in the next section on success factors.
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Figure 14. Ranking of “Large and Sustained”
Episodes
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Note: Data labels in the figure use International Organization for Standardization (ISO) country codes. CAPB = cyclically adjusted

primary balance; WEO = World Economic Outlook.

Size and frequency. Large and sustained fiscal consolidations are not common, making up less than 10
percent of total consolidations in the data set (Table 2). Roughly half were in Europe, with the largest being
Sweden'’s post-banking-crisis 12 percentage point improvement in the CAPB ratio between 1994 and 2001.
For the entire sample of 21 episodes, the CAPB improved by an average of 8.2 percentage points over a
five-year period, almost double the size of a typical sustained adjustment.

Table 2. Characteristics of Consolidation Episodes: High and Upper Middle-Income Countries

(1980-2024)"

Share of

Change in
primary
Change | expenditure-
Numberof | in CAPB | to-potential
episodes | ratio GDP ratio
All 225 3.3 -1.7
episodes
Sustained 89 4.6 -2.8
Large and 21 8.2 -5.4
sustained

Sources: WEO and authors’ calculations.

Change
in the
cyclically
adjusted
revenue
ratio?

1.6

1.8

2.8

expen-
diture
adjusted
in CAPB
improve-
ment

52%

61%

66%

Average
Debt-to- real
GDP ratio = GDP
(t-—1) growth
56.1 3.1
67.0 2.6
66.7 2.3

Duration
(years)

3.1

3.5

4.8

Note: Unless otherwise specified, all variables show average cumulative change as a percentage of potential GDP from the start of
the episode (t = 0), until the last year of the episode. CAPB = cyclically adjusted primary balance.

"The analysis includes 40 European countries (as in Box 7), as well as non-European high- and upper-middle-income countries (per

World Bank classification).

2The cyclically adjusted revenue ratio is calculated as the difference between the CAPB ratio (in percent of potential GDP) and the

expenditure ratio (in percent of potential GDP).
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Macroeconomic conditions. The episodes were almost always preceded by a recession in the three years
leading up to the consolidation.’® In the first year of consolidation (year t), half of the countries experienced
a further slowdown in GDP growth, with a quarter in recession. By year t + 1, however, the share of countries
in recession had fallen to 10 percent. Most economies continued to recover over the adjustment period
(Figure 15, panel 1). Inflation tended to be higher before the start of the consolidation, before declining and
stabilizing during the episode. About three-quarters of the countries experienced low inflation (between —1
and 3 percent) over the course of the consolidation episode (Figure 15, panel 2).

Figure 15. Macroeconomic Indicators in Large and Sustained Fiscal Consolidations

1. Real GDP growth 2. CPlinflation
(Percent, median of all large episodes) (Percent, median of all large episodes)
71 25th-75th percentile band 71 25th-75th percentile band
—— Median real GDP growth —— Median inflation
6 6
4
4
2
2
0
-2 O
-3 -2 -1 0 1 2 3 4 -3 -2 -1 0 1 2 3 4
Years relative to start of consolidation (t) Years relative to start of consolidation (t)

Sources: WEQ; and authors’ calculations.
Note: WEO = World Economic Outlook.

Fiscal conditions. Before the start of the consolidation, the debt-to-GDP ratio was rising rapidly for almost
all countries (Figure 16, panel 1). Introduction of consolidation measures reduced the rate of increase, but
the debt-to-GDP ratio continued to grow at first, taking a few years to stabilize or decline. In almost all cases,
the CAPB worsened sharply in the year before consolidation measures were introduced (Figure 16, panel 2).

8 This analysis is based on “ex post” GDP data. Policymakers at the time may not have known that GDP was contracting when the
consolidation episode began, as GDP is often revised over time.
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Figure 16. Fiscal Indicators in Large and Sustained Fiscal Consolidations

1. Debt-to-GDP 2.CAPB
(Percent, median of all large episodes) (Percent of potential GDP, median of all large episodes)
71 25th-75th percentile band 71 25th-75th percentile band
— Median debt-to-GDP —— Median CAPB
100
2
80 0
60 -2
40 -4
-6
20
-3 -2 -1 0 1 2 3 4 -3 -2 -1 0 1 2 3 4
Years relative to start of consolidation (t) Years relative to start of consolidation (t)

Sources: WEQ; and authors’ calculations.
Note: CAPB = cyclically adjusted primary balance; WEO = World Economic Outlook.

Duration and pace. “Large and sustained” consolidations were both longer on average (by more than a
year) than “sustained” consolidations (Figure 17) and tended to be more front-loaded (Figure 18), with a
larger share of the total CAPB improvement occurring in the first half of the episode. Despite introducing
big changes early in the process, countries were able to sustain sizable consolidation efforts over the

entire period.

Figure 17. Duration of Fiscal Consolidations Figure 18. Pace of the Episodes
(Density) (Number of episodes; share of consolidation that
happened in the first half of episode)

I Sustained episodes
Il Large and sustained episodes
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Source: Authors’ calculations.
Note: The histogram is scaled to show density; the area under the distribution equals one.
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Composition. On average, expenditure measures accounted for two-thirds of the CAPB improvement(Table
2)during the episodes—on par with all sustained consolidations, and a higher share than for all consolidations
(about 50 percent)."” Primary expenditure declined by over 5 percent of potential GDP on average, whereas
revenue increased by almost 3 percentage points. In almost all cases, governments reduced public wages
and capital investment, whereas more than half reduced social transfers. Revenue measures also played a
role, with more than half of the countries increasing their value-added tax (VAT) rates and introducing or
expanding other smaller taxes (for example, excises and levies). Personal income tax (PIT) measures also
appear in a meaningful subset of countries.

Figure 19. Composition of Large and Sustained Fiscal Consolidations

1. Expenditure 2. Revenue
(Percent of potential GDP, median of all large (Percent of potential GDP, median of all large
episodes) episodes)
71 25th-75th percentile band 71 25th-75th percentile band
—— Median primary expenditure-to-potential GDP — Median revenue-to-potential GDP
50 50
45 45
40 40
30 30
25 25
-3 -2 -1 0 1 2 3 4 -3 -2 =1 0 1 2 3 4
Years relative to start of consolidation (t) Years relative to start of consolidation (t)

Sources: WEQ; and authors’ calculations.
Note: WEO = World Economic Outlook.

What Made Large Consolidations Successful?

For the analysis, success is defined as a government’s ability to sustain a significant improvement in the
fiscal position—typically several percentage points of GDP over multiple years—that is politically durable,
not subsequently reversed, and achieved without socially destabilizing levels of economic hardship. The
lessons are drawn from the previously identified episodes, expanded with a broader sample of recognized
case studies.?’ A striking feature of these cases is the length of time over which consolidation efforts were
maintained, as well as the persistence of political support for the reforms—contrasting with other, more
short-lived adjustment attempts (see Okwuokei 2014). The remainder of this section explores the key factors
that help explain this durability.?’

' This emphasis on expenditure-based adjustment is supported by earlier cross-country evidence, which finds that consolidations
relying primarily on spending cuts are more likely to be successful and less contractionary than those centered on tax increases
(Alesina and Ardagna 2009).

20 Commonly cited examples include Australia (1983-89), Denmark (1983-86), Finland (1992-98), Ireland (1987-89), ltaly (1992-97),
Japan (1997-99), Netherlands (1982-86), Norway (1992-96), and the United Kingdom (1981-86).

2 Annex Table 5.1 summarizes the main economic and institutional characteristics of selected large consolidation episodes.
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Initial Conditions

In general, large and sustained consolidations were triggered by a forcing event or externally imposed
political constraints. Consolidations were typically introduced in crisis or near-crisis situations triggered
by a combination of rising deficits and debt (for example, Canada 1993-99), banking crises (for example,
Ireland 2012-19 and Slovenia 2014-17), currency crises (for example, Sweden 1994-2001), or from other
external pressures (for example, Malta’s EU convergence criteria, 2004-06). New governments (or existing
governments with fresh mandates) introduced multiyear adjustment plans with clear targets, launched when
the status quo was untenable (Kumar, Leigh, and Plekhanov 2007). External oversight and incentives also
played a role in maintaining broad political backing. Progress toward widely accepted goals—like meeting
EU requirements—helped to sustain support, whereas other countries (for example, Barbados, 2016-19)
were on an IMF program.

Favorable macroeconomic conditions, including economic recovery, often played an important role in
sustaining adjustment efforts. In Canada, Sweden, and Finland, consolidation coincided with economic
recoveries supported by credibility gains, accommodative monetary policy, exchange rate depreciation,
and strong external demand (Alesina and Ardagna 1998; Tsibouris and others 2006; Bléchliger, Song, and
Sutherland 2012; Abbas and others 2013). These recoveries helped to defuse political concerns around
difficult reforms while supporting the narrowing of the deficit. Inflation did not play a significant role in
boosting revenues or eroding debt burdens; instead, consolidation relied on primary surpluses, real growth,
and declining interest rates (see, for example, Perotti 2011). In countries where fiscal measures triggered or
coincided with a severe economic downturn, political resistance intensified, and consolidation efforts were
more likely to stall or reverse (for example, Japan 1997-99).

Design

Beyond short-term controls, successful consolidations implemented lasting expenditure reforms that
affected the size of government and redefined the role of the state. Although early efforts focused on
quick actions—wage restraint, reduced capital spending, subsidy rationalization—long-term success required
governments to pursue broader reforms, such as reevaluating public services and entitlement systems (for
example, pensions). Consolidation often shifted the social contract toward targeted support, stricter eligi-
bility, and stronger work incentives (Tsibouris and others 2006). Examples include Ireland’s post-2009 pay and
welfare reductions, Finland’s 1990s cuts to transfers and benefits, and subsidy reforms aimed at limiting aid to
high-income groups (Bléchliger, Song, and Sutherland 2012). Several countries introduced higher user fees for
public services, and privatized or restructured SOEs and expanded use of public-private partnerships (PPPs).

Tax increases played a secondary but important role (Gupta and others 2003). For example, the composi-
tion of Sweden’s consolidation was roughly three-quarters of expenditure reductions, and a quarter from
new revenue measures (for example, broadening the VAT base, increases in PIT, and higher specific excises).
Similarly, Finland's 1990s adjustment achieved about 85 percent of its deficit improvement through reduc-
tions to the public wage bill, social benefits, and capital spending. At the same time, revenue measures
like higher VAT or income taxes provided a smaller but important contribution. Italy’s 1990s fiscal plan, for
instance, boosted revenues by raising VAT rates and introducing a one-off income surtax while tightening
spending to meet EU budget targets.

Fairness considerations played an important role in sustaining political support and ensuring stability.
Governments frequently emphasized burden sharing, with senior officials and public employees subject to
wage freezes or cuts, as in Canada (1993-99), Ireland (2012-19),%22 and Finland (Tsibouris and others 2006).
Some countries combined consolidation with explicitly pro-poor fiscal policies, protecting or expanding
targeted social spending (Balasundharam and others 2023). Others relied on gradual implementation of

221n 2010, Ireland reduced public-sector pay by 5%-20%, with higher reductions for senior civil servants and politicians.
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complex reforms to enhance perceived fairness. Sweden’s pension reform phased in benefit reductions
and raised retirement ages over time, whereas ltaly adopted incremental pension changes that preserved
accrued rights (OECD 2012).

Supporting Measures

Consolidation efforts were often supported by complementary public financial management reforms. A
defining common element was the strengthening of fiscal institutions, including the adoption of multi-year
expenditure ceilings, medium-term budgetary frameworks, fiscal rules (sometimes constitutional), indepen-
dentfiscal councils, and tighter subnational controls, often aligned with EU fiscal governance frameworks. In
Sweden, Finland, and Canada, strengthened budget frameworks, expenditure controls, and medium-term
planning helped sustain politically difficult adjustments (Tsibouris and others 2006). Independent voices—
such as external experts and international institutions—also reinforced credibility by validating the need for
reform and bolstering market confidence.??

Persuasive communication gave credibility to difficult reforms. Governments crafted narratives centered
on national survival, fairness, future prosperity, and the avoidance of crisis (for example, Ireland, 1987-89).
Consolidation was frequently framed as restoring domestic economic autonomy and credibility (for example,
Ireland, 1987-89), or as necessary to meet externally imposed targets (for example, Greece's convergence
criteria for euro adoption). Messaging relied on clear, simple language and emphasized the urgency of
reform. Governments actively involved key stakeholders—such as trade unions, businesses, and civil society—
to ensure consistent communication across political, civic, and technical channels. After implementation
began, public support was sustained by meeting announced targets and by repeatedly and transparently
communicating these achievements.

C. Rethinking the Role of Government amid Rising Spending Pressures

Drawing on past experience, this section sets out a forward-looking road map for Europe. It focuses both on
the what-the types of policy measures that may be required as fiscal pressures intensify—and the how: the
conditions under which such measures can be implemented and communicated in a socially and politically
sustainable way.

Public and Private Financing Split

Beyond questions of affordability, debates about the perimeter of the state are ultimately about how
spending pressures are financed, rather than whether they should be curtailed. As discussed in Annex 4,
public and private financing represent alternative ways of allocating costs, risks, and incentives, with distinct
implications for efficiency, equity, and political feasibility. In many areas—such as health, education, pensions,
and infrastructure—financing arrangements span a continuum between fully public and fully private models,
with numerous hybrid forms in between. Reconsidering the scope of public services therefore does not
necessarily imply a retreat of the state from service provision, but may involve reassessing the balance
between tax-financed provision and greater cost-sharing, cofinancing, or complementary private schemes.
This perspective helps reframe perimeter debates away from blunt notions of retrenchment toward a more
granular discussion of financing design and burden sharing under rising fiscal pressures. A key caveat is
that the scope for shifting financing to the private sector is not uniform across spending categories. For
items with public good characteristics or strong externalities, private financing may be insufficient—even
with well-designed incentives—so a predominantly public financing role may remain necessary.

2 In Sweden and Finland in the mid-1990s, validation by international institutions and European Union bodies helped depoliticize
consolidation and strengthen confidence during periods of acute fiscal stress.
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The simulations presented in this paper show that Figure 20. Public Financing Share
many European countries will have no choice but  (percent of total; European countries)
to reassess the balance between public and private e OECD average
finance to keep public debt on a sustainable path. e European AE average
Indeed, even with strong reforms and fiscal disci- @ CESEE average

pline, high-debt countries may struggle to keep 100

debt under control unless some of the cost of the

new spending pressures is borne directly by house-

holds and businesses. 9%

In many European countries, the public sector is
currently playing a larger financing role in certain
sectors, such as health care, education, pensions, 80 '
and infrastructure, than is common in other OECD (EL?iﬁSiEmle range
countries (Figure 20). Some large European AEs (for percentile) of public

example, France, Germany) and the Nordic countries financing shares in
Europe

tend to have higher public financing shares for 70
health and education than the OECD average. The Pensions Health Education

public sector also plays a markedly large role in AE's | Sources: OECD; UNESCO; WHO; World Bank; and authors’
calculations.

ension systems (ltaly, Portugal, and Spain).
P y ( y g P ) Note: AE = advanced economy; CESEE = central, eastern, and

. . . south-eastern Europe; OECD = Organisation for Economic
The savings created by rebalancing the public- | co-operation and Development; UNESCO = United Nations

private split are potentially significant, as illustrated Ei:ftitgrga;n?;etg:m and Cultural Organization; WHO = World
by a simple exercise: For countries with public -
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more of health, education, pensions, infrastructure, and climate, aligning with the OECD average could
generate fiscal savings of close to 3 percent of GDP per year for the average European country. This could
help bridge the gap between the large adjustment needs of high-debt countries and the contributions of a

typical fiscal consolidation and a moderate package of reforms.

Options for Deep Tax and Spending Reforms

Incremental adjustments may not be sufficient to address structurally rising spending needs in some
European countries. Deeper reforms, including explicit changes to what the state provides, how benefits
are targeted, and how services are financed, have increasingly featured in policy discussions between the
IMF and country authorities. These reforms, discussed in recent IMF country reports over the past five years,
could play an important role in restoring fiscal sustainability while preserving space for priority spending.
Although these reforms are most relevant for countries with high adjustment needs, they can also be viable
options for countries with more modest ones.

On the expenditure side, some countries may have room for significant retrenchment or restructuring of
public provision. Public wage bills have been identified as a potential area for adjustment in countries such
as Austria and Croatia. In Moldova, Serbia, and Ukraine, loss-making SOEs are identified as a persistent
drain on public resources and a source of fiscal risks, strengthening the case for privatization, restructuring,
or closure. In Belgium, France, and Norway, there is scope to improve targeting and efficiency of social
spending, notably by adjusting social benefits to better align support with need and strengthen work incen-
tives. Substantial scope for cutting broad-based energy subsidies has been highlighted in Germany, the
Slovak Republic, and Tirkiye, where such subsidies have been costly, poorly targeted, and distortionary.
In several countries, shifting part of the cost of publicly provided services to higher-income users—through
higher charges or co-payments—has been discussed to contain spending growth while protecting access
for vulnerable groups, notably in health care in the United Kingdom and the Netherlands, and noncritical
social security services in France.
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Auseful approachto achieve spending reprioritization is to differentiate between basicand premium services
across sectors such as health, education, pensions, and social protection. The package of basic services
could remain publicly funded and free at the point of use; premium services would be financed privately by
individuals, especially those with higher incomes. In this context, systematic expenditure reviews can guide
country-specific strategies by examining the government’s role and the cost-effectiveness of policy inter-
ventions, thereby supporting long-term state reform (Doherty and Sayegh 2022).

In some cases, tax measures may lead to a notable shift in the “socially agreed” scope of the state. In the
Baltic countries, for example, tensions have emerged between maintaining a competitive, low-tax environ-
ment and moving toward a broader provision of public services and a stronger social safety net. Options to
support revenue mobilization should be explored to support rising spending needs. IMF reports have also
recommended moving away from flat PIT rates and introducing a higher marginal rate for high earners in
Bulgaria, Hungary, Romania, and Poland, and a higher corporate income tax rate in Bulgaria.

Minimizing the Risks to Growth and Equity

Well-designed state reforms can support long-term growth and raise living standards by strengthening effi-
ciency, macroeconomic stability, and policy credibility (IMF 2016). Such reforms reduce policy uncertainty
by enhancing the quality and sustainability of public finances—an important prerequisite for private invest-
ment and durable growth. Keeping debt under control is critical to contain the interest bill, creating more
space for public spending on human capital and infrastructure. In selected areas, greater private participa-
tion can also improve the allocation of resources, efficiency, service quality, and innovation, for example,
by drawing on private sector expertise in pension management or infrastructure provision while allowing
public resources to be redirected toward core priorities.

Nonetheless, despite these long-term gains, changes in the perimeter of the state create short-term risks
to growth and social cohesion, particularly when the adjustment is rapid and front-loaded, poorly targeted,
or relies heavily on blunt expenditure cuts. Empirical evidence suggests that fiscal consolidation can weigh
on activity in the short term, especially in weak cyclical conditions, whereas poorly designed measures may
exacerbate inequality by disproportionately affecting lower-income households. Past experiences with
privatization also highlight some risks. Poorly sequenced or weakly regulated privatizations have, in some
cases, led to adverse distributional outcomes, reduced access to essential services, or the emergence of
private monopolies.

These experiences underscore that changes to the government’s role are not a fiscal shortcut: To support
growth and equity, shifts should be embedded in a broad reform strategy, accompanied by strong institu-
tions and safeguards to ensure continued access and affordability for vulnerable groups. This approach can
help overcome opposition to the policy packages required, increasing the likelihood that they are durable
and successful.

= Risks to growth. Large fiscal adjustments are less likely to hurt growth when they rely on measures
that enhance efficiency rather than blunt expenditure cuts, protect high-quality public investment, and
are implemented at a pace that avoids exacerbating cyclical weakness. Reforms that improve spending
quality—such as rationalization of poorly designed subsidies, and strengthened public investment
management—can generate durable fiscal savings while supporting potential growth. The experience
from IMF-supported programs suggests several ways to help make fiscal consolidation more growth-
friendly (Box 8).

= Risks to equity. Adjustments to the role of the public sector inevitably affect access to services, income
distribution, and social cohesion. Thus, it should be implemented in a manner that is fair and takes
account of distributional consequences. For instance, means-testing some benefits and introducing user
charges for those on higher incomes could reallocate some costs to the private sector while ensuring that
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lower-income households continue to access services free at the point of use or are, at least, protected
from large out-of-pocket expenses. Lower public wage growth can be equitable in countries where there
is a substantial public sector wage premium (see, for example, Abdallah, Coady, and Jirasavetakul 2023).
Linking pension parameters to life expectancy helps safeguard system sustainability and strengthens
intergenerational equity by sharing adjustment burdens more evenly (Arbatli and others 2016). On the
revenue side, deep tax reforms can be designed in a progressive way to make the tax system fairer for all.

Together, these principles point to an approach in which fiscal sustainability, growth, and equity are treated
as complementary objectives rather than trade-offs, provided that large adjustments are embedded in a
coherent, well-sequenced policy strategy. In fact, deeper reforms can provide an opportunity to rethink
fiscal systems more holistically, rather than relying on piecemeal consolidation measures. This is particularly
relevant for tax policy, where incremental rate increases or ad hoc measures often prove distortionary and
politically fragile. The IMF's work on medium-term revenue strategies highlights the benefits of compre-
hensive, sequenced reform plans that align revenue mobilization with broader objectives such as growth,
equity, and administrative capacity (Gaspar 2019). By anchoring tax reform in a medium-term framework-
covering base broadening, simplification, improved compliance, and a more progressive tax mix—countries
can raise revenues in a more durable, efficient, and socially acceptable way while reducing uncertainty and
supporting investment and growth.

A similarly holistic approach can be beneficial on the spending side. Rather than across-the-board cuts,
systematic spending reviews can help governments reassess priorities, identify inefficient or low-value
expenditures, and reallocate resources toward high-impact public services (Doherty and Sayegh 2022).
IMF experience shows that well-designed spending reviews can support fiscal adjustment while protecting
growth-enhancing investment and essential social spending, and by making trade-offs explicit, they can
also strengthen transparency and public buy-in. Taken together, medium-term tax strategies and spending
reviews provide a coherent framework for large fiscal adjustments—one that supports sustainability while
improving the efficiency, fairness, and credibility of fiscal policy.

Box 8. Lessons from IMF Programs on Growth-Friendly Fiscal Consolidation

Experience from IMF-supported programs and cross-country evidence points to several principles
that can help limit the short-term costs of fiscal consolidation while supporting medium-term growth:

* Choose the timing of consolidation to minimize short-term growth costs whenever fiscal
policy space allows. Where possible, fiscal consolidation is less damaging to growth when
it occurs under favorable cyclical conditions or when external demand can help offset weaker
domestic demand. Consolidations undertaken during recoveries, or when exchange rate flexibility
and external conditions support exports, tend to be associated with smaller short-term output
losses and better growth outcomes than consolidations undertaken in downturns or under tight
macroeconomic constraints.

= Favor a more gradual pace of adjustment where feasible. Gradual consolidations—spreading
adjustment over time and avoiding very large annual fiscal tightening—are generally associated
with lower short-term output costs and more durable debt stabilization, particularly when financing
constraints are limited. Gradual adjustment allows time to implement higher-quality fiscal measures
and supporting reforms. However, IMF experience also shows that front-loaded consolidation may
be unavoidable in countries facing acute financing pressures, high-risk premiums, or credibility
concerns, where restoring confidence and macroeconomic stability is a prerequisite for growth.
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= Anchor consolidation in high-quality fiscal measures that deliver durable adjustment with
limited distortions. The composition and quality of measures matter as much as the size of adjust-
ment. High-quality fiscal measures are those that deliver durable deficit reduction while improving
efficiency and equity. On the revenue side, broadening tax bases, reducing exemptions, and
strengthening tax administration tend to raise revenues with fewer distortions than increases in
statutory rates. On the expenditure side, improving spending efficiency and targeting is critical.
IMF evidence does not point to a single optimal mix of revenue versus expenditure measures; the
appropriate composition depends on country-specific conditions, institutional capacity, and distri-
butional objectives.

= Preserve and reorient public spending toward activities that support long-term growth.
Safeguarding productive public investment and priority social spending during consolidation
is central to preserving medium-term growth. IMF experience indicates that consolidations that
protect—or reorient spending toward—infrastructure, education, and health tend to be associated
with better post-program growth outcomes, especially when supported by strong public financial
management and project selection. Conversely, sharp cuts to public investment can undermine
growth potential and weaken the durability of consolidation.

= Support consolidation with institutions and complementary policies. Strong fiscal institutions
and credible medium-term fiscal frameworks increase the likelihood that consolidation is sustained
and growth-friendly. Weak implementation capacity or low institutional quality can significantly
reduce the growth benefits of consolidation. IMF-supported programs also highlight the impor-
tance of complementary policies—such as accommodative monetary policy where warranted
under the monetary policy framework, exchange rate flexibility, and structural reforms—to mitigate
short-term costs and strengthen confidence.

Sources: IMF 2016; IEO 2021; Balasundharam and others 2023.

Making Deep State Reforms Socially Acceptable and Sustained

Deep reforms that alter the scope, financing, or delivery of public services are among the most politically
sensitive policy actions governments can undertake. In Europe, where social contracts are deeply embedded
and trust in institutions varies widely across countries, the success of such reforms would depend at least as
much on how they are implemented as on what they entail. Past experience suggests that very large fiscal
consolidations are achievable, but reforms are more likely to be accepted and sustained when governments
adopt a deliberate implementation strategy building on the following policy actions.

A first priority is to anchor reforms in a credible medium-term narrative centered on preservation and
sustainability rather than retrenchment. Successful adjustments are usually presented as necessary
to safeguard the system'’s sustainability and fairness. Governments need to clearly articulate how today’s
reforms are necessary to preserve valued public services and core social commitments, maintain intergen-
erational fairness, and avoid more disruptive adjustment in the future. Explicitly communicating the costs of
inaction—including the risk of declining service quality, loss of policy autonomy, or forced adjustment under
market pressure (Eble and others 2025)—helps reframe reforms as preventive rather than punitive. Using
long-term projections on debt, aging, and spending pressures produced by independent or semi-inde-
pendent institutions can further depoliticize the diagnosis and strengthen public trust by grounding reform
efforts in objective constraints rather than discretionary choices.
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Effective consultation is indispensable throughout the reform process. Early and meaningful engage-
ment with social partners, subnational governments, and civil society is especially important in countries
with strong traditions of social dialogue. Transparency during implementation—through regular progress
reports, monitoring indicators, and ex post evaluations—helps reinforce trust that reforms are delivering
their intended outcomes and that adjustment efforts are being shared fairly.

The sequencing of reforms also plays a critical role in shaping public acceptance and credibility. Successful
strategiestypically combine early, visible actions that signal commitment—such as governance improvements
or efficiency-enhancing measures—with more gradual implementation of reforms that affect entitlements
or access to services. Phasing reforms in over time, particularly when they have significant distributional
effects, allows households and firms to adjust and reduces social resistance. At the same time, excessive
backloading can undermine credibility and increase the risk of reform reversal; durable reforms generally
require an upfront signal of resolve alongside a clearly communicated transition path.

Ensuring that reforms are perceived as fair is essential for their political sustainability. Implementation plans
should explicitly protect vulnerable groups (Eble and others 2025), for example, through targeted compen-
sation, exemptions, or strengthened safety nets. Emphasizing burden sharing across income groups and
generations—by safeguarding minimum benefits while adjusting parameters for higher-income households
or future beneficiaries—can help sustain social cohesion. Accompanying reforms with transparent distribu-
tional analysis and clearly communicating how equity concerns are addressed is particularly important in
countries with high inequality or low trust in public institutions.

Governments can further reduce political resistance by making the strategic use of grandfathering and
differentiation. Applying reforms primarily to new beneficiaries, future cohorts, or newly introduced
services—while preserving accrued rights where feasible—can lower immediate opposition and ease
implementation. Differentiating between basic services that remain universally accessible and premium
services that allow greater cost-sharing or private participation can also help preserve the core of the social
model while containing fiscal pressures. Where possible, parametric adjustments—such as changes to
eligibility, indexation, or co-payments—tend to be more acceptable than abrupt nominal cuts or outright
service withdrawal.

Strong institutions are critical to locking in reforms over time and preventing policy reversals. Embedding
reforms in medium-term fiscal frameworks, multiyear budget plans, or expenditure ceilings can help anchor
annual policy decisions in longer-term objectives. Independent oversight bodies, including fiscal councils
and audit institutions, play an important role in monitoring implementation, assessing compliance, and
maintaining public confidence in the reform process. In decentralized systems, close coordination across
levels of government is essential to ensure consistency in implementation.

Finally, further aligning national reforms with European frameworks and incentives could enhance
their legitimacy and feasibility. As discussed earlier, large fiscal adjustments have at times been facilitated by
external anchors, including the prospect of EU accession. Framing reforms within EU-level commitments—
such as fiscal frameworks or common investment priorities—can provide external validation for difficult
measures. EU disbursements and grants can also be used to strengthen incentives for fiscal reforms. For
instance, under the EU’s Recovery and Resilience Facility, Spain undertook parametric pension reforms in
2021 to access disbursements.

Taken together, these implementation practices can help governments navigate the political economy
constraints surrounding deep state reforms. By anchoring reforms in credible frameworks, protecting
fairness, sequencing carefully, strengthening institutions, and investing in transparent communication,
European countries can increase the likelihood that necessary adjustments are not only adopted but also
sustained over time—preserving both fiscal sustainability and social cohesion.
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6. Conclusion

Europe’s fiscal challenge is not the result of a single shock or policy mistake. Rather, it reflects the
cumulative interaction of long-term forces that are unlikely to reverse: rising age-related spending,
new defense and climate investment needs, higher interest costs, and already elevated public debt
levels in many countries. These pressures are unfolding in a context of modest growth and limited
appetite for higher taxation or large-scale spending retrenchment. Addressing them, therefore,
requires moving beyond short-term fixes or ad hoc adjustments toward a more deliberate, forward-
looking strategy—one that combines reforms, fiscal consolidation, and, where necessary, deeper
choices about the scope and financing of public services. With the cost of delay rising, the benefits
of a strategic approach are increasingly clear.

Europe is entering a period in which fiscal choices will become increasingly constrained, contested, and
consequential. Rising spending pressures from aging, climate transition, defense, and interest costs are
colliding with already elevated debt levels and limited political appetite for higher taxation or large-scale
retrenchment. Left unaddressed, these forces would place public debt on an unsustainable trajectory
and gradually erode the quality and credibility of public services. The analysis in this paper suggests that
continuing to respond to these challenges in a piecemeal or reactive manner-the “muddling through”
approach that many countries have adopted so far—is reaching its limits.

A. Moving beyond “Muddling Through”

The paper’s simulations illustrate that, if long-term spending pressures are left unaddressed, debt dynamics
could be placed on an explosive path in many European countries. The implication is not that incremental
measures are irrelevant, but that tinkering at the margin is likely to be insufficient given the scale of the
necessary adjustment while potentially causing reform fatigue.

A piecemeal approach based on ad hoc fixes and short-term political compromises may delay difficult
decisions, but it also risks compounding fiscal vulnerabilities over time. As spending pressures accumulate,
postponing action tends to narrow future policy options, increase adjustment costs, and heighten the risk of
disorderly correction driven by market pressure.

Moreover, muddling through can produce undesirable distributional outcomes, as fiscal space is increas-
ingly absorbed by age-related spending and interest costs, crowding out resources for growth-enhancing
investment and services that benefit younger generations. Spending could become increasingly skewed
toward particular groups—notably the elderly people—at the expense of others, and services could deterio-
rate under mounting budget pressures.

B. Toward a More Strategic Policy Response

There is no silver bullet for Europe’s fiscal challenge. A multipronged strategy that combines structural
reforms and fiscal policy is essential in most European countries. Although individual measures—such as
mobilizing private finance or joint EU financing—are sometimes presented as game changers, no single
instrument can close the financing gap on its own.
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Structural reforms and fiscal consolidation are therefore complements, not substitutes: Both are typically
required, and both involve politically difficult choices. The greater the progress on reforms, the less onerous
the task of fiscal consolidation is likely to be, but relying on reforms alone would leave fiscal sustainability
risks unaddressed. Reforms take time to pay off and, in most countries, cannot substitute for fiscal adjust-
ment in the near term. Medium-term fiscal consolidation therefore remains unavoidable for a large share of
European countries, even under reasonably ambitious reform assumptions.

The analysis also points toward the growing importance of a broader reassessment of the role of govern-
ment in some countries. Even with reforms and fiscal discipline, a subset of high-debt countries is likely
to face residual financing gaps. Addressing these gaps may require deeper reprioritization decisions,
including reconsideration of how certain services are financed and the appropriate balance between public
and private contributions. This will leave little choice but to adapt socioeconomic models. Spending reviews
can be instrumental to identify space for new policy priorities.

C. Making the Strategy Politically Feasible

Adopting a more strategic approach does not imply ignoring political economy constraints—on the
contrary, it requires confronting them explicitly. The experience reviewed in this paper highlights that large
and sustained policy adjustments are more likely to succeed when they are anchored in credible medi-
um-term frameworks, perceived as fair, and supported by strong institutions. Transparent communication,
careful sequencing, and protection of vulnerable groups are not ancillary considerations; they are central
to implementation.

It will be important to initiate a public discussion about the scale of the problem, the damaging conse-
quences of inaction, and the composition of the proposed policy package, to illustrate how the tough
decisions ahead will pay off and put public finances on a more sustainable footing, with lasting economic
and social benefits for the population. To better inform the public, credible long-term fiscal forecasts and
strategic plans should be produced and published regularly.

Atthe European level, common frameworks and incentives can play a supportive role. EU fiscal governance,
recovery instruments, and common investment priorities can help anchor national strategies and smooth
adjustment costs. At the same time, national ownership remains critical: Durable fiscal strategies ultimately
depend on domestic consensus around the sustainability of the social contract and the trade-offs it entails.
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Annex 1: Conceptual Boundaries among
the Three Pillars of the Policy Package

We recognize that there may be some overlap among the pillars of the policy package considered to meet
the fiscal challenge, and a degree of judgment. A few examples illustrate our approach:

Structural reforms, fiscal consolidation, and changes to the role of government are conceptually distinct
pillars, but in practice, the boundaries between them can be fluid. Starting with the first two, structural
reforms are often distinguished from macroeconomic policy in the literature. Although macroeconomic
policy primarily influences the demand side of the economy, structural reforms target the supply side by
altering the institutional and regulatory frameworks within which businesses and individuals operate. It
is clear that nonfiscal-structural reforms, like product market reforms, differ from fiscal policy. However,
the distinction between fiscal-structural reforms and fiscal consolidation is more subtle. Fiscal consolida-
tion refers to medium-term measures aimed at reducing the fiscal deficit and debt accumulation, whereas
fiscal-structural reforms involve deeper changes to the underlying fiscal framework or institutions to improve
the efficiency, sustainability, and effectiveness of public finances over the long term (for example, changes in
the budget process and tax administration, restructuring of the pension system and social safety nets, and
so on).

The differentiation between pillars 2 and 3 is even less clear cut. In our framework, the concept of “fiscal
consolidation” has a medium-term horizon and entails policy measures that remain within the socially
agreed scope of revenue and expenditure. By comparison, “changes to the role of government” entail more
fundamental measures that (1) involve a shift in the social contract by changing substantially the agreed
perimeter of government activities and services, (2) are more sizable, and (3) have a longer-term horizon for
implementation (possibly beyond five years).

In some cases, the distinction between these pillars depends more on the underlying policy motivation than
on the specific measures employed. For instance, a public employment and compensation reform could be
classified as either pillar 1, 2, or 3 based on its motivation—be it efficiency, flexibility, and competitiveness
considerations under pillar 1, fiscal savings under pillar 2, or a desire to reduce the government's role in the
economy under pillar 3—even if the reforms appear similar.

= Catalyzing the private sector. Although catalyzing the private sector (pillar 1) versus reducing the
perimeter of the state (pillar 3) could be seen as mirror strategies, their motivations are clearly different.
For instance, policy banks primarily focus on mobilizing private finance for projects without the primary
intention of reducing the government’s footprint in the economy or addressing affordability/sustainability
problems. Similarly, industrial policy interventions aim at tackling important economic and social chal-
lenges that private markets cannot address on their own, but the main objective of industrial policy is not
to downsize the public sector. Conversely, radical state reforms (for example, privatization) that reduce the
state's role may create a vacuum and do not necessarily try to incentivize the private sector to fill this gap.
A differentiating factor between these two pillars is the role of “additionality.” For instance, public-private
partnerships, which entail joint ventures between public and private sectors (pillar 3), are not primarily
meant to catalyze private finance; in fact, the additionality criterion is not a requirement for PPPs, whereas
itis for policy bank projects classified under pillar 1.

= Entitlement reforms. As a general rule, reforms of entitlement programs would be classified under pillar
1, except if they shift, on purpose, some of the financing to the private sector. For instance, raising the
retirement age is categorized under pillar 1, whereas establishing a privately funded pension system
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to complement a reduction in public (pay-as-you-go) pensions would fall under pillar 3. Enhancing the
cost-effectiveness of medical treatments and implementing IT reforms would be viewed as fiscal-struc-
tural reforms (pillar 1), whereas promoting out-of-pocket financing for certain health care services could
be classified as pillar 3. Nonetheless, benefit cuts present a gray area: If benefits are reduced to achieve
fiscal sustainability—such as linking pension benefits to contributions to maintain actuarial balance—orasa
way to enhance efficiency (for example, means-testing to improve the targeting of social welfare payments
to the needy), this would align with our definition of the first pillar; but, if benefits are cut or eligibility is
tightened because of governmental affordability problems, it would be considered as a change in the
perimeter of the state (third pillar). This conceptual distinction is challenging to operationalize, as the
criteria for sustainability, affordability, and efficiency often overlap. For instance, means-testing benefits
occupies this gray zone.
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Annex 2: Anchors Used in European
Fiscal Rule Frameworks

This annex reviews country experiences with
y &p Annex Figure 2.1. Debt Rules in Europe
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al-level debt rules. Overall, close to two-thirds of | Note: IMF = International Monetary Fund.
the countries (22 of 37) operate a national-level
debt rule. The design of debt rules varies significantly across countries.

Numerical debt thresholds. Most countries with a national-level debt rule (18 out of 22) define the anchor
around a fixed numerical debt ceiling, typically at or close to 60 percent of GDP (Austria, Bulgaria, Czech
Republic, Latvia, Poland, Romania, and Slovakia). Several frameworks establish early warning thresholds to
create a buffer before the hard limitis reached. Poland and the Czech Republic require corrective action at 55
percent of GDP. The Slovak Republic operates a tiered system of escalating obligations as debt approaches
50 percent. Hungary requires public debt to be reduced until it falls below 50 percent of GDP.

In practice, these debt rules function primarily as legal backstops against sustained fiscal slippage, whereas
day-to-day fiscal policy is guided by complementary expenditure or balance rules. The extent of legal
backing for the rules varies across countries. Poland’s 60 percent debt ceiling is embedded in the consti-
tution, with a minimum annual adjustment of 0.5 percent of GDP when debt exceeds the ceiling (or deficit
exceeds 3 percent of GDP) unless the economy is in recession or the European Council recommends a
smaller adjustment. Sweden, at the other end of the spectrum, specifies a debt anchor at 35 percent of GDP
for Maastricht debt, as a reference point for medium-term strategy and public accountability, rather than as
a binding anchor that triggers automatic correction.

Debt trajectory rules. Under the reformed EU fiscal framework, the Treaty-based 60 percent reference
value for the debt ratio remains a benchmark for identifying elevated risks and the need for adjustment.
The framework, however, is anchored around a debt sustainability assessment rather than mechanical
convergence to a fixed numerical target. At the start of the planning period (currently 2025-28), member
states submit medium-term fiscal-structural plans committing to a net primary expenditure path that places
debt on a downward trajectory (or keeps debt at prudent levels), assessed over a 10-year horizon, after
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an adjustment period of four to seven years. Compliance is then monitored annually based on the single
indicator, net primary expenditure growth. For countries with debt above 60 percent of GDP, the require-
ments are more demanding: Additional safeguards require a minimum annual debt reduction of 0.5-1
percentage point of GDP. Some countries have anchored their national-level debt rule to the EU framework
by requiring compliance with it or by transposing it into domestic law.

Debt trajectory rules are rare at the national level. The United Kingdom operates a forward-looking, trajec-
tory-based national net debt rule. It requires net public sector financial liabilities, in percent of GDP, to be
falling in the final year of the forecast horizon relative to the previous year. Compliance is assessed based
on forecasts; if forecasts show a breach, the government must adjust policy, though there is no automatic
adjustment mechanism. In Finland, the government has set a goal of stabilizing the general government
debt ratio and, over the long term, placing it on a downward path toward the levels observed in other
Nordic countries.

Other anchors. Where a national-level debt rule is absent, debt stabilization often operates as an implicit
background objective—pursued indirectly through constraints on, for example, the structural balance as in
Switzerland and Germany. Norway represents a more fundamental departure: Fiscal policy is anchored not
to debt but to net financial wealth (to preserve national oil wealth over time): The structural nonoil budget
deficit is limited to the expected long-term real return on the sovereign wealth fund’s assets.
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Annex 3: Fiscal Adjustment Formulas

This annex provides technical information about how the long-term debt simulations in this paper are carried
out, including how the effect of reforms is incorporated, and how the required amount of consolidation to
keep debt sustainable is computed.

Formula for the Evolution of the Debt Ratio
The methodology is based on the standard debt accumulation equation of the public sector:
D,=(1+A)D,, - PB,+SFA, (M

where D, is the debt-to-GDP ratio at the end of period t; A, is the interest-growth differential, defined as 1 + A,

1+r
=T+ g, Wherer,is the nominal interest rate on public debt and g, is the nominal growth rate of GDP; PB, is the
t

ratio of the primary balance to GDP; and SFA, are any debt stock-flow adjustments (as a share of GDP), which
encompass changes in public debt not reflected in the primary balance, including net acquisition of financial
assets, valuation and other debt adjustment effects, and statistical discrepancies.?*

Repeated substitution of D, in equation (1) yields the following equation:
D;=0,;Dy=2 ], a;PB +37, a,SFA, (2)

where a,, = (T+AL) T+ (T +A), with a,=1 This equation calculates the debt-to-GDP ratio attime T
as the accumulation of primary surpluses and stock-flow adjustments occurring between timet=0and T. In
this paper, t = 0 corresponds to 2025 and time T corresponds to 2040.

In the context of the paper, it is useful to further decompose the primary balance as:
PB.=SPB—AA +CC,+ 0O, +c, (3)

where SPB is a reference structural primary balance as a share of GDP net of spending pressures, cyclical
components, and one-offs; AA is the increase in spending demands, as a share of GDP, at time t relative to
t = 0; CC, is the cyclical component of the primary balance, as a share of GDP; O, are one-off effects that
account for any discrepancies between the CAPB and the structural balance at time t; and c, is the amount
of fiscal adjustment (if any) undertaken in period t.

Denote by t = t the period before the beginning of any fiscal adjustment, t, the last period of fiscal adjust-
ment, and T a future post-adjustment period at the end of the horizon of interest (defined as the long term).
Moreover, assume O, = 0 and a gradual and constant adjustment in primary balance from t  + 1 until t, in the
amount of ¢, such that PB, = SPB+c(t— t,)—AA + CC fort +1<t<t,andPB, = SPB + c(t, - t,) — AA, + CC,
fort, <t < T Then equation (2) becomes:

Dyle)=o, D, =37, . (SPB + cli-t,) — AA. + CCI.—SFA,,)—ELW o, (SPB +c(t,~t)) = AA + CC~SFA).  (4)
The left-hand side of equation (4) explicitly shows the dependence of D, on the amount of fiscal adjustment
c. The next part of this annex describes how c is calculated in the various cases of adjustment considered in
the paper, which depend on D, the debt anchor described in Section 2.

24 The notation used in this Appendix follows the one used in European Commission (2025a).
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Debt Path under Current Policies, with No Consolidation

The “no adjustment” path for the debt-to-GDP ratio is derived under the assumptions thatc = 0. Namely, debt
grows with rising spending pressures (net of cyclical components and stock-flow adjustments), reaching a
level bT in the long term.

The Reference Debt Path

As discussed in Chapter 2, the reference debt path for Europe is an average of country-specific debt paths,
which differ depending on how a country’s initial and projected debt ratios compare with the common fiscal
anchor of 90 percent of GDP used in this paper.

Low-Debt Countries

Countries are assumed not to consolidate along the reference debt path if their initial debt ratio is below the
90 percentanchor and their debt s projected to remain below 90 percent of GDP in the long term, including
with the effect of spending pressures.

Countries with Debt Breaching 90 Percent of GDP by 2040 (Medium-Debt Countries)

Countries with initial debt below the anchor but with spending pressures that will push their debt above the
anchor in the long term without adjustment (that is, with Dt0 <DandD < 5T) are assumed to carry out fiscal
consolidation such that D, (c) = D. The amount of the required annual consolidation is found by setting D, (c)
=D in the left-hand side of equation (4) and solving for c:

(ato;T—l)Dtn —SPBY.[, aig, + X1y, it (SFAi - Cci) + (Dtn - 1_7) + i, i A A 5)
CcC = .
Z?:zﬁl agr (1 - tO) + (tl - tO) Zz ti+1 XGT

The amount ¢ solved with this formula is akin to the ST indicator of long-term sustainability calculated by
the European Commission in its debt sustainability reports (see, for example, European Commission 2025a).
Note how the level of adjustment depends on the initial budgetary position (the first three terms in the
formula), the distance between the initial level of debt and the anchor (second-to-last term), and the accu-
mulating future spending pressures (last term).

High-Debt Countries

Countries with high initial debt-to-GDP ratios (that is, DtO > D) are assumed to carry out an amount of annual
fiscal consolidation between t; + 1 and t, that puts debt on a monotonically downward path fromt, + 1 to T.°
Specifically, the amount of consolidation c solves:

D, (c)=sD(c)foralli=t, t +1,..,T.

I+

There is no requirement for the consolidation to yield D, = D. Namely, a country can end up with debt in the
long term above the anchor, as long as debt has been put on a monotonically downward path by the end of
the adjustment period. However, the adjustment required is capped at the amount that brings debt to the
level of the debt anchor in the long term—no country is expected to carry out an adjustment that reduces
debt below D (90 percent of GDP, in this paper) in the long term.

The solution to the problem just described is found by calculating the ¢, that sets D, (c) = D, (c) forall i = t,,
t, +1,....T, and then taking the minimum among them and the ¢ that solves D, (c) = D.

% To be precise, a high-debt country is defined asone with D, < D and D >D. Given the general trend of rising spending pressures,
typically D, > D , and therefore the second inequality in the definition of a high-debt country is implied by the first one.
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Other Assumptions for the Long-Term Debt Simulations

Time horizon. As explained in Chapter 2, the implementation of fiscal consolidation formulas is carried out
with is defined at yearly frequency. The starting period for the exercise is t,= 2025, fiscal consolidations are
carried out betweent, + 1 = 2026 and t, = 2030, and the end period is T = 2040.

Fiscal variables. As discussed in Chapter 2 and Box 3, the size of spending pressures in health, pensions,
and energy (climate) are taken from Eble and others (2025), with defense spending incremented by the latest
commitments. The cyclical component of the primary balance is calculated from World Economic Outlook
projections until 2030 and set to zero thereafter. Stock-flow adjustments are kept constant and equal to their
country-specific average value observed between 2001 and 2024. The reference primary balance is set at
the average value of the CAPB observed in each country between 2023 and 2025.

Macroeconomic variables. These are based on the October 2025 vintage of the IMF World Economic
Outlook database, which, together with historical data, contains forecasts of countries’ main macroeco-
nomic variables up to the year 2030. In particular, the nominal growth rate of GDP and the nominal interest
rate (calculated as the implicit interest rate on public debt) needed to calculate A, are taken from the World
Economic Outlook until 2030. The nominal growth rate is then assumed to remain constant thereafter. The
nominal interest rate between 2031 and 2035 is set to converge to the market rates observed in 2023-25,2¢
under the assumption that as old debt issued at lower interest rates matures, it will be rolled over at the
currently higher rates (which are assumed to remain constant in the upcoming years).

Reforms. Chapter 3 set out the set of growth-enhancing and fiscal reforms incorporated in some of the
long-term debt simulations (Box 5). The growth-enhancing reforms affect the evolution of debt by directly
improving the interest rate-growth differential and reducing the deficit. For the latter, the assumption is
that a 1 percentage point increase in GDP reduces the primary deficit ratio by around 0.17 percentage
point, based on findings in past literature (Heimberger 2023). This implies that half of the additional revenue
generated from higher economic growth is spent, and half is saved (Heimberger 2023). Fiscal reforms also
reduce the deficit by lowering expenditure.

Alternative Ways to Compute Fiscal Consolidation Needs
We consider two alternative approaches to calculate the adjustment needs.

The first is the ST-type indicator used in the European Commission Debt Sustainability Reports. It assumes
that countries consolidate by the amount needed for debt to exactly reach the anchor at time T. No adjust-
ment is assumed for countries for which c in equation (5) is negative.

A second alternative method, in the spirit of the UK fiscal framework, is to compute the consolidation
required between t, + 1 and t, to stabilize the debt-to-GDP ratio at time t,, without any requirement after t,.
The amount of adjustment is the value of ¢ that solves Dr1_1 (c) = Dt1 (c). Again, no adjustment is assumed for
countries for which c is negative.

26 These market rates are yields on 10-year government securities, as reported by the London Stock Exchange Group and sourced
from EUROPACE AG/Haver Analytics .
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Annex 4: The Economics of Public versus
Private Financing

Although the size of the public sector varies according to national preferences, it carries significant economic
implications. This annex focuses specifically on the key question of who—public or private sectors—should
bear the costs associated with rising spending pressures. Unlike most studies that emphasize private sector
participation in service delivery, this discussion centers on the financing of goods and services. Given
countries’ limited fiscal space, it is essential to consider whether there is scope to increase the share of
private financing in some areas.

There are multiple ways to mobilize private financing for the spending pressures identified at the beginning
of the paper. Examples include: (1) the private sector filling the gap when the public sector reduces or
freezes spending because of affordability constraints—such as second-pillar pensions complementing
strained pay-as-you-go systems; (2) the public sector introducing user fees for specific services like certain
medical treatments; (3) more targeted social transfers focused on vulnerable groups, with other groups
bearing higher costs or receiving fewer benefits; (4) private sector provision of services funded directly by
households or businesses, such as private education or toll roads; and (5) individuals or businesses opting to
pay for privately produced goods or services, provided costs remain reasonable compared with alternatives
(for example, electric vehicles versus gasoline cars) or paying a premium for higher-quality private services,
such as in health care and education.

Financing arrangements can be viewed along a continuum ranging from fully public to fully private. This
spectrum is not binary but includes various hybrid forms, such as cofinancing structures like PPPs. Between
fully public and fully private projects, numerous intermediate models exist that involve the private sector to
varying degrees through increased delegation of responsibility and risk. The extent and nature of private
financing can differ widely depending on the expenditure type. For example, defense spending typically
remains fully publicly financed because of its characteristics, whereas private financing is more feasible for
areas like tertiary education or premium medical treatments. Each type of expenditure can be positioned
along this continuum according to its “natural habitat.”

Several criteria can help define the optimal split between private and public financing by considering effi-
ciency, equity, and feasibility:

= Public good and externality content (market failure test). A stronger case for public financing exists
when the service has important public good characteristics (nonrival and nonexcludable) or generates
large positive externalities that private decisions would underprovide—such as basic public health
functions, core education, or defense. In these cases, reliance on private financing can lead to underin-
vestment from a social perspective.

= Value for money for the public sector. The primary consideration is “value for money"-a concept orig-
inating in PPPs but relevant more broadly. The idea is that cofinancing with the private sector should
cost the government less than full public financing. This is a higher bar than one might expect, as some
arrangements with higher private financing may ultimately be more expensive to the public sector
because of factors like contingent liabilities or classification issues in PPPs (Hemming and others 2006;
Irwin, Mazraani, and Saxena 2018).

= Adequate returns for the private sector. A condition for private sector involvement is that adequate
private returns can be generated and retained. Individuals and businesses are more willing to pay
when they receive clear benefits in return, such as improved education or pensions. Conversely, for
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nonexcludable and nonrivalrous public goods (for example, defense), credible private financing models
are difficult to establish. For example, tertiary education is often financed privately because the returns—
measured by future salaries—are high enough to justify student loans that can be repaid. Moreover,
private financing must not only be advantageous on a cost-benefit basis but also competitive relative to
public financing alternatives since full public financing also entails returns and tax costs for the private
sector. Thus, the split between public and private financing arrangements should weigh both options.
For instance, wealthy individuals may prefer to pay out-of-pocket for perceived higher-quality services
compared with perceived low-quality services paid through taxation.

= Adequacy of spending. "Spending adequacy” refers to whether public expenditure sufficiently provides
essential quality services aligned with social policy goals. According to this criterion, the optimal financing
split may rely on the differentiation between basic and premium services across sectors like health,
education, pensions, and social protection. Basic services—such as primary and secondary education or
minimum public pensions—should remain publicly funded and free at the point of use, whereas premium
services could be privately financed, especially by higher-income individuals.

= Equity considerations. Shifts in public sector roles affect access, income distribution, and social
cohesion and must be implemented fairly, with attention to distributional effects. For instance, means-
testing benefits and charging user fees to higher-income groups can shift some costs to the private sector
while protecting lower-income households from large out-of-pocket expenses. Similarly, progressive tax
reforms can enhance fairness broadly.

= Demand control. Increasing the share of private financing can help control demand. Co-payments in
health care, for example, are often introduced not chiefly to reduce public costs—since copays cover only
part of expenses—but to discourage excessive or unnecessary use of services. By sharing costs, co-pay-
ments mitigate moral hazard and encourage more prudent use, easing fiscal pressures by limiting service
volume (Soto and others 2023).

= Technical feasibility. Adequate infrastructure and markets must exist for private financing systems
to be viable. Establishing second-pillar pensions or a credit market for tertiary education are instruc-
tive examples.

= Political acceptability and social preferences toward risk sharing. This is a crucial factor shaped by
social contracts and national norms. Preferences between mutualization (tax-financed) and privatiza-
tion (out-of-pocket) reflect deeper views on the state’s role and individuals’ risk tolerance. A shift toward
private financing typically increases the share of risk borne by households. These preferences influence
the weight assigned to all the previous criteria, such as equity and efficiency. Consequently, shifting the
financing balance can be challenging and contentious, even when economically justified.

A caveat is that the economic criteria set out above are not equally applicable across all spending cate-
gories, and their relevance is inherently sector-specific. Furthermore, moving financing off-budget does
not mechanically reduce the fiscal burden: If private arrangements are poorly designed, they can generate
new direct public outlays (through subsidies or compensation programs) or create sizable contingent
liabilities (through guarantees, revenue backstops, or contract renegotiations), shifting financing risk to
the state rather than sustainably reducing it. For example, in health care, allowing complementary private
financing for “premium” services may increase total costs when it induces additional utilization, and there is
a public subsidy.
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