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Executive Summary 
In the first of a series of two reports on government debt in advanced economies, we discussed 
debt sustainability prospects for some of the world’s largest non-Eurozone economies. In this 
report, we turn to a discussion of the major Eurozone economies and their prospects for debt 
sustainability. Concerns about sovereign debt among European countries have waxed and waned 
for nearly six years. The third bailout package that was cobbled together for Greece last summer 
has put those concerns on the backburner, at least for now. But how sustainable are the sovereign 
debt dynamics of some Eurozone economies really?  

Among the six economies we analyze, Germany is alone in terms of debt sustainability under most 
“realistic” scenarios. On the other hand, Greece appears in a league of its own in terms of debt 
(un)sustainability. France, Italy, Portugal and Spain could stabilize their government debt-to-
GDP ratios, but only if nominal GDP growth rates remain solid, borrowing costs remain low and 
governments stay committed to fiscal discipline. There is not much room for error, however. Most 
combinations of fiscal slippage, rising borrowing costs and economic deceleration would cause 
debt ratios to rise further. In order to achieve stronger rates of economic growth on a sustained 
basis, which would help to reduce debt ratios over the long run, these countries may need to 
embrace politically difficult structural economic reforms.  

At present, all is quiet on the European sovereign debt front. However, concerns about debt 
sustainability could resurface at some point if economic growth in some European countries stalls 
and/or governments become more profligate. 

Analyzing a Range of Realistic Scenarios 
As we discussed in our first report on government debt in advanced economies, debt 
sustainability, or stability in a country’s debt-to-GDP ratio, depends on four factors: the debt-to-
GDP ratio at present, the government’s primary fiscal surplus or deficit (i.e., the fiscal position net 
of interest payments), the nominal GDP growth rate and the rate of interest the government 
needs to pay on its debt.1  

In order to analyze a range of “realistic” possibilities for the future path of a country’s debt-to-
GDP ratio, we consider a “worst case” and a “best case” scenario for each country, which set the 
upper and lower bounds on our range, respectively. The “worst case” involves the lowest nominal 
GDP growth rate, the highest interest rate and the largest primary deficit (or lowest surplus) the 
country has experienced in the last 5 years. On the other hand, the “best case” involves the highest 
nominal GDP growth rate, the lowest interest rate and the smallest primary deficit (or largest 
surplus) over the same time period.  

We also determine how the debt-to-GDP path in a specific economy will evolve if that country’s 
current nominal GDP growth rate, interest rate and primary budget balance remain fixed at 
current levels for the next 14 years. We refer to this scenario as the “current” scenario. Finally, we 

                                                             
1 See “Which Countries Have Government Debt ‘Issues’?” (March 1, 2016). This report, which is posted 
on our website, is also available upon request.  
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consider a “normal” scenario in which nominal GDP growth and the government’s borrowing cost 
both revert to their highest rates in the past 5 years, but the primary balance remains fixed at its 
current level. This scenario will give us a sense of how much fiscal adjustment, if any, is needed to 
bring about debt sustainability.   

The AAA Credit Rating of Germany Is Well Deserved 
German government debt as a percent of GDP is nearly 70 percent at present, which is above the 
60 percent ratio that framers of the euro area set as the ceiling for a country to be included in 
European Monetary Union. That said, under many scenarios, the debt-to-GDP ratio of the 
German government should trend lower in coming years (Figure 1).  

Fiscal rectitude is the hallmark of the German government, and the black ink in its primary 
budget balance stood at 1.7 percent of GDP in 2015 (Figure 2). Nominal GDP grew nearly 
4 percent last year, and the borrowing costs of the German government are very low at present 
(yields on German government bonds out to tenors of about eight years have slipped into negative 
territory). If the current constellation of nominal GDP growth, borrowing costs and primary 
budget surplus is maintained for the next 14 years, then the debt-to-GDP ratio would recede to 
less than 20 percent in 2030. Even if nominal GDP grows less than 4 percent in coming years and 
borrowing costs rise, which both seem likely, the German government should have little difficulty 
stabilizing its debt-to-GDP ratio, provided that it does not completely change policy by incurring 
gaping fiscal deficits.  

Figure 1 

 

 

Figure 2 

 

Source: International Monetary Fund, Bloomberg LP and Wells Fargo Securities, LLC  

Italy: Stronger Economic Growth Would Improve Its Debt Outlook 
At roughly 130 percent, Italy has the highest government debt-to-GDP ratio, next to Greece, 
among Eurozone economies. That said, the ratio should follow a downward trend in coming 
decades if the current configuration of nominal GDP growth, borrowing costs and primary budget 
surpluses continue to hold (Figure 3). Yes, the current nominal growth rate of 1.2 percent is 
sluggish. But borrowing costs are low as well (the weighted-average yield on Italian government 
bonds is only 0.75 percent at present). Moreover, the Italian government has been incurring 
primary budget surpluses for years. If it continues to run relatively austere budgets, then the 
Italian government should be able to stabilize its debt-to-GDP ratio.  

Due to its large government debt of €2.2 trillion, however, the government’s debt-to-GDP ratio 
could easily trend higher if borrowing costs should rise while nominal GDP growth remains 
relatively sluggish. As shown by the line labeled “normal” in Figure 3, the ratio would rise to more 
than 150 percent in 2030 if the average borrowing cost backed up to 4 percent while nominal 
GDP growth rose only to 2.1 percent, the country’s strongest rate in the past five years.  

This example highlights the necessity for Italy to achieve stronger rates of economic growth on a 
sustained basis if it wants to ensure that its debt-to-GDP ratio will indeed trend lower in coming 
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Germany Gov't Debt Sustainability Scenarios
Debt-to-GDP w/ Range of Borrowing Costs, Primary Bal. & Nom. GDP Growth

Range

Current

'Normal' Worst 

Case

Best 

Case Current "Norm al"

Prim ary  

Balance
-1 .9% 2.0% 1.7 % 1.7 %

Borrowing 

Cost
3.00% 0.00% 0.00% 3.00%

Growth 1 .9% 4.9% 3.9% 4.9%

Germany Debt Sustainability Parameters
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years. As discussed earlier, Italy, like many other economies in the region, will likely not be able to 
rely on accommodative monetary policy or deficit spending to support stronger rates of economic 
growth. Although the government has implemented some modest structural reforms in recent 
years, further reforms, especially those that would liberalize Italy’s rigid labor market, clearly 
could be considered. 

Figure 3 

 

 

Figure 4 

 

Source: International Monetary Fund, Bloomberg LP and Wells Fargo Securities, LLC  

Could France Become a “Peripheral” Country? 
Under most of the scenarios we consider, the government debt-to-GDP ratio of France will trend 
higher over the next decade or so. Although the French government has reduced its primary 
deficit in recent years, the red ink still amounts to 1.8 percent of GDP. If the French government 
were to maintain the primary deficit at its 2015 ratio, then its debt-to-GDP ratio would remain 
essentially unchanged through 2030 provided that nominal GDP continued to grow at its current 
rate of roughly 2 percent per year while borrowing costs remain very low (Figure 5). The good 
news is that the ratio does not get any worse under this “current” scenario. The bad news is that 
there is little improvement from the current ratio of nearly 100 percent. 

Figure 5 

 

 

Figure 6 

 

Source: International Monetary Fund, Bloomberg LP and Wells Fargo Securities, LLC  

Even if nominal GDP growth rises above 2 percent per annum in coming years, the debt-to-GDP 
ratio would trend higher if, as seems likely, borrowing costs rise from their current all-time lows 
(see line entitled “normal” in Figure 5). Therefore, the French government may need to engineer 
stronger economic growth via structural economic reforms and/or reduce its primary budget 
deficit if it hopes to achieve debt sustainability in the long run. Although attention focused on so-
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Debt-to-GDP w/ Range of Borrowing Costs, Primary Bal. & Nom. GDP Growth

Range

Current

'Normal' Worst 

Case

Best 

Case Current "Norm al"

Prim ary  

Balance
-0.2% 1.9% 1.3% 1.3%

Borrowing 

Cost
4.00% 0.7 5% 0.7 5% 4.00%

Growth 0.0% 2.1% 1.2% 2.1%

Italy Debt Sustainability Parameters
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Debt-to-GDP w/ Range of Borrowing Costs, Primary Bal. & Nom. GDP Growth

Range

Current

'Normal' Worst 

Case

Best 

Case Current "Norm al"

Prim ary  

Balance
-4.5% -1.8% -1.8% -1.8%

Borrowing 

Cost
3.00% 0.00% 0.00% 3.00%

Growth 0.8% 3.1% 2.1% 3.1%

France Debt Sustainability Parameters
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called “peripheral” European countries during the European sovereign debt crisis a few years ago, 
France could eventually enter the market cross hairs as well if its debt-to-GDP ratio, which has 
risen from about 65 percent in 2007 to nearly 100 percent today, continues to trend higher. 

Spain: Fiscal Restraint May Threaten Strong GDP Growth 
Spain endured a painful downturn in the aftermath of the global financial crisis and it 
subsequently relapsed into recession during the sovereign debt crisis a few years ago. However, 
the Spanish economy has rebounded over the past few years, and the 3.7 percent growth rate in 
nominal GDP that Spain registered in 2015 places it among the fastest growing economies in the 
Eurozone at present. That said, the projected debt dynamics of the Spanish government do not 
appear to be particularly favorable. Even if the country continues to enjoy solid nominal GDP 
growth and low borrowing costs for the next 14 years, the debt-to-GDP ratio would remain more 
or less unchanged over that period (see line labeled “current” in Figure 7). Indeed, the parameters 
of the “current” scenario are identical to the “best case” scenario (Figure 8). Under most 
configurations of nominal GDP growth, borrowing costs and primary budget balance that are 
shown in the shaded area of Figure 7, the debt-to-GDP ratio of the Spanish government rises. 

Figure 7 

 

 

Figure 8 

 

Source: International Monetary Fund, Bloomberg LP and Wells Fargo Securities, LLC  

Not only is Spain currently enjoying its strongest rate of nominal GDP growth and its lowest 
primary deficit in the past five years, but it is also borrowing at record low rates. As shown by the 
“normal” scenario, an environment of rising borrowing costs would cause the government’s debt-
to-GDP ratio to trend higher. In order to keep its debt-to-GDP ratio from rising, the Spanish 
government would need to tighten the fiscal reins and/or engineer stronger nominal GDP growth. 
As pointed out previously, however, fiscal restraint often leads to slower economic growth, at least 
in the near term. Therefore, Spain, like some other countries considered in this report, may need 
to undertake further structural reforms in a bid to raise its long-run rate of economic growth. 

Portugal’s Outlook Closely Resembles Spain’s 
Like its Iberian neighbor, the debt dynamics of Portugal do not look promising. Under the 
“current” scenario, in which nominal GDP in Portugal continues to grow at its strongest rate in 
5 years, borrowing costs remain near all-time lows and the government continues to run a 
primary surplus of 1.7 percent of GDP, the government’s debt-to-GDP ratio would slowly trend 
lower but it would still exceed 100 percent in 2030 (Figure 9).  

Even if nominal GDP growth remains at a 5-year high and the government continues to 
demonstrate admirable fiscal discipline by running sustained primary deficits, the debt ratio 
would rise toward 200 percent if borrowing costs were to rise toward their “normal” level of 
6 percent. Moreover, combinations of rising borrowing costs, fiscal slippage and economic 
deceleration would cause the debt-to-GDP ratio to trend even higher. Like France, Italy and 
Spain, Portugal is in need of structural economic reform to lift its nominal GDP growth rate if it 
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Spain Gov't Debt Sustainability Scenarios
Debt-to-GDP w/ Range of Borrowing Costs, Primary Bal. & Nom. GDP Growth

Range

Current

'Normal' Worst 

Case

Best 

Case Current "Norm al"

Prim ary  

Balance
-7 .9% -1.8% -1.8% -1.8%

Borrowing 

Cost
4.00% 1.00% 1.00% 4.00%

Growth 0.0% 3.7 % 3.7 % 3.7 %

Spain Debt Sustainability Parameters

The projected 
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government are 
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wants to ensure that its government debt-to-GDP ratio follows a downward trend in coming 
years. 

Figure 9 

 

 

Figure 10 

 

Source: International Monetary Fund, Bloomberg LP and Wells Fargo Securities, LLC  

Greece: Is a Haircut Only a Matter of Time? 
Greece is in a league of its own when it comes to debt (un)sustainability. For starters, the 
government’s debt-to-GDP ratio at present is nearly 200 percent, second only to Japan among 
advanced economies (Figure 11). But what really sets the country apart is its debt dynamics. In a 
“truly worst case” scenario, in which nominal GDP growth, borrowing costs and the primary 
deficit revert to their values witnessed during the height of the European sovereign debt crisis a 
few years ago, the debt-to-GDP ratio of the Hellenic government would approach 1000 percent by 
the end of the decade. Obviously, this scenario is not really “realistic”—it certainly is not 
sustainable—and we do not even bother to show it in Figure 11. 

Even under less dire circumstances, in which nominal GDP contracts 3 percent per annum, as it 
did in 2015, borrowing costs spike and remain at 15 percent, as they did when “Grexit” nearly 
occurred last summer, and the government continues to incur a primary deficit equivalent to 
0.5 percent of GDP, the debt ratio would exceed 400 percent in five years before exploding 
further in the next decade. This scenario is shown as our “worst case” scenario in Figures 11 & 12. 

Figure 11 

 

 

Figure 12 

 

Source: International Monetary Fund, Bloomberg LP and Wells Fargo Securities, LLC  
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Range

Current

'Normal' Worst 

Case

Best 

Case Current "Norm al"

Prim ary  

Balance
-9.1% 1.7 % 1.7 % 1.7 %

Borrowing 

Cost
6.00% 1.7 5% 2.7 5% 6.00%

Growth 0.0% 2.6% 2.6% 2.6%

Portugal Debt Sustainability Parameters
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Range

Current

Normal Worst 

Case

Best 

Case Current "Norm al"

Prim ary  

Balance
-0.5% 3.5% -0.5% -0.5%

Borrowing 

Cost
15.00% 0.00% 0.00% 5.7 5%

Growth -3.0% 4.0% 0.0% 4.0%

Greece Debt Sustainability Parameters
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Greece is currently operating under the terms of its third bailout package in which the country’s 
borrowing costs are essentially zero.2 If the county can continue to borrow at essentially zero 
interest rates indefinitely, if it can grow 4 percent in nominal terms, as the IMF forecasts for 
2018-2020, and if the government can ratchet up its primary surplus to 3.5 percent of GDP, then 
the debt ratio would trend lower but it would not fall below 100 percent until the middle of the 
next decade. This optimistic set of assumptions comprises our “best case” scenario.  

Currently, nominal GDP is roughly flat, borrowing costs are zero (as noted above), and the 
government’s primary deficit is equivalent to 0.5 percent of GDP. If these variables remain 
unchanged for the next 14 years (our “current” scenario), then the government’s debt-to-GDP 
ratio would remain essentially unchanged near 200 percent through the end of the next decade. 
In our view, it does not seem likely that private-sector creditors would line up to lend to the 
Hellenic Republic under this scenario.   

Greece, like many of its European neighbors, needs some combination of low borrowing costs, 
fiscal consolidation and stronger economic growth to help bring down its government debt-to-
GDP ratio. But, as we have pointed out previously, fiscal consolidation usually leads to slower 
economic growth, at least in the near term, as taxes are hiked and/or as government spending is 
slashed. A program of politically painful structural economic reforms could potentially deliver 
stronger economic growth on a sustained basis, but the current government has not been inclined 
to aggressively pursue that option. As noted above, private-sector creditors are unlikely to lend to 
Greece if the government’s debt-to-GDP ratio remains elevated. Therefore, a fourth bailout 
package for the Hellenic Republic may eventually be needed or the country’s creditors, largely the 
IMF and European public institutions, may need to accept a haircut on the nominal value of the 
loans they have extended to the Greek government.3  

Conclusion 
Financial markets have generally turned their attention to other issues since the last iteration of 
the European sovereign debt crisis, but long-term government debt sustainability remains an 
issue for some individual countries in the Eurozone. Among the six economies considered in this 
report, Germany is the only country in which debt sustainability can be achieved under most 
“realistic” scenarios, in our view. France, Italy, Portugal and Spain could all achieve debt 
sustainability if governments remain committed to fiscal discipline, borrowing costs remain low 
and economic growth stays solid. Greece is in a league of its own. Realistically, we believe the only 
way that Greece will be able to stabilize its debt-to-GDP ratio is if its creditors, which are 
essentially the IMF and European public institutions, continue to keep the country afloat via 
interest-free loans. 

If governments in France, Italy, Portugal and Spain want to ensure debt sustainability, then they 
would need to remain committed to fiscal discipline. In some cases, they probably need to tighten 
the fiscal screws further. However, fiscal consolidation often leads to slower economic growth, at 
least in the near term, which makes it more difficult to achieve debt sustainability. A way around 
this dilemma is to enact structural economic reforms to achieve stronger rates of long-run 
economic growth. Unfortunately, structural reform is often politically difficult to achieve.  

At present, all is quiet on the European sovereign debt front. However, concerns about debt 
sustainability could resurface at some point if economic growth in some European countries stalls 
and/or governments become more profligate.  

 

                                                             
2 The European Financial Stability Fund, which accounts for about €150 billion of Greece’s outstanding 
loans, agreed to a 10-year moratorium on interest payments in 2012. On most of Greece’s other loans, 
including those received in its most recent bailout, the country is paying EURIBOR plus a spread of 
either 10 or 50 bps, which, at current levels of EURIBOR, roughly equates to a zero interest rate. 
3 See “’Long Road Ahead for Greece’ Has Become Longer” (February 26, 2015) and “Yet Another Act to 
the Greek Drama” (July 13, 2015). Both reports are available upon request. 
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