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Fiscal policy tailwind not
sufficiently exploited

Katharina Uterméhl Thanks to favorable macroeconomic conditions, the
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Government debt in the eurozone is still well above pre-crisis
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decline from the debt mountain has only just begun. Our
calculations show that even under favorable conditions the
former EMU crisis countries will probably still not meet the
Maastricht debt criterion in 15 years' time. Adherence to a
consolidation-oriented fiscal policy is essential to make the
eurozone weatherproof for future crises. Regaining fiscal
leeway is necessary to stabilize the economy during a
downturn. This is also the only way to relieve the ECB, whose
monetary policy ammunition looks increasingly exhausted.

The development of government debt in the eurozone is broadly in the right
direction. In 2017, the government budget deficit stood at 0.9% of economic
output — its lowest level since 2007. Looked at by country, the trend in public
finances still varies widely, although the gap is now smaller than it was just a
few years ago. In 2018, all member states are on course to meet the 3% deficit
criterion for the first time since the start of monetary union.
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Tailwind from economic recovery and low interest rates

However, the declining public deficit cannot be attributed to a stringent
consolidation policy - in fact, government spending has risen steadily since
2007 - but above all to the positive economic development in the eurozone. In
2018 GDP looks set to grow above the potential rate for the fourth consecutive
year. Another key driver of the declining budget deficit is the European Central
Bank’s ultra-loose monetary policy. Since the ECB announced that, within its
mandate, it would do whatever it takes to save the euro, the overall interest
burden in the eurozone has fallen sharply - from 3% in 2012 to 2% in 2017.

Reduction in the debt mountain has only just begun

Despite the headway made in reining in public-sector deficits in the eurozone,
the reduction in the debt mountains has barely begun. Although the
government debt ratio fell for the third year running in 2017, the debt burden
at around 87% of GDP is still almost 20 percentage points higher than it was
before the crisis. In 2017 only seven eurozone countries met the 60%-
Maastricht debt criterion. In four member states, by contrast, the government
debt ratio is still above 100%, in some cases significantly.

Projections for the development of public debt in selected
eurozone countries
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Fiscal headwinds will increase

You have to fix the roof when the sun is shining. The clean-up work in the
eurozone is far from complete in view of the lingering public debt mountains.
This is partly due to the fact that fiscal policy tailwinds have not been
sufficiently exploited. Going forward, without more fiscal discipline
consolidation progress will slow down, as the golden times for fiscal policy are
slowly coming to an end: the upswing in the eurozone is showing first signs of
old age and interest rates are likely to rise again — albeit gradually — starting in
autumn 2019.

Our calculations for the development in government debt in the eurozone Big
Three (Germany, France and Italy), and in the four former crisis countries
(Spain, Portugal, Ireland and Greece) show that a sustained reduction in the
respective debt mountains is likely to be slow and drawn-out even under good
conditions. Over the next 15 years among these countries only Germany and
Ireland will manage to meet the 60% debt criterion of the Stability and Growth
Pact. Germany will probably succeed as early as next year. Meanwhile Greece,
Italy and Portugal should still have government debt ratios of 100% and higher
even in 2032.

The adherence to a consolidation-oriented fiscal policy is indispensable to
make the Eurozone weatherproof for future crises. For one the high level of
legacy public debt increases the eurozone’s vulnerability to crises by being a
potential trigger itself. In addition regaining fiscal policy scope is also
necessary to cushion the economy during a cyclical downturn. This is the only
way to relieve the burden on the ECB, whose monetary policy ammunition
looks increasingly exhausted.

Our interactive Debt Tool allows you to simulate the development in the debt
ratios of selected eurozone economies by applying various assumptions, and
to compare the figures with our forecasts. You can find the tool here:

https://www.allianz.com/en/economic research/research data/debt-tool/
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ABOUT ALLIANZ

The Allianz Group is one of the world's leading insurers and asset managers with more than 86 million retail and
corporate customers. Allianz customers benefit from a broad range of personal and corporate insurance services,
ranging from property, life and health insurance to assistance services to credit insurance and global business
insurance. Allianz is one of the world’s largest investors, managing over 660 billion euros on behalf of its insurance
customers while our asset managers Allianz Global Investors and PIMCO manage an additional 1.4 trillion euros of
third-party assets. Thanks to our systematic integration of ecological and social criteria in our business processes
and investment decisions, we hold the leading position for insurers in the Dow Jones Sustainability Index. In 2017,
over 140,000 employees in more than 70 countries achieved total revenue of 126 billion euros and an operating profit
of 11 billion euros for the group. These assessments are, as always, subject to the disclaimer provided below.

CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-
looking statements that are based on management's current views and assumptions and involve known and
unknown risks and uncertainties. Actual results, performance or events may differ materially from those expressed
or implied in such forward-looking statements. Such deviations may arise due to, without limitation, (i) changes of
the general economic conditions and competitive situation, particularly in the Allianz Group's core business and
core markets, (ii) performance of financial markets (particularly market volatility, liquidity and credit events), (iii)
frequency and severity of insured loss events, including from natural catastrophes, and the development of loss
expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi) particularly in the banking
business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates including the euro/US-
dollar exchange rate, (ix) changes in laws and regulations, including tax regulations, (x) the impact of acquisitions,
including related integration issues, and reorganization measures, and (xi) general competitive factors, in each case
on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or more
pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save
for any information required to be disclosed by law.
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