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Executive Summary

Pandemic-era debt, higher interest costs, structurally larger deficits are pushing advanced economies
toward sustained reliance on monetary and liquidity backstops, with easing policy increasingly used to
support growth amid K-shaped demand dynamics and expanding fiscal commitments.

Fiscal Policies: Deficit and Debt

Al-driven investment and temporary consumption support underpin US growth in 2026, but
exceptionally large and rising fiscal deficits—approaching $2tn annually—are pushing debt and interest
costs to unsustainable levels, underscoring the absence of a credible long-term fiscal anchor.

France’s modest growth recovery in 2026 is constrained by high debt, large and persistent deficits, and
political gridlock, with fiscal consolidation largely deferred until after the 2027 election—leaving rising
interest costs and limited fiscal space as key medium-term risks despite EU-level backstops.
Germany’s growth outlook for 2026 is supported by defence- and infrastructure-led fiscal expansion,
but administrative bottlenecks and the absence of structural reforms limit its near-term impact, while
higher deficits and rising debt intensify pressure to reform the debt brake over the medium term.
Italy’s 2026 budget marks a credible step toward deficit reduction and EU compliance, supported by
improved political stability and reform delivery, but persistently high public debt and weak growth
prospects continue to constrain fiscal space and limit upside to the outlook.

The UK enters 2026 with persistently high borrowing and very limited fiscal headroom, as back-loaded
consolidation, weak revenue performance, and rising public debt leave fiscal credibility and bond-
market sensitivity elevated despite a commitment to medium-term deficit reduction.

Japan’s expansionary FY2026 budget sustains growth support through large bond issuance and
repeated stimulus, but rising yields, persistent primary deficits, and a narrowing r—g differential are set
to erode recent debt-ratio improvements, leaving fiscal vulnerabilities elevated beyond 2026.

China is set to sustain a record-high, proactive fiscal stance in 2026—anchored by a 4-4.2% of GDP
deficit and large off-budget support—while shifting toward more targeted spending focused on
manufacturing, technology, property stabilisation, and household consumption to support growth and
manage longer-term debt risks.

Diverging Monetary Paths Across Major Central Banks

The Fed is shifting cautiously toward labour-market support after late-2025 rate cuts, with one further
25bp cut likely in early 2026 before pausing around 3.0-3.25%, as resilient growth and sticky inflation
limit the scope for sustained easing amid leadership uncertainty.

After aggressive easing, the ECB has moved to a holding pattern, with most economists expecting rates
to stay unchanged through 2026, though weak growth, economic slack, and below-target inflation leave
the balance of risks tilted toward continued monetary support rather than renewed tightening.

The BoE is expected to pursue gradual easing in 2026, cutting rates as activity cools and the labour
market loosens, with further easing pushed into 2027 amid fiscal consolidation.

The PBoC is expected to ease cautiously in 2026 through targeted rate and RRR cuts and liquidity tools,
with fiscal policy remaining the primary growth lever.

The BoJ will continue gradual, data-dependent normalisation, with one rate hike likely in late 2026
alongside ongoing QT, constrained by wage-driven inflation and market sensitivity.
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Debt, Deficits, and Policy Backstops

Over the past five years, fiscal policy has re-emerged as the dominant force shaping global economic outcomes.
Pandemic-era stimulus pushed public debt to record highs, and the subsequent surge in interest rates has
sharply raised debt-servicing costs. The result is a structurally weaker fiscal position across advanced economies,
where even stable growth now coexists with persistent deficits and rising financing needs. page | 4

Figure 1: General Government Net Lending/Borrowing (Percent Of GDP)
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Figure 2: General government gross debt (Percent of GDP)
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These pressures are unlikely to fade. Higher European defence spending and the US One Big Beautiful Bill (OBBB)
will keep deficits elevated, increasing governments’ reliance on policy backstops, whether through lower
interest rates, expanded central bank balance sheets, or adjustments to Treasury market operations. The global
economy has become increasingly financialised, and its stability now depends less on cyclical growth dynamics
than on sustained liquidity provision.

Monetary policy is already bending under this weight. With inflation easing, monetary policy across major
economies is expected to drift toward neutral. In the US, the Federal Reserve faces a difficult trade-off as a K-
shaped economy becomes more entrenched: strong consumption by the top 10% of households and heavy Al
investment by large firms contrast sharply with stretched consumers and weak SME profitability. Tight monetary
policy disproportionately burdens the latter, strengthening the case for earlier and more decisive easing,
particularly amid an impending change in Fed leadership.

Nowhere is this policy mix more striking than in Europe. Fiscal policy remains a powerful growth lever: Europe’s
weaker performance over the past 15 years largely reflects a more restrained fiscal stance than in the US, while
stronger growth in southern Europe underscores the impact of EU recovery funds. Germany’s pivot toward
aggressive public investment marks a structural break, one reinforced by monetary easing. ECB rate cuts are
providing some support to credit growth, housing activity, and domestic demand across the euro area, indicating
that both fiscal and monetary policy are likely to remain accommodative beyond traditional recessionary
settings.

The United States: Growth Resilience, Fiscal Strain

In 2026, business investment is expected to remain resilient as firms continue to compete at the frontier of Al-
driven technological change. Consumer spending is also likely to receive a temporary lift early in the year
following the reopening of the federal government, as workers furloughed during the record 43-day shutdown
are reimbursed for lost wages. As in past episodes, this is likely to boost spending over subsequent quarters,
though it largely offsets weakness during the shutdown rather than generating new demand.

On the fiscal side, deficits remain exceptionally large. The Congressional Budget Office estimates that the US ran
a $439bn deficit in the first two months of FY2026, roughly $7bn per day, putting the full-year shortfall on track
to approach $2tn. The Committee for a Responsible Federal Budget warns that this trajectory is unsustainable:
annual interest costs are nearing $1tn, public debt is set to exceed its post-WWII peak as a share of GDP, and
Medicare and Social Security trust funds are projected to face insolvency within seven years. Stabilising the debt,
the group argues, would require a credible fiscal anchor, such as reducing deficits toward 3% of GDP.

Euro Area: Defence Spending and Fiscal Drift

Mounting political uncertainty, election pressures, and geopolitical risks linked to the war in Ukraine will
complicate fiscal consolidation. The aggregate budget deficit is projected to widen from 3.1% of GDP last year
to 3.4% by 2027, while public debt rises above 90% of GDP. The deterioration is driven mainly by higher defence
and infrastructure spending, with Germany’s deficit set to jump to 4% of GDP next year. The Commission allows
temporary fiscal flexibility to meet security needs but warned countries must adjust budgets to structurally
higher defence outlays over time.

France: Fiscal Constraints amid Political Gridlock

France enters 2026 with a resilient but increasingly constrained economy. Growth should recover modestly as
inflation eases, but high public debt, persistent deficits, weak domestic demand, and subdued investment weigh
on the outlook. Political fragmentation has slowed reform momentum, including pension-related measures once
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expected to deliver savings. Rating agencies have highlighted these risks, with KBRA downgrading France to AA-
, citing a deteriorating debt trajectory and legislative gridlock.

Fiscal consolidation remains central to France’s policy framework. The public deficit is projected at 5.4% of GDP
in 2025, unchanged from earlier estimates, with additional structural adjustment of around 0.6% of GDP planned
for 2026 through a mix of spending restraint and revenue measures. This limits the scope for fiscal support to
growth. In practice, however, meaningful consolidation is likely to be delayed until after the 2027 presidential
election, reducing the risk of near-term drag on the recovery. Given France’s systemic importance, EU-level
mechanisms—such as the SAFE programme—are expected to help contain funding pressures. Debt is set to rise
further, interest costs are increasing rapidly, and large primary deficits leave limited room for adjustment ahead
of the election cycle.

Germany: Fiscal Expansion amid Structural Constraints

In Germany, economic conditions are expected to improve modestly next year, with fiscal policy providing the
main support. A gradual rollout of the €500bn multi-year infrastructure programme—Ilargely directed toward
public construction—alongside higher defence spending, reflected in public equipment investment and
government consumption, should lift growth. However, implementation lags and administrative constraints
mean the macroeconomic impact will emerge only gradually.

Moreover, higher public investment alone is unlikely to deliver a lasting uplift without accompanying structural
reforms to strengthen competitiveness. Additional measures, including energy price relief from January 2026
and the investment incentives for businesses introduced in mid-2025, should provide further support,
particularly for the industrial sector.

This more expansionary fiscal stance will push deficits and debt higher, with the deficit projected to reach around
4.8% of GDP and public debt rising toward 68% of GDP by 2028. The Bundesbank has reiterated the need to
reform the debt brake to better accommodate investment while ensuring a gradual return of public debt toward
the 60% threshold over the longer term.

Italy: Deficit Reduction amid Persistent Debt Pressures

Italy’s parliament has approved the government’s 2026 budget, aiming to cut the fiscal deficit to 2.8% of GDP
from 3% in 2025, clearing the way for Italy to exit the EU’s excessive deficit procedure next year. However, public
debt is still set to rise to 137.4% of GDP in 2026 before easing slightly from 2027. The €22bn budget combines
tax cuts and spending increases focused on households and business investment, partly funded by tax hikes on
banks, insurers, and financial transactions. Critics, led by the opposition Democratic Party, argue the package
reflects excessive austerity and does little to lift Italy’s weak growth outlook, with GDP seen rising just 0.7% in
2026.

Italy received its first sovereign rating upgrade in more than two decades in November, with Moody’s raising
the rating to Baa2 from Baa3 and revising the outlook to stable. The agency cited Italy’s improved political and
policy stability, as well as strong progress in implementing its National Recovery and Resilience Plan, where Italy
has led the EU in payment requests and disbursements.

The United Kingdom: Elevated Borrowing, Limited Fiscal Headroom

UK public borrowing remains elevated, highlighting persistent fiscal pressures. Public sector net borrowing
reached £11.7bn in November—above expectations—while cumulative borrowing in the first eight months of
FY2025/26 totalled £132.2bn, already close to the Office for Budget Responsibility’s full-year forecast and

wWww.rosa-roubini.com

© Rosa&Roubini Associates 2026 - All Rights Reserved. No duplication, reproduction, transmission or redistribution of this document and its
content, either in whole or in part, is by any means permitted without prior written consent of Rosa&Roubini Associates Limited.

Page | 6



RSERA N

around £10bn higher than a year earlier. Borrowing has exceeded forecasts in most months this fiscal year,
reflecting continued revenue underperformance and complicating the path to deficit reduction.

The government’s autumn budget sought to rebuild fiscal headroom through tax increases, but most
consolidation measures are heavily back-loaded to 2028-29, increasing execution risk. The budget broadly
consistent with its projections and reaffirmed the UK’s AA-/Stable rating, but consolidation is likely to proceed
more slowly than official targets. The general government deficit to narrow to around 4.4% of GDP by 2027—
about 0.7pp weaker than the government’s plans—amid political constraints, limited scope for further tax rises,
and challenging spending restraint from FY2026 onward.

Fiscal risks remain elevated. Headroom against breaching the fiscal rule is limited at around 0.6% of GDP,
constraining the government’s ability to absorb shocks and keeping fiscal credibility and bond market sensitivity
in focus through 2026. Public debt is projected to rise from 101% of GDP in 2024 to just over 106% by 2027,
more than double the AA median, leaving the UK exposed to sustained high gilt yields despite the mitigating
effect of long debt maturities. Overall, the fiscal outlook remains constrained, with weak productivity growth
and policy uncertainty continuing to weigh on the medium-term trajectory.

Japan: Fiscal Expansion and Rising Debt Vulnerabilities

Japan’s FY2026 budget underscores the continuation of an expansionary fiscal stance. The government plans to
issue around ¥29.6tn (5189bn) in new bonds to fund a record-sized budget of roughly ¥122.3tn, reflecting higher
spending on social welfare, defence, and debt servicing. Although tax revenues are projected to rise to a record
¥83.7tn, they remain insufficient to finance expenditure growth, necessitating further borrowing.

The budget builds on a ¥21.3tn stimulus package adopted in late 2025 to cushion households from inflation and
support growth, with roughly half financed through new debt issuance. Supplementary budgets are likely to
remain a recurring feature, keeping primary deficits elevated at around 2.4-2.5% of GDP in 2026-27 and
widening the overall deficit as interest costs rise. Rising bond supply and a gradual reduction in central bank
support have already pushed long-term yields higher, with the yield curve steepening sharply.

While Japan’s public debt ratio has declined in recent years—from around 258% of GDP in 2020 to an estimated
228% in 2025—this improvement has been driven largely by favourable nominal growth outpacing borrowing
costs. With sovereign yields rising and the r—g differential narrowing, this dynamic is likely to fade. As a result,
the debt ratio is expected to stabilise and become more vulnerable beyond 2026, limiting the durability of recent
fiscal gains despite official assurances of disciplined debt issuance.

China: Proactive Fiscal Policy with Targeted Expansion

In China is expected to maintain an elevated fiscal deficit in 2026, with analysts anticipating a target of around
4-4.2% of GDP, extending this year’s record-high ratio. Signals from the recent Central Economic Work
Conference reinforced the leadership’s commitment to a “proactive” fiscal stance, indicating that fiscal policy
will continue to play a central role in supporting growth, even as authorities stress the need to keep overall
deficit, debt, and spending levels “necessary” and contained.

In nominal terms, the headline deficit is expected to rise to roughly 6.0-6.25 trillion yuan in 2026, up from 5.66
trillion yuan in 2025, enabled by continued GDP expansion. Beyond the headline balance, the broader fiscal
deficit is projected to remain significantly larger—around 9-10% of GDP—reflecting off-budget measures and
quasi-fiscal activity. However, policymakers have emphasised the composition rather than the size of spending,
signalling a more selective and targeted approach.
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Following a year-end policy meeting, the Ministry of Finance said fiscal resources in 2026 will be directed toward
strategic priorities, including advanced manufacturing, technological innovation, infrastructure, human capital
development, debt resolution, and measures to stabilise the property sector. This will be supported by expanded
issuance of ultra-long-term special bonds and a higher local government debt quota to ease financing
constraints, alongside tighter oversight of local borrowing to contain longer-term debt risks. Policymakers
reiterated that domestic demand should remain the primary growth driver, pledging measures to raise
household incomes and support consumption. These include continued backing for the consumer goods trade-
in programme, standardisation of tax incentives, the launch of new pilot cities to accelerate manufacturing
upgrades, and refinements to government bond tools to improve the effectiveness of fiscal transmission.

Diverging Monetary Paths Across Major Central Banks

For all major central banks except the Federal Reserve, balance-sheet reduction is set to continue as long as
markets absorb bond supply without disruption. The ECB, BoE, and especially the BoJ still hold balance sheets
that are significantly larger relative to GDP than pre-QE norms, at a time when fiscal deficits remain high. This
leaves private investors absorbing substantial net issuance, tightening financial conditions at the margin. The
Fed stands apart: having ended quantitative tightening in December 2025, it has resumed purchases of around
$40bn per month in Treasury bills, resulting in net negative government bond supply of roughly 1% of GDP in
2026, even as this front-end QE is expected to slow gradually.

Figure 3: Policy Rates for Major Central Banks
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After cutting rates three times in late 2024, the Federal Reserve held policy steady through much of 2025 amid
concerns that tariffs and other factors could reignite inflation. However, weaker labour market data prompted
two 25bp cuts in September and October. With inflation pressures easing and employment slowing, the Fed has
shifted its focus toward supporting the labour market, raising the possibility of further cuts in 2026, potentially
concentrated in the second half of the year.
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A 25bp cut is expected in early 2026—likely in March following a January pause—before the Fed settles into a
holding pattern. Beyond the first quarter, sticky inflation and resilient growth should limit the scope for further
easing, with policymakers refocusing on inflation risks. Under this path, the policy rate is expected to stabilise
around 3.0-3.25% in 2026.

Unlike past easing cycles, rate cuts are occurring against a backdrop of continued economic expansion rather
than recession. Lower borrowing costs in this environment should support corporate investment and help
broaden equity market participation, with smaller firms likely to benefit disproportionately. For fixed-income
investors, the prospect of further easing points to lower future yields, increasing the appeal of locking in duration
to secure income and diversify equity risk.

Internal divisions within the FOMC may intensify, but the overall balance between dovish and hawkish voices is
unlikely to shift materially, with hawkish regional presidents offsetting a potentially more dovish new chair. That
said, legal uncertainty surrounding Governor Cook’s position could introduce a modest downside bias to the rate
path. Chair Powell’s term ends in May 2026, though signals on a successor could emerge earlier, adding another
layer of uncertainty to the policy outlook, especially after the DOJ has threatened to indict Chair Powell over the
increase in the restructuring costs of the Fed headquarters, which has increased the risk of political interference
in monetary policy.

Euro Area: European Central Bank (ECB)

After cutting rates sharply over the past year, the ECB has shifted to a wait-and-see stance amid heightened
global uncertainty. While earlier easing should support credit and investment over time, near-term conditions
remain weak: credit demand, sentiment, PMls, and private investment are subdued, and structural headwinds,
particularly in Germany, continue to weigh on growth.

The ECB has communicated that policy rates are likely to remain on hold for now, but views on the medium-
term path diverge. In a recent Reuters poll, around 80% of economists expect rates to remain unchanged
through mid-2026, with nearly three-quarters holding that view through the end of 2026. Goldman Sachs argues
that the ECB's relatively hawkish reaction function points to an extended pause in the easing cycle. By contrast,
Morgan Stanley expects two rate cuts in 2026, which would lower the policy rate to around 1.5% by mid-year,
citing weak growth, economic slack, and inflation running below target.

Inflation risks appear contained, with Al-related productivity gains likely to be disinflationary in Europe, where
the region is more a consumer than a producer of Al. Against this backdrop, the euro area is more likely to
require continued monetary support than a return to tightening.

United Kingdom: Bank of England (BOE)

The BOE is expected to maintain a gradual easing bias through 2026. Cooling activity, easing inflation, and a
loosening labour market should allow further rate cuts despite inflation remaining above target. Earlier increases
in minimum wages and National Insurance initially lifted cost pressures but are now weighing on labour demand
and should dampen inflation going forward. The BoE is expected to cut rates by around 50bp in 2026, with Bank
Rate falling to approximately 2.75-3.0% before pausing. Further easing is likely only in 2027, as inflation
continues to normalise and fiscal consolidation constrains demand.

China: People’s Bank of China (PBOC)

The PBoC was more cautious than expected in 2025, delivering only one major easing move in May, when it cut
policy rates and banks’ required reserve ratios. This restraint reflected three factors: stronger-than-expected
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growth for much of the year, continued pressure on bank profitability from narrowing net interest margins, and
concerns that further easing could fuel asset price excesses amid a strong equity market rally.

With monetary transmission constrained and capital flow considerations limiting aggressive easing, policy
support in China remains biased toward fiscal rather than monetary channels. The PBoC is expected to maintain
an accommodative stance in 2026, relying on targeted liquidity tools, selective rate cuts, and credit guidance
rather than broad-based stimulus. A softer Fed stance reduces external constraints, giving Beijing more room to
support growth while prioritising financial stability and debt containment. To support stable growth, we
anticipate around 20bp of policy rate cuts and a cumulative 100bp reduction in reserve requirements next year.

Japan: Bank of Japan (BOJ)

The BOJ remains a global outlier and is expected to continue a gradual normalisation path after exiting negative
rates in 2024. The BoJ aims to move the real policy rate closer to zero, but the timing and pace of further
tightening will remain data-dependent. With headline inflation expected to dip below 2% and core inflation
easing toward that level, policymakers are likely to pause and assess the effects of earlier hikes before acting
again. Once confidence builds that core inflation will remain sustainably above 2%, the next rate increase is likely
in the second half of 2026.

Underlying inflation pressures should remain supportive, underpinned by strong wage growth and fiscal
measures. Major labour unions are targeting wage increases above 5%, which solid corporate earnings should
accommodate, while government vouchers and cash transfers are expected to support private consumption.
Reflecting these dynamics, recent BoJ meeting minutes point to a more hawkish tone, with several board
members highlighting still-low real rates and the need to further reduce monetary accommodation.

Quantitative tightening will continue alongside rate normalisation. JGB purchases are set to decline by ¥400bn
per quarter until March 2026 and by ¥200bn thereafter, reaching around ¥2tn per month by early 2027. Even
so, the BoJ’s balance sheet will remain above 100% of GDP, implying a slow and market-sensitive adjustment.
Overall, tightening is expected to remain cautious, with a 25bp hike around October 2026 and the policy rate
potentially rising toward 1.25-1.5% by end-2027.
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