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Contagion from Greece, together with domestic political uncer-
tainty in Italy, caused interest rates on Italian sovereign debt 
to spike in the second half of 2011. As shown in figure 1, the 
risk spread above German bunds for 10-year Italian government 
bonds rose from 200 basis points in early July 2011, to a range 
of 300 to 400 basis points after the July 21 Greek package with 
its new emphasis on private sector involvement. There was a 
second surge to the 400 to 500 basis point range in November 
through January, following the October 27 Greek package that 
insisted on a 50 percent reduction in private sector claims. 

Even after the improved prospects for implementation of 
fiscal adjustment under the new government of Mario Monti, 
on November 25 interest rates reached 6.5 percent for six-
month treasury bills, 7.8 percent for two-year bonds, and 7.3 
percent for 10-year bonds.1 By January 23, 2012, however, the 
short-term rate had fallen sharply (to 2.2 percent for six-month 

1. Neil Dennis and Guy Dinmore, Italian short-term borrowing costs surge, 
Financial Times, November 25, 2011; and Datastream.

bills) and the long-term rate had eased as well (to 6.1 percent).2 
The decline in the short-term rate reflected the major European 
Central Bank (ECB) initiative in late December, lending €489 
billion to euro area banks for three years at 1 percent interest.3 

The decline in the long-term rate may reflect growing 
confidence that the Monti government will meet fiscal targets 
and also adopt growth-oriented reforms. Thus, on December 4 
the government adopted a package of €20 billion in fiscal cuts 
designed to eliminate the deficit by 2013.4 Then on January 
20 the government adopted a set of reforms intended to spur 
growth. These included the opening of competition among 
lawyers, taxi drivers, pharmacies, and gasoline stations and 
liberalizing the markets for gas and electricity, insurance, and 
local public services.5 Both the fiscal and growth reforms were 
in the form of decree laws that retain force unless rejected by 
parliament within 60 days.

The recent improvement in Italy’s borrowing conditions is 
by no means assured to continue. A breakdown in the Greek 
negotiations with private creditors could cause a new round of 
contagion. Importantly, monthly amortizations of medium- 
and long-term debt are to rise from zero in December 2011 
and January 2012 to €36 billion in February and €27 billion 
in March and again in April (Tesoro 2011a). Presumably the 
government could roll over these maturing bonds with one- 
to three-year obligations if necessary, in order to take greater 
advantage of market ease toward the shorter-maturity end given 
the ECB’s lending program for the banks. Nonetheless, the 
heavy calendar of amortizations could again test whether and 
on what terms the government can access the bond market.

2. By February 1–6 the 10-year rate had improved further, falling to an aver-
age of 5.7 percent. Data are from Bloomberg and Datastream.

3. Rita Nazareth, US Stocks Decline as ECB Lends Record Amount, 
Bloomberg, December 21, 2011.

4. The measures included an increase in the minimum pension age, a new 
property tax, a potential increase in the value added tax by 2 percentage points 
by September 2012, and new taxes on luxury goods. Cash transactions exceed-
ing €1,000 were banned in an attempt to curb tax evasion. Giuseppe Fonte, 
Italy PM unveils sweeping austerity package, Reuters, December 4, 2011.

5. Guy Dinmore and Giulia Segreti, Monti unveils liberalization plans, 
Financial Times, January 20, 2012.
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In its September 2011 World Economic Outlook (WEO), 
the International Monetary Fund projected a reduction in 
Italy’s public debt ratio, from 121 percent of GDP in 2011 to 
114 percent in 2016 (IMF 2011a). This projection is premised 
on an increase in the primary surplus from 0.5 percent of GDP 
in 2011 to 2.6 percent in 2012, 4.1 percent in 2013, and 4.5 
percent thereafter. The growth rates assumed are relatively low 
even for Italy: an average of 0.78 percent annually in 2012–16.6 
However, the September IMF projections assumed a relatively 
benign interest rate outlook. Thus, total net interest payments 
in 2012 implied an average rate of 4.5 percent paid on the 
end-2011 gross stock of debt.7

In contrast, with public debt at about 120 percent of GDP, 
if the average interest rate were to reach 7.5 percent the interest 
burden would reach 9 percent of GDP, raising serious questions 
of sustainability. However, only a fraction of the lower-interest 
outstanding debt must be rolled over each year. Of about €1.79 

6. Note that whereas the growth rates for 2012 and 2013 in the IMF baseline 
may be somewhat optimistic, because the government now expects a decline 
of GDP by 0.4 to 0.5 percent in 2012 and zero growth in 2013, the fiscal 
assumptions are understated considering the new target of zero deficit by 2013 
in the December fiscal package, in contrast to the 1.5 percent of GDP deficit 
assumed in the IMF projections. Fonte, op. cit.

7. Net interest payments are €80.7 billion (the difference between primary 
and total fiscal balance). With financial assets at €328 billion, and assuming 
earnings at 2 percent on these assets, gross interest payments are €87.3 billion, 
or 4.5 percent of end-2011 gross debt of €1.92 trillion (IMF 2011a).

trillion in outstanding medium- and long-term debt, only about 
€190 billion needs to be rolled over (although about €130 
billion in short-term debt must also be rolled over annually). So 
even after several years the average interest rate would remain 
well below 7 percent despite a marginal rate of 7.5 percent.

This policy brief examines the sensitivity of the Italian 
public debt outlook to a new higher-interest-rate environment, 
as well as to possible shortfalls from fiscal targets. The calcu-
lations apply a simple debt projection model (European Debt 
Simulation Model, or EDSM).8

B a s e l i n e

Table 1 sets forth the relatively benign baseline used by the IMF 
in its September 2011 World Economic Outlook (IMF 2011a). 
As discussed below, subsequent updates (IMF 2012a, 2012b) 
show larger deficits and debt, but appear excessively pessimistic 
given private sector growth forecasts and recent fiscal measures. 
The reference baseline for this study thus remains the one used 
by the IMF in September 2011.

The first five rows in table 1 show the macroeconomic 
assumptions in the baseline. Real growth rises to 1.2 percent by 
2016, but thereafter is set at the 2011–16 average or 0.8 percent 
per year. The GDP deflator rises at close to 2 percent per year. 

8. For a description of the model, see Cline (2011).

N U M B E R  P B 1 2 - X X X  M O N T H  2 0 1 2

1

Figure 1     Italy 10-year bond: interest rate and spread over German bund
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Table 1     Public debt projections, Italy, baseline (billion euros and percent)
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Real GDP growth (percent) 0.6 0.3 0.5 0.8 1.1 1.2 0.8 0.8 0.8 0.8

GDP deflator increase (percent) 2.0 1.6 1.8 1.8 1.9 2.0 1.8 1.8 1.8 1.8

Nominal GDP 1589 1621 1658 1701 1753 1811 1858 1907 1958 2009

Primary surplus (percent of GDP) 0.5 2.6 4.1 4.5 4.5 4.6 3.5 3.5 3.5 3.5

Fiscal deficit (percent of GDP) 4.5 2.6 1.2 0.8 0.8 0.7 1.8 1.8 1.8 1.8

Debt (percent of GDP) 121 122 120 118 116 113 112 112 111 110

Memo: IMF 121 121 120 118 116 114

Net debt (percent of GDP) 100 101 100 98 96 94 93 93 92 91

Interest payments (percent of GDP) 5.0 5.2 5.4 5.3 5.3 5.3 5.2 5.3 5.3 5.3

Amortization (percent of GDP) 22.6 20.1 18.6 17.4 18.2 15.4 16.0 14.8 16.4 15.8

Primary surplus 8.5 42.6 68.7 75.7 78.6 82.8 64.5 66.2 67.9 69.7

Total deficit = net borrowing 71.1 41.7 20.2 14.5 14.1 12.8 32.9 34.2 35.2 36.6

Plus: amortization 359.3 325 308.8 296.1 319.2 279.6 297.6 282.8 320.6 316.9

MLT, pre-2012 155.1 193.3 152.9 122.5 131.7 77.2 85.7 58.3 86.1 69.6

MLT, new 0 24.2 42.0 55.7 70.7 80.2 92.8 102.7 115.6

ST 204.2 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7

Plus: asset accumulation 23.6 7.3 4.1 0.7 4.2 4.4 7.4 7.4 7.4 7.4

Equals: gross borrowing requirement 454.1 374.1 333.1 311.3 337.5 296.9 337.8 324.3 363.2 360.9

MLT 248.2 242.4 201.4 179.6 205.8 165.2 206.1 192.6 231.5 229.2

ST 205.8 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7

Debt, EOY 1924.2 1973.3 1997.6 2012.7 2031.0 2048.3 2088.5 2130.1 2172.7 2216.6

Memo: IMF 1924.2 1967.3 1991.3 2014.4 2039.5 2065.8

MLT, pre-2012 1792.5 1599.2 1446.3 1323.9 1192.1 1114.9 1029.2 970.9 884.7 815.1

MLT, new 0.0 242.4 419.5 557.2 707.2 801.7 927.6 1027.5 1156.2 1269.8

ST 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7

Interest rate

MLT, pre-2012 0.047 0.047 0.047 0.047 0.047 0.047 0.047 0.047 0.047 0.047

MLT, new 0.06 0.058 0.055 0.056 0.057 0.057 0.057 0.057 0.057

ST 0.04 0.05 0.048 0.045 0.046 0.047 0.047 0.047 0.047 0.047

Memo: German bund rate 0.027 0.03 0.033 0.035 0.036 0.037 0.037 0.037 0.037 0.037

Implied overall rate 0.043 0.044 0.045 0.045 0.046 0.047 0.048 0.048 0.048 0.049

Net interest payments 79.6 84.3 88.8 90.2 92.7 95.6 97.3 100.3 103.1 106.3

MLT, pre-2012 80.5 84.2 75.2 68.0 62.2 56.0 52.4 48.4 45.6 41.6

MLT, new 0.0 14.1 23.1 31.2 40.3 45.7 52.9 58.6 65.9

ST 5.2 6.6 6.3 5.9 6.1 6.2 6.2 6.2 6.2 6.2

Financial assets (earnings) 6.1 6.6 6.7 6.8 6.8 6.9 7.0 7.1 7.3 7.4

Financial assets, EOY 327.8 335.2 339.3 340.0 344.2 348.6 356.0 363.4 370.8 378.2

Net debt, EOY 1596.4 1638.1 1658.3 1672.7 1686.8 1699.6 1732.5 1766.6 1801.8 1838.4

IMF = International Monetary Fund;  MLT = medium- and long-term; ST = short-term;  EOY = end of year

Sources: Author’s calculations, IMF 2011a, Tesoro 2011a, and IMF 2011c.
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The primary surplus follows the path described above (reverting 
to the 2011–16 average of 3.5 percent for 2017–20, beyond 
the IMF projection period). Because the December 2011 fiscal 
package set a zero fiscal deficit for 2013 (corresponding to a 
primary surplus of about 5.5 percent of GDP) and by impli-
cation beyond, the fiscal assumptions here may substantially 
overstate future deficits and thus err on the conservative side.

In the next block of the table, the first two rows show that 
the EDSM closely replicates the IMF’s baseline projection of 
the ratio of public debt to GDP.9 The next three rows show 
three additional indicators of the debt burden: net debt relative 
to GDP, interest payments relative to GDP, and amortization 
(including short-term debt) relative to GDP. The IMF (2011a) 
places financial assets at €328 billion at end-2011, rising at about 
€5 billion annually.10 After deducting these assets, net debt is 
about 20 percent of GDP smaller than gross debt (end-2011).

The (IMF-based) baseline, with its moderate interest rates 
and sizable primary surplus target, brings the gross debt ratio 
down from 122 percent of GDP in 2012 to 110 percent of GDP 
by 2020. The interest burden peaks at 5.4 percent of GDP in 

9. The table presents an estimated decomposition of the debt into medium- 
and long-term (MLT) pre-2012; new MLT debt borrowed in 2012 and after; 
and short-term debt, assumed to be rolled over at the end-2011 level. The 
interest rate on pre-2012 debt is based on total interest payments after taking 
account of earnings on assets (at 2 percent) and interest on short-term debt at 
a lower rate. For 2012 and after, the interest rate on new MLT debt is imputed 
at rates likely to have been applied at the time of the September WEO: a 
spread of 300 basis points above the German 10-year bund in 2012, 250 basis 
points in 2013, and 200 basis points thereafter. The bund rate is shown in the 
table as well, and is taken from IMF (2011c).

10. The Organization for Economic Cooperation and Development (OECD 
2011) places financial assets even higher, at €450 billion at end-2011.

2013 and then stabilizes at 5.3 percent thereafter. Amortization 
is a relatively steady 15 to 20 percent of GDP, of which about 
40 percent is annual rollover of short-term debt.

The elements contributing to the borrowing requirement 
are shown in the next section of the table. For reference, the 
amount of the primary surplus is first shown. The fiscal deficit 
is then shown, and is calculated as the amount of interest 
payments minus the amount of the primary surplus. The total 
net borrowing requirement equals the fiscal deficit, minus the 
amount of privatization receipts (absent in Italy’s case). As 
shown, net borrowing needs ease from €71 billion in 2011 to 
only €14 billion annually in 2014–16. The next row shows, 
however, that annual amortization needs are high, at above 
€300 billion (including short-term rollover). Amortization on 
existing medium- and long-term (MLT) debt is from Tesoro 
(2011a). Amortization on new MLT debt after 2012 is assumed 
to be at a rate of 10 percent of the previous year’s principal 
outstanding. The gross borrowing requirement is then the sum 
of net borrowing plus amortization plus increase in financial 
assets (with the latter set at the levels projected in the September 
WEO). The gross borrowing requirement for 2012 amounts to 
about €375 billion. For the three years of 2012–14, the total 
gross borrowing requirement is €1.02 trillion.

The subsequent rows report total debt outstanding, once 
again distinguishing old MLT debt from new, and identifying 
short-term debt. For MLT debt, the year-end level is simply the 
previous year’s debt, minus amortization in the relevant debt 
category for the year in question, plus borrowing during the 
year in the category in question. 

The benign outlook in the September 2011 WEO-based 
baseline suggests sustainability of the debt because of the 
gradual reduction in the debt to GDP ratio (from 122 percent 
in 2012 to 113 percent in 2016 and 110 percent in 2020). Net 
debt declines from a peak of 101 percent of GDP in 2012 to 
91 percent by 2020. Although there is a slight reduction in the 
interest burden (from a peak of 5.4 percent of GDP in 2013 
to 5.3 percent in 2014 and thereafter, the interest burden is 
relatively high even at the end of the period. In comparison, for 
the G-7 as a group, interest payments on public debt in 2011 
averaged only 2 percent of GDP, and are projected to rise to just 
2.9 percent by 2016 (IMF 2011a).

As noted, in its January 2012 updates the IMF projected 
more pessimistic outcomes for growth and fiscal performance 
than in its September baseline. It placed growth at –2.2 percent 
in 2012 and –0.6 percent in 2013, instead of 0.32 percent and 
0.54 percent, respectively (IMF 2012a). The Fund projected the 
fiscal deficit at 2.8 percent of GDP in 2012 and 2.3 percent 
in 2013 (IMF 2012b) instead of 2.6 percent in 2012 and 1.2 
percent in 2013 as in the September WEO. However, private 

In terms of  long-term solvenc y,  Italy  is  not 

close to a  precipice and could keep its  debt 

ratio from esc alating even if  the recent peak 

interest  rates on its  debt (about 7.5 percent) 

were to return and persist  for  a  long time 

…. However,  … Italy could face a severe 

l iquidity squeeze … It  thus behooves the 

official  sec tor  in Europe and internationally 

to move quickly to provide some credible 

lender of  last  resor t  vehicle …
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sector growth forecasts anticipate growth of –1.2 percent in 
2012 and 0.1 percent in 2013 (Consensus 2012). The Monti 
government’s new fiscal program projects the fiscal deficit at 1.2 
percent of GDP in 2012 and zero in 2013 (Tesoro 2011b). As a 
result, by end-2013 the cumulative deficit would be 3.9 percent 
of GDP smaller than in the January 2012 IMF projections, and 
2013 GDP would be 1.7 percent larger.

As a consequence, the January 2012 IMF estimate for the 
2013 ratio of debt to GDP, 126.6 percent of GDP (IMF 2012b), 
would be overstated by 3.9 percent of GDP in the numerator 
and understated by 1.7 percent in the denominator. Thus, if 
one applies private sector growth forecasts and the government’s 
latest fiscal projections, the debt to GDP ratio would stand at 
120.6 percent (applying the adjustments to the January 2012 
IMF estimate for 2013). This level turns out to almost the same 
as projected in the IMF’s September 2011 WEO (see table 1). 
On this basis, the analysis here simply uses that baseline as 
the reference path rather than adopting the more pessimistic 
outlook in the January 2012 IMF updates.

i m pac t  o f  H i g H e r  i n t e r e s t  r at e s

The projections are considerably less favorable if the high 
interest rates of November 2011 are assumed to return and 
persist. In the high interest rate (HIR) scenario shown in table 
2, the interest rate block places the rate for new long-term debt 
at 7.5 percent, and for short-term debt at 6.5 percent. All other 
assumptions of the model, including for growth and the primary 
surplus, remain unchanged. (Table 2 reports only the elements 
of table 1 that are changed in the high-interest scenario.)

As shown in the third row of table 2, the effect of higher 
interest rates is to reduce substantially the improvement in the 
debt to GDP ratio achieved in the benign baseline. Thus, the 
debt ratio by 2020 stands at 118 percent of GDP, a modest 
improvement from 122 percent in 2012 but considerably 
higher than the 110 percent reached in the baseline. The net 
debt ratio shows almost no improvement, easing slightly from 
101 percent of GDP in 2012 to 99 percent by 2020. There is 
a much higher interest burden, with interest payments rising 
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Table 2     Public debt projections, Italy, high interest rate scenario (billion euros and percent)
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Primary surplus (percent of GDP) 0.5 2.6 4.1 4.5 4.5 4.6 3.5 3.5 3.5 3.5

Fiscal deficit (percent of GDP) 4.5 2.7 1.6 1.5 1.6 1.7 2.9 3.1 3.2 3.4

Debt (percent of GDP) 121 122 121 119 118 116 116 117 117 118

Net debt (percent of GDP) 100 101 101 100 98 97 97 98 98 99

Interest payments (percent of GDP) 5.0 5.3 5.8 6.0 6.1 6.3 6.4 6.5 6.7 6.9

Amortization (percent of GDP) 22.6 20.1 18.6 17.5 18.3 15.6 16.3 15.2 16.9 16.4

Primary surplus 8.5 42.6 68.7 75.7 78.6 82.8 64.5 66.2 67.9 69.7

Total deficit = net borrowing 71.1 43.7 26.7 26.1 28.7 30.5 53.6 58.7 63.4 69.2

Amortization 359.3 325.0 309.0 297 321.2 283.1 302.8 290.1 330.4 329.5

MLT, new 0.0 24.4 42.8 57.7 74.2 85.4 100.1 112.5 128.2

Gross borrowing requirement 454.1 376.1 339.8 323.8 354.1 318.1 363.8 356.2 401.2 406.1

MLT 248.2 244.4 208.1 192.1 222.4 186.4 232.1 224.5 269.5 274.4

ST 205.8 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7

Debt, EOY 1924.2 1975.3 2006.0 2032.9 2065.8 2100.7 2161.7 2227.8 2298.6 2375.2

MLT, new 0.0 244.4 428.0 577.3 741.9 854.1 1000.8 1125.2 1282.2 1428.4

Interest rate

MLT, new 0.075 0.075 0.075 0.075 0.075 0.075 0.075 0.075 0.075

ST 0.04 0.065 0.065 0.065 0.065 0.065 0.065 0.065 0.065 0.065

Implied overall rate 0.043 0.045 0.048 0.051 0.053 0.055 0.056 0.058 0.059 0.06

Net interest payments 79.6 86.3 95.3 101.9 107.3 113.4 118 124.9 131.3 138.9

MLT, pre-2012 80.5 84.2 75.2 68.0 62.2 56.0 52.4 48.4 45.6 41.6

MLT, new 0.0 18.3 32.1 43.3 55.6 64.1 75.1 84.4 96.2

ST 5.2 8.6 8.6 8.6 8.6 8.6 8.6 8.6 8.6 8.6

Net debt, EOY 1596.4 1640.1 1666.8 1692.9 1721.5 1752.1 1805.7 1864.4 1927.8 1997

MLT = medium- and long-term; ST = short-term; EOY = end of year

Source: Author’s calculations.
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from 5.2 percent of GDP in 2012 to 6.9 percent of GDP by 
2020 instead of stabilizing at 5.3 percent as in the baseline.

Suppose that Italy sought to stabilize the debt to GDP 
ratio at 110 percent, the 2020 level in the benign baseline. 
With nominal GDP growth at 3 percent (1 percent real) and 
the interest rate at 7.5 percent, the required long-term level of 
the primary surplus would be 5.0 percent of GDP.11 In prin-
ciple, then, Italy could sustain public debt even at the high 7.5 
percent interest rate so long as it achieved a primary surplus not 
much higher than the target of 4.6 percent of GDP in the IMF 
baseline (by 2016; table 1). Even so, such a scenario would seem 
vulnerable to the risk of a self-fulfilling prophecy of unsustain-
ability because market fixation on a still high debt ratio could 
cause further escalation in the interest rate, potentially causing 

11. The debt-ratio-stabilizing primary surplus as a percent of GDP is: π =  
λ (r – g), where λ = debt/GDP, r is the interest rate, and g is the nominal 
growth rate; see Cline (2010).

a credit-rationing situation in which at some high interest rate 
the supply curve for capital would become backward-bending.

The bottom line is that if interest rates were to return to their 
late-November peak and persist at that level but rise no further, 
the result would be to thwart the bulk of the earlier potential 
progress in reducing Italy’s debt ratio over the medium-term, 
but not to provoke further increases in the debt ratio so long 
as fiscal adjustment targets were met (indeed there would still 
be a modest decline).12 The downside risk to a fragile sustain-

12. A somewhat more optimistic conclusion is reached by Banca d’ Italia 
(2011: 14–15). In its baseline the debt to GDP ratio declines from 120.5 
percent in 2011 to 112.5 percent by 2014. In its simulation increasing the 
interest rate on new borrowing by 250 basis points, there is still a decline in 
the debt ratio to 115.5 percent of GDP by 2014. The difference reflects a 
more optimistic fiscal baseline (overall surplus of 0.2 percent of GDP by 2014 
instead of a deficit of 0.8 percent, table 1), and higher projected growth (an 
average of 0.9 percent annually in 2012–14 versus 0.55 percent). The incre-
mental impact of the higher interest rate scenario is broadly consistent with, 
albeit somewhat stronger than, that found here. A 2.5 percent increase in the 
interest rate on new borrowing boosts the debt/GDP ratio by 2.9 percent of 
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Table 3     Public debt projections, Italy, low primary surplus scenario (billion euros and percent)
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Primary surplus (percent of GDP) 0.5 2.6 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5

Fiscal deficit (percent of GDP) 4.5 2.6 2.9 2.9 3 3.1 3.2 3.3 3.3 3.4

Debt (percent of GDP) 121 122 122 122 122 121 122 122 123 123

Net debt (percent of GDP) 100 101 102 102 102 102 102 103 104 104

Interest payments (percent of GDP) 5.0 5.2 5.4 5.4 5.5 5.6 5.7 5.8 5.8 5.9

Amortization (percent of GDP) 22.6 20.1 18.6 17.6 18.6 16.0 16.8 15.7 17.4 16.9

Primary surplus 8.5 42.6 41.4 42.5 43.8 45.3 46.5 47.7 48.9 50.2

Total deficit = net borrowing 71.1 41.7 47.4 49.2 52.3 56.1 59.0 62.3 65.4 69.0

Amortization 359.3 325 308.8 298.8 325.3 289.6 311.9 299.7 340.4 339.7

MLT, new 0.0 24.2 44.7 61.9 80.7 94.5 109.7 122.5 138.4

Gross borrowing requirement 454.1 374.1 360.3 348.7 381.9 350.2 378.4 369.4 413.2 416.2

MLT 248.2 242.4 228.6 217.0 250.2 218.5 246.7 237.7 281.5 284.5

ST 205.8 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7

Debt, EOY 1924.2 1973.3 2024.8 2074.6 2131.2 2191.7 2258.1 2327.8 2400.7 2477.1

MLT, new 0.0 242.4 446.8 619.1 807.4 945.1 1097.3 1225.2 1384.2 1530.2

Interest rate

MLT, new 0.06 0.058 0.055 0.056 0.057 0.057 0.057 0.057 0.057

ST 0.04 0.05 0.048 0.045 0.046 0.047 0.047 0.047 0.047 0.047

Implied overall rate 0.043 0.044 0.045 0.045 0.046 0.048 0.048 0.049 0.049 0.05

Net interest payments 79.6 84.3 88.8 91.7 96.1 101.4 105.5 110.0 114.4 119.3

MLT, pre-2012 80.5 84.2 75.2 68.0 62.2 56.0 52.4 48.4 45.6 41.6

MLT, new 0 14.1 24.6 34.7 46.0 53.9 62.5 69.8 78.9

ST 5.2 6.6 6.3 5.9 6.1 6.2 6.2 6.2 6.2 6.2

Net debt, EOY 1596.4 1638.1 1685.5 1734.7 1787.0 1843.1 1902.1 1964.4 2029.8 2098.9

MLT = medium- and long-term; ST = short-term; EOY = end of year

Source: Author’s calculations.
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ability of this nature would be that interest rates (and thus debt) 
would instead spiral further upwards because of a vicious circle 
of growing market anxiety about an excessive debt level.

i m pac t  o f  a  lo w e r  p r i m a r y  s u r p lu s

Table 3 reports the results of reverting to the benign interest 
rates of the WEO baseline but placing a ceiling on the primary 
surplus at 2.5 percent of GDP. In this case the debt to GDP 
ratio stays virtually unchanged over the decade, ending at 123 
percent of GDP in 2020. The lower primary surplus thus has 

GDP by 2014. In comparison, in the calculations here, an increase in the new 
borrowing interest rate by 1.7 percentage point above its baseline average of 
5.4 percent (MLT and short-term weighted average) raises the debt/GDP ratio 
by 1.2 percent of GDP by 2014. The difference reflects the Bank of Italy’s use 
of summary elasticities of outlay with respect to the interest rate, in contrast to 
actual application to new borrowing projections in table 2.

a more damaging effect than that in the scenario for higher 
interest rates. (Again, all elements not reported in table 3 remain 
unchanged from the values shown in table 1.)

Finally, table 4 shows the effect of an adverse combination of 
interest rates and primary surplus. The interest rates are at their 
late-2011 high levels throughout (same as in table 2), and the 
primary surplus does not surpass 2.5 percent of GDP (same as 
in table 3). The result is a severe worsening in the debt problem. 
The ratio of gross debt to GDP reaches 132 percent by 2020.

Figure 2 shows the trends in the four debt indicators for 
the four scenarios. The graph of the debt to GDP ratio confirms 
at a glance the contrast between significant improvement in the 
benign baseline; much less improvement in the high interest case 
and stagnation in the low primary surplus case; and escalation to 
a substantially worse debt burden if high interest rates and the 
low primary surplus occur jointly. The same pattern is broadly 
shown by the net debt ratio. The amortization rates are much 
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Table 4     Public debt projections, Italy, high interest rate and low primary surplus scenario (billion euros and 
 percent)

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Primary surplus (percent of GDP) 0.5 2.6 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5

Fiscal deficit (percent of GDP) 4.5 2.7 3.3 3.6 3.9 4.2 4.4 4.7 5 5.3

Debt (percent of GDP) 121 122 123 123 124 124 126 128 130 132

Net debt (percent of GDP) 100 101 102 103 104 105 107 109 111 113

Interest payments (percent of GDP) 5.0 5.3 5.8 6.1 6.4 6.7 6.9 7.2 7.5 7.8

Amortization (percent of GDP) 22.6 20.1 18.6 17.6 18.7 16.2 17.1 16.1 17.9 17.6

Primary surplus 8.5 42.6 41.4 42.5 43.8 45.3 46.5 47.7 48.9 50.2

Total deficit = net borrowing 71.1 43.7 53.9 61.4 68.1 75.7 82.6 90.4 98.0 106.8

Amortization 359.3 325.0 309.0 299.7 327.4 293.3 317.6 307.7 351.1 353.8

MLT, new 0.0 24.4 45.5 64.0 84.4 100.1 117.7 133.3 152.5

Gross borrowing requirement 454.1 376.1 367.0 361.7 399.8 373.5 407.6 405.5 456.5 468.0

MLT 248.2 244.4 235.3 230.0 268.1 241.8 275.9 273.8 324.8 336.3

ST 205.8 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7 131.7

Debt, EOY 1924.2 1975.3 2033.3 2095.3 2167.7 2247.8 2337.9 2435.7 2541.0 2655.2

MLT, new 0.0 244.4 455.2 639.8 843.9 1001.2 1177.0 1333.1 1524.6 1708.4

Interest rate

MLT, new 0.075 0.075 0.075 0.075 0.075 0.075 0.075 0.075 0.075

ST 0.04 0.065 0.065 0.065 0.065 0.065 0.065 0.065 0.065 0.065

Implied overall rate 0.043 0.045 0.048 0.051 0.053 0.056 0.057 0.059 0.06 0.062

Net interest payments 79.6 86.3 95.3 103.9 112.0 121.0 129.1 138.1 146.9 157.1

MLT, pre-2012 80.5 84.2 75.2 68.0 62.2 56.0 52.4 48.4 45.6 41.6

MLT, new 0.0 18.3 34.1 48.0 63.3 75.1 88.3 100.0 114.3

ST 5.2 8.6 8.6 8.6 8.6 8.6 8.6 8.6 8.6 8.6

Net debt, EOY 1596.4 1640.1 1694.0 1755.3 1823.5 1899.2 1981.8 2072.2 2170.2 2277.0

MLT = medium- and long-term; ST = short-term; EOY = end of year

Source: Author’s calculations.
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more similar across the cases but begin to show the corresponding 
dispersion toward the end of the period. Importantly, the interest 
burden of the debt shows substantial escalation of the debt burden 
even in the high-interest-only (HIR) case, and is the worst in the 
joint HIR and low primary surplus case (HIRLPS). The interest 
burden rises slightly in the low primary surplus case, and as noted 
above, even in the benign base case the interest burden over time 
remains almost unchanged at a relatively high level.

r i s k  o f  a  l i q u i d i t y  s q u e e z e

Even at its peak levels, the interest rate shock to Italian public 
debt that occurred in the fourth quarter of 2011 would not 
necessarily be fatal to Italy’s debt sustainability. Basically if it 
persisted it would prevent much of the improvement that other-
wise would have occurred in the debt indicators as a consequence 
of fiscal adjustment aimed at a primary surplus over 4 percent 
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of GDP. However, at such interest rates, on the order of 7.5 
percent, there could be liquidity problems even if it were judged 
that Italy remained solvent at a debt ratio of slightly below 120 
percent that did not escalate over time. The fragile condition of 
the financial market for European sovereign debt in the wake of 
the Greek haircuts and the specter of possible exit of some econ-
omies from the euro means that it could prove difficult to avoid 

an upward escalation of the interest rate beyond late-November 
levels and even a failure to roll over debt coming due. 

Monthly redemptions of short-, medium-, and long-term 
debt, which were €30.6 billion in November and €22.5 billion 
in December, eased temporarily to €15.2 billion in January, but 
then will surge to €53.1 billion in February and €44.2 billion in 
March (Tesoro, 2011a). In the absence of a major policy change, it 
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seems unlikely that ECB purchases through its Securities Markets 
Program (SMP) could provide a major part of the demand for 
the rollover financing. After virtually no net purchases in May 
through July, 2011, ECB net purchases in the program reached 
an average of €33 billion monthly in August–November 2011. 
However, the average fell to only about €7 billion in December 
2011 and January 2012.13 Even if the ECB were to return to 
the higher pace of purchases in August–November, with Italy 
accounting for 57 percent of total debt of the five troubled 
periphery economies (IMF, 2011a), its share in the purchases 
would amount to no more than €20 billion monthly, far below 
the February and March amortization totals.14 Moreover, the 
ECB has emphasized that it sees even its recent SMP purchases 
as temporary, and has signaled strongly that it is not prepared to 
engage in much larger and prolonged purchases. 

co n c lu s i o n

In terms of long-term solvency, Italy is not close to a precipice 
and could keep its debt ratio from escalating even if the recent 
peak interest rates on its debt (about 7.5 percent) were to return 
and persist for a long time (but rise no higher). However, there 
is a considerable chance that Italy would face a severe liquidity 
squeeze under these circumstances. It thus behooves the official 
sector in Europe and internationally to move quickly to provide 
some credible lender of last resort vehicle in the immediate 
future. So far the October 26 pledge of leveraging the financing 
capacity of the European Financial Stability Facility (EFSF) and 
alternative proposals of launching euro area bonds jointly or 
with partial guarantees have bogged down. 

The December 9 EU commitment to lend €200 billion to 
the IMF, to be supplemented by lending from other countries 
(especially emerging market economies with large reserves) was 
a useful first step toward building a firewall. Similarly, the ECB’s 

13. Based on amounts outstanding in the weeks ending April 29, 2011 (€76 
billion), July 29 (€74 billion), December 2 (€206.5 billion), and January 
20, 2012 (€219 billion). ECB, Weekly Financial Statements, press releases. 
Available at www.ECB.int.

14. Note further that the ECB’s SMP purchases are on the secondary market. 
Nonetheless, their effect should be broadly comparable to purchases in initial 
auctions.

large package of 3-year lending to the banks at end-2011 helped 
ease sovereign borrowing conditions. Nonetheless, further 
steps to expand the EFSF (and its successor European Stability 
Mechanism, ESM) or launch eurobonds should be pursued 
promptly, without lengthy procedural delay for institutional 
change. Constructing a credible lender of last resort would 
reinforce the momentum of recent improvement in Italian 
spreads, and go a long way to ensuring that a liquidity crisis 
does not provoke an Italian moratorium and thereby inflict 
severe damage on the Italian, euro-area, and world economies. 
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