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I FOREWORD

the most pressing and difficult policy challenge that Western governments have to face.
Against this background, the Banque de France's Financial Stability Review No. 16 focuses
on ‘Public debt, Monetary policy and Financial Stability".

P ublic debt has reached unprecedented levels in advanced economies. It has become today

As usual, the Banque de France has invited prominent academics, practitioners and policy-makers
to express their sometimes diverging viewpoints on this very topical issue in order to investigate
the many aspects of public debt and their potential impact on sustainable growth, financial stability
and the conduct of monetary policy. Each paper sheds light on one or several of these aspects
and attempts to draw some forward-looking policy conclusions. For ease of reading, they are
classified, after an introduction, into four parts, depending on the main themes: macro-economic,
fiscal and operational context; financial and regulatory aspects; monetary policy focus; regional
and international dimensions.

The introduction by C. Noyer stresses that unprecedented levels of public debt in advanced
economies have been accompanied by equally unprecedented interventions by central banks,
both in their magnitude and diversity. As we may have to live with high debt and non-standard
monetary measures for some time, it is essential to maintain clarity of purpose and protect the
two core pillars of central banking, inherited from the pre-crisis consensus: the focus on price
stability and, its corollary, central bank independence.

The first part recalls the macro-economic, fiscal and operational context. As already
experienced, high indebtedness of governments could imply the return of financial repression,
i.e. heavily regulated financial markets and barriers to free circulation of capital, so that a process
of financial ‘de-globalisation’ may have just begun according to C. Reinhart. Various indicators of
public finances have never been so weak for decades in many countries across the world, especially
in advanced economies, but policy implications can be drawn for the short and medium terms
(C. Cottarelli). To adapt, both public and private sectors need to better understand the dynamics
of Western sovereign risk and pivot from a reactionary mode to a pre-emptive one (M. El-Erian).

Part 1T deals with financial and regulatory aspects, in particular the linkages between banks
and public debt. A strong nexus between the credit risks of financial sectors and their sovereigns
has emerged in the Western economies (V. Acharya, I. Drechsler and P. Schnabl). While perfectly
rational, public intervention in a crisis creates a range of moral hazard problems, with repercussions
on incentives for both banks and sovereigns (R. Breton, C. Pinto, and P-F. Weber). This two-way
interaction between banks and governments is critical for financial stability and appropriate
buffers should be built in good times to cushion the impact of bad times for both banks and
sovereigns (J. Caruana and S. Avdjiev). However, in the on-going regulatory reform process,
overemphasizing certain measures may give a false sense of security, e.g. high capital buffers
according to R. Kroszner. Beyond considerations about possible amendments of the current rules
to better reflect sovereign risk, supervisory practices (e.g. stress tests) also appear as a powerful
tool to address the issue (D. Nouy).

Part 11T focuses on the impact for the conduct of monetary policy. Japan is an interesting
case-study where lower potential growth and concerns about future taxes and pension burden have
led to more private sector savings, deflationary pressures and low interest rates (M. Shirakawa).
To some, an accommodative monetary policy prior to a fiscal consolidation increases both the
success likelihood and the credibility of the latter (T. Hellebrandt, A. Posen, and M. Tolle). And if
the public sector becomes so indebted that its fiscal sustainability is potentially at risk, then
monetary policy has no other choice but to be closely integrated with debt management and
fiscal policy (C. Goodhart). Yet accommodative monetary policies raise credibility issues so that
others, like N. Kocherlakota, recall the trade-off between potentially large financial damages in
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case of sovereign default on the one hand, but the necessity of allowing for default if the central
bank is to be independent on the other hand. The difference between two forms of monetary
dominance (‘soft’ and ‘hard") might explain why the turmoil persists in several euro area countries
while the United States or Japan, which have as much or more debt, have not been very affected
(O. Jeanne). Yet contagion plays a crucial role in exacerbating sovereign debt problems in the
euro area and has motivated several interventions by the European Central Bank (V. Constancio).
Monetary policy ought to keep inflation expectations anchored containing tail risks to price
stability on both sides: downside risks implied by this contagion and upside risks that could
result from fiscal dominance (J. Matheron, B. Mojon, and J-G. Sahuc).

Part IV highlights the regional and international dimensions of the debate, with a logical focus
on the euro area. Some identify gaps in the institutional structure of the euro area (C. Sims), making
it particularly vulnerable to the interdependence between banks and sovereigns (S. Merler and
J. Pisani-Ferry) and explore the recent proposals to mutualise and repackage part of the sovereign
debts (J. Tirole). As regards emerging economies, learning lessons from the past, Latin America
has been able to sail through this period of world financial turbulence relatively unscathed but
economic interdependence explains global concerns and may justify some further action by the
International Monetary Fund (A. Carstens). Improving the international financial architecture
should help the world reach a high growth equilibrium despite asymmetries in public debt levels
and financial developments according to J-P. Landau. Looking at the longer term indeed, the main
challenge remains to re-fashion strategies so as to lay the basis for growth in an environment of
fiscal consolidation in Europe, the United States and Japan (Tharman Shanmugaratnam).

Public debt, monetary policy and financial stability
Banque de France ¢ Financial Stability Review  No. 16 ¢ April 2012



I CONTENTS

ARTICLES
Introduction 7
Central banking in a context of high public debt
CaristiaN NOYER, Banque de France 9
Macro-economic, fiscal and operational context 15
Fiscal outlook and fiscal sustainability risks
Carro COTTARELLI, International Monetary Fund's Fiscal Affairs Department 17
When Western sovereign risk is in play
Monamep A. EL-ERIAN, PIMCO 29
The return of financial repression
CarMEN M. REINHART, Peterson Institute for International Economics 37
Financial and regulatory aspects 49

A tale of two overhangs: the nexus of financial sector and sovereign credit risks
ViraL V. ACHARYA, ITamaArR DRECHSLER aAnp PuiLire SCHNABL,

New York University Stern School of Business 51
Banks, moral hazard, and public debts

Recis BRETON, Carouine PINTO anp Pierre-Francois WEBER, Banque de France 57
Sovereign creditworthiness and financial stability: an international perspective

Jame CARUANA anp Steran AVDJIEV, Bank for International Settlements 71
Stability, growth and regulatory reform

Ranpart S. KROSZNER, University of Chicago, Booth School of Business 87
Is sovereign risk properly addressed by financial regulation?

DanmiLe NOUY, Prudential Supervisory Authority - Banque de France 95
Monetary policy focus 107
Contagion and the European debt crisis

Vitor CONSTANCIO, European Central Bank 109
Monetary policy and public debt

CuarLES GOODHART, London School of Economics, Financial Markets Group 123
Does monetary cooperation or confrontation lead to successful fiscal consolidation?

Tomas HELLEBRANDT, Apam S. POSEN anp MariyNe TOLLE, Bank of England 131
Fiscal challenges to monetary dominance in the euro area: a theoretical perspective

Ouvier JEANNE, Johns Hopkins University 143
Central bank independence and sovereign default

Naravana KOCHERLAKOTA, Federal Reserve Bank of Minneapolis 151
The sovereign debt crisis and monetary policy

JurieN MATHERON, Benoit MOJON anp Jean-GuitLaume SAHUC, Banque de France 155
Sustainability of government debt: preconditions for stability in the financial system and prices

Masaakt SHIRAKAWA, Bank of Japan 169

Public debt, monetary policy and financial stability
Banque de France ¢ Financial Stability Review ¢ No. 16 ¢ April 2012 5



CONTENTS

Regional and international dimensions 183
The importance of confidence in macroeconomic stabilisation efforts
Acustin CARSTENS, Banco de México 185

Policies on sovereign debt
Jean-Pierre LANDAU, Princeton University 191

Hazardous tango: sovereign-bank interdependence and financial stability in the euro area
Sitvia MERLER anp Jean PISANI-FERRY, Bruegel and Université Paris-Dauphine 201

Rebuilding growth and optimism in a new fiscal era
TuarRMAN SHANMUGARATNAM, International Monetary & Financial Committee,

and Government of Singapore 211

Gaps in the institutional structure of the euro area

CHristoPHER A. SIMS, Princeton University, Department of Economics 217

The euro crisis: some reflexions on institutional reform

Jean TIROLE, Toulouse School of Economics 225
PUBLISHED ARTICLES 243

Public debt, monetary policy and financial stability
6 Banque de France ¢ Financial Stability Review ¢ No. 16 ¢ April 2012



Introduction

Public debt, monetary policy and financial stability
Banque de France ¢ Financial Stability Review ® No. 16 ¢ April 2012






Central banking in a context
of high public debt

Cuaristian NOYER
Governor
Banque de France

Against the backdrop of the financial crisis and unprecedented high public debt, the demands placed
on all the major central banks have grown tremendously over recent years. They have responded by
taking non-standard measures, adjusting their operational frameworks and significantly expanding their
balance sheets.

We may have to live with this conjunction of high debt and non-standard monetary measures for some
time to come. It is, therefore, essential to maintain clarity of purpose and protect the two core pillars of
central banking, inherited from the pre-crisis consensus: the focus on price stability and, its corollary,
central bank independence.
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Central banking in a context of high public debt
Christian Noyer

reached unprecedented peace-time levels. At the

same time, the crisis has pushed central banks
into making equally unprecedented interventions,
both in their magnitude and diversity.

I n many advanced economies, public debt has

A key issue, for markets and policymakers alike
is whether our current policy regimes based on
monetary dominance (i.e. where the central bank
can efficiently fulfil its mandate), price stability and
central bank independence will prove robust enough
to cope with these two developments.

At this juncture, the question is largely hypothetical.
Inflation expectations are firmly anchored,
central banks are acting in full independence and
monetary dominance seems well assured. However,
looking into the future, a number of risks can be
detected. They call for very careful policy making
and a strengthening of the policy frameworks.
This article examines the interaction between
monetary and fiscal policies when public debt is
very high and outlines a number of consequences
and policy implications.

1| FiscAL POLICY AND PUBLIC DEBT

Rising debt/GDP ratios have brought advanced
economies into unchartered territory. As mentioned
in Reinhart and Rogoff's seminal study, “This time
is different”, all countries whose ratios have
exceeded 80% have experienced prolonged periods
of low growth and sustained financial instability.

History, however, may be a poor guide in the current
circumstances. Financial markets are broader
and more developed than at any time over the
last century and a half. The world is awash with
excess savings looking for safe and liquid instruments
to invest in. And all countries have indicated their
strong intention to keep debt under control and steer
their public finances onto a sustainable path.

There is still a lack of detailed policy prescriptions.
One commonly advocated strategy is to combine
flexibility in the short run with credible consolidation
in the long run. In most countries, no institutional
framework exists to underpin such longer-term
commitments. Financial market participants
therefore may remain sceptical about whether the

political process can come to grips with the problems
raised by fiscal adjustment.

Credibility is essential because sustainability, itself,
is endogenous. As became very clear in Europe
during 2011, doubts about debt sustainability can
be self-fulfilling. They bring higher risk premia and
interest rates which, in turn, require larger primary
surpluses and complicate the task of achieving
fiscal equilibrium.

In a high-debt environment, the interaction between
fiscal policies and capital markets is complex and
unstable. Two pitfalls should be avoided: references
to history, while extremely useful and instructive,
should not be seen as a cause for resignation
and implying that defaults are unavoidable. And,
conversely, in those countries where deficits can
easily be financed, there should be no room for
complacency or delaying the adjustment process.

2| MONETARY POLICIES

Prior to the crisis, a description of monetary policies
in major advanced economies would have centred
on four characteristics: they were focused, with price
stability as their primary or essential objective and
with no specific responsibility sought or given for
financial stability; they were limited, with central
banks having very small balance sheets and using
interest rates as their only policy instrument; they
were independent, a condition recognised as necessary
to anchor inflation expectations and embodied in
very strong institutional frameworks; and they
were successful: the “Great Moderation”, a period of
exceptionally low volatility in output and inflation,
was widely seen as a product of efficient and wise
monetary policies.

There was a happy feeling that, at last, a perennial
monetary regime had been found, well-tailored to
the characteristics of a modern market economy.
Financial markets were efficient and the zero lower
bound and liquidity trap appeared as no more than
historical curiosities.

With hindsight, of course, we can see now that
this “ideal” economy may never have existed. The
“Great Moderation” was probably as much a product
of “good luck” (brought about by the disinflationary

Public debt, monetary policy and financial stability
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effects of globalisation) as of good policy. Monetary
stability is a necessary, but not sufficient, condition
of financial stability, because capital markets are
not always and necessarily efficient. And downward
financial spirals may quickly bring our economies
to the point where interest rates reach the zero level
and can no longer be used as effective tools.

As the crisis unfolded, central banks responded by
taking unprecedented measures and, in the process,
underwent major changes. Their interventions
diversified, with two main objectives: to unclog
financial markets (through exceptional liquidity
provision as well as temporary purchases of assets),
and circumvent the zero lower bound by bringing
down real long-term interest rates through purchases
of public bonds and/or interest rate guidance. As a
consequence, central banks balance sheets expanded
by a factor of three, dramatically increasing their role
in financial intermediation and raising concerns, at
least in some quarters, about the possible inflationary
impact of these measures.

3| INTERACTIONS BETWEEN FISCAL
AND MONETARY POLICIES

The interactions between fiscal policy and monetary
policy may be considered from different perspectives.

One may be called “technical”. In ordinary times,
fiscal and monetary authorities interact through the
management of public debt. Government bonds are
the main collateral for monetary policy. And debt
management impacts the shape of the yield curve,
hence the monetary transmission mechanisms.

Taking a broader perspective, monetary and fiscal
policies jointly determine output and inflation. Such
interactions are sometimes called “strategic”, because
the policy mix results from autonomous actions by
both fiscal and monetary authorities, each trying
to achieve the outcome closest to its preferences
(or mandate). However, if the sovereign is fully solvent,
this “policy game” is dominated by the independent
central bank, which, in all circumstances, can achieve
its inflation target. When taking their policy decisions,
central banks look at the fiscal stance, consider it as
“exogenous’, a source of possible shocks to inflation,
and respond accordingly by doing whatever is
necessary to achieve price stability.

Public debt, monetary policy and financial stability
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Unconventional policies bring three additional
complexities.

e First, public and private asset purchases are
sometimes seen as “quasi-fiscal policies”. A dynamic
use of their balance sheets by central banks has
effects on the allocation and distribution of resources
in the economy. It may favour or penalise certain
collateral or certain borrowers. It may contribute to
transferring resources between private agents.

e Second, as their balance sheets expand, central
banks may be perceived as increasing the potential
risks to their capital base and/or their ability to
distribute the profits generated by seigniorage to the
government budget. Most of the time, this perception
is unfounded since central banks can mitigate the
risks they take through appropriate policies such as
haircuts on collateral. However, governments could
use this argument to try to influence specific aspects
of monetary policy.

e Finally, of course, purchases of public bonds by
central banks may be deemed as monetary financing
of the government. Indeed, this is the reason why
purchases of primary issuances are prohibited in the
euro area. Interventions on the secondary market
may be justified, either (in the euro area) to unfreeze
markets and ensure a proper transmission of monetary
impulses, or, in other jurisdictions, to impact long-term
rates and risk premia when policy rates hit the zero
lower bound. A delicate balance must be found
between the scale of these operations - sometimes
significant in order to produce results — and the need
to avoid any misperception as to the real objective.

4| HiGH PuBLIC DEBT

A high level of public debt imposes limits on what
both fiscal and monetary policy can achieve.

This is well known for fiscal policy. Beyond a certain
point, by no means predictable or automatic, if
fiscal policy becomes too accommodative, private
agents start expecting further consolidation in the
future. They become “Ricardian” and adjust their
savings accordingly. Hence, fiscal stimulus becomes
counterproductive while consolidation, by contrast,
becomes growth enhancing. Europe, today, may be
close to such a situation.

Banque de France ¢ Financial Stability Review ¢ No. 16 ¢ April 2012 11
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High public debt also makes government solvency
very dependent on the monetary stance. With a large
stock of debt, interest rates significantly impact the
fiscal balance. All other things being equal, higher
primary surpluses are required to achieve equilibrium
and maintain sustainability.

In more extreme circumstances, with very high public
debt, and if monetary policy needs to be tightened,
there is no way to achieve the necessary primary
surplus. There is no “state of world” where the budget
constraint and the objective of price stability can be
satisfied simultaneously. Economies therefore face
a choice between sovereign default and inflation.

Most advanced economies are very far from such
a tipping point. Nevertheless, if doubts about debt
sustainability in major economies persist, they
could affect market perceptions on monetary
policies. Should those doubts turn into certainties,
advanced economies could move into a territory
in which potential conflict between price stability
and government solvency could become apparent
and acute.

In short, a high level of public debt increases the
probability of fiscal dominance (i.e. a situation in
which monetary policy loses its independence
and efficiency) in the future. If that possibility is
perceived and incorporated into today’s inflation
expectations, it could pose a significant threat to
monetary and financial stability.

5] FINANCIAL STABILITY

Sovereign bond markets are the most liquid in the
world (but not necessarily the most efficient as
illustrated by their failure, in the past, to discipline
sustainable fiscal policies). For that reason, the
sovereign bonds of advanced economies, especially
of the United States, naturally serve as stores of value,
including for non-residents.

What ultimately secures the risk-free status and hence
the liquidity of sovereign debt? According to one
currently popular school of thought, the sovereign
always retains control over the money printing
press and therefore cannot default on its debt.
On that count, only those sovereigns who can indeed
print money issue truly safe claims. By contrast,

sovereigns that have transferred their monetary
sovereignty to a supra-national central bank (as in
the euro area) cannot issue intrinsically safe debt
and will be penalised by higher risk premia and
interest rates. This view assumes that currency and
bonds are perfect substitutes as instruments for raising
government revenues. It internalises the possibility of
monetising public debt, whatever the consequences
on inflation. I do not share this view.

While technically correct, it is at odds with the essence
and the constituents of all current monetary regimes,
including central bank independence. A sounder
approach would see government debt as risk free
and liquid because it is backed by the sovereign’s
power to tax, now and in the future. For that reason,
it is very well-suited to transferring value from one
period, or one generation, to another, which is exactly
what economic agents expect from a store of value.
Obviously, government bonds can only fulfil that
function if there is no doubt about the future power
to tax, which comes very close to a definition of debt
sustainability. And the value of these bonds also
depends, over time, on the purchasing power of the
currency, i.e. on price stability, and therefore relies
on a central bank’s credibility to achieve this objective
on a permanent basis.

6] CONCLUDING REMARKS

The demands on all major central banks have grown
significantly with the crisis, resulting in a considerable
adjustment of their operational frameworks and a
significant expansion of their policy instruments.

While they are facing all their responsibilities,
central banks are also taking additional risks. The
multiplication of their interventions could be
interpreted as a dilution of their objectives. There is
a tendency among market participants and certain
policymakers to consider central banks as “universal
problem solvers” whose balance sheets can be used
without cost for all sorts of purposes. There is also a
doubt, or at least an ambiguity, in the minds of some
analysts about the true objective of some of their
interventions, such as public bond purchases. Real or
perceived fiscal dominance may be seen as possible.
In short, central banks’ activism makes it harder for
them to stick to their core mandate - price stability -
in the face of increasing pressures and constraints.

Public debt, monetary policy and financial stability
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We may have to live with the conjunction of high
public debt and unconventional monetary measures
for the period to come. Monetary policy will likely,
for some time, rely on a diversity of instruments.
Macroprudential measures will interact with
monetary policies in a complex way.

It is all the more important to maintain our clarity of
purpose and stick to two fundamental characteristics
of central banks inherited from the pre-crisis
consensus: the focus on price stability and, its
corollary, central bank independence.

There should be no ambiguity about what central
banks are trying to achieve. The more unconventional
their actions, the more clarity there should be as
to their ultimate purpose. All of the world’s major
central banks are now engaged in exceptional
interventions: either buying huge amounts of debt
or providing liquidity to banks. These operations
have a clear rationale; but, like any other, they can
only achieve their objectives if inflation expectations
are solidly anchored. From that point of view, calls
by certain economists and market participants for a

Public debt, monetary policy and financial stability
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temporary relaxation of price stability objectives are
misguided. It is very significant, on the contrary, that
two major central banks, those of the United States
and Japan, have recently decided to quantify
their price stability objectives and enhance their
communication accordingly.

Overall, the euro area is well protected against all
of these risks by the robustness of its institutional
framework. Price stability is unambiguously the
priority objective of monetary policy, enshrined in
the EU Treaty. Monetary financing of governments is
strictly prohibited. The Eurosystem (the ECB and the
national central banks) is extremely well capitalised.
Its independence is therefore protected against any
risk stemming from the expansion of'its balance sheet.
As a result, doubts about fiscal sustainability cannot
translate into higher inflation. As experience has
shown, such doubts lead to higher sovereign spreads.

It is very important, therefore, that credible fiscal
consolidation takes place across the euro area. Public
debt is also a public good. Its value should be firmly
defended and protected now, and in the future.

Banque de France ¢ Financial Stability Review ¢ No. 16 ¢ April 2012 13
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Fiscal outlook and fiscal sustainability risks

Carro COTTARELLI

Director
International Monetary Fund's Fiscal Affairs Department

The paper assesses the outlook for public finances in both advanced and emerging economies following
the financial crisis. It highlights the risks arising from the current outlook and discusses the key reasons
for different market responses to the deterioration of the fiscal accounts across the regions of the world
(e.g. between Europe on one side and the United States and Japan on the other side). It draws policy
implications for the short and medium term.

NB: The author thanks to Nathalie Carcenac and Raquel Gomez Sivera for excellent research assistance. He is also grateful to S. Ali Abbas, Abdul Abiad,
Tamim Bayoumi, Nina Budina, James Daniel, Philip Gerson, Thomas Helbling, Paolo Mauro, Abdelhak Senhadji, Hajime Takizawa and Anna Ter-Martirosyan,

for their extremely useful comments.
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Fiscal outlook and fiscal sustainability risks
Carlo Cottarelli

in the world. It is not a pretty picture: public

finances have never been so weak in several
economies in decades, perhaps ever in some cases.
It is also a very variegated picture: the outlook is
weaker in most advanced economies than in the rest
of the world. But, in an economically and financially
integrated global economy, fiscal shocks in one part
of the world reverberate strongly throughout the
globe. The concept of world public debt does not
have any operational meaning, as debt is issued by
individual governments. Yet, it is a useful summary
indicator of the joint exposure to shocks: and it has
never been so high in decades (Chart 1).

This chapter looks at the state of public finances

Of course, the state of public finances cannot be
summarised by a single indicator. Section 1 reviews
baseline fiscal projections for both advanced and
emerging economies and the key risks surrounding
them. Section 2 provides an overall assessment of
macroeconomic vulnerabilities arising from the state
of public finances and related policy implications.
Section 3 concludes, drawing lessons for the future.

Chart 1
World public debt-to-GDP ratio
(%)
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Note: The “‘world” public debt-to-GDP series is based on debt-to-GDP data for a constant
sample of 68 countries, weighted by PPPGDE Debt data were drawn from the Historical
Public Debt Database which has almost full data coverage from 1880-2011 for all
advanced and some emerging economies. Gaps for earlier years in both the PPPGDP
and debt data series were populated through back-extrapolation using the debt and
PPPGDP growth rates of countries for which data was available.

Source: IMF, Fiscal Affairs Department, Historical Public Debt Database, 2011.

1| BASELINE OUTLOOK AND RISKS
AROUND THE BASELINE

The economic crisis that begun in 2008 rocked
public finances across the world, but its impact was
not uniform. Chart 2 looks at basic fiscal indicators
for three relatively homogeneous advanced
country groups:

e the “big two” (Japan and the United States):
here the shock was large with deficits still close
to 10 percent of gross domestic product (GDP)
in 2011: looking ahead deficits are projected to decline,
but, in the absence of ambitious medium-term
adjustment plans, would remain elevated over the
medium term.' Yet, these countries continue to enjoy
strong market confidence and finance their debt at
historically low interest rates;

e the euro area where, on average and with
key exceptions, the shock was not as strong and
adjustment has proceeded rapidly through 2011 in
the context of severe market pressures in part of
the area;

e the other advanced countries where, with a few
exceptions (e.g., the United Kingdom), the fiscal
accounts held up relatively well, debt is fairly low
and market pressures are not a concern.

The surge in the public debt ratio highlighted
in Chart 2 is mostly due to the fall in GDP with
respect to precrisis trends. This fall - acting
through revenue losses unmatched by equal spending
cuts and the opening of the interest rate-growth
differential - explains two-thirds of the rise in the
debt ratio for G20 advanced economies (Chart 3).
Fiscal stimulus was a relatively small component.
The importance of GDP growth in shaping
fiscal trends is also highlighted in Chart 4,
showing the strong correlation between output
and deficit shocks.

Over the longer run, public finances in advanced
economies will be subject to major pressures from

1 Projections reflect IMF staff assumptions on the policies that are likely to be implemented based on policy announcements. They are consistent with those published

in the January 2012 Fiscal Monitor of the IMF.

Public debt, monetary policy and financial stability

18 Banque de France ¢ Financial Stability Review  No. 16 ¢ April 2012



Chart 2
Advanced economies: basic fiscal indicators
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Chart 3

G20 advanced economies: increase in general
government debt
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Chart 4

Growth and deficits

(x-axis: deviation of GDP from pre-crisis projections, pp of GDP;
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Chart 5
Entitlement spending increase

2010-2050
(% of GDP)

Advanced economies
Median

Sweden |
Denmark —|

Italy -

Japan -

France
Germany
Czech Republic
Ireland

Canada

Slovak Republic
Australia

Belgium
Iceland
Netherlands
Austria

Slovei
United Kingdom
Portugal
reece
New Zealand
Switzerland
United States —
Korea
Luxembourg

-5 0 5 10 15 20 25

3
L
L[l

Emerging economies
Median

Estonia
Hungary
India
Pakistan
Poland
Chile
Indonesia
Mexico
Latvia
Philippines
Thailand
South Africa
Bulgaria
Romania
Malaysia
Lithuania
China
Argentina
Saudi Arabia
Russia
Ukraine
Brazil
Turkey

-5 0 5 10 15 20 25
Health mmm Pension

Sources: IMF, 2010, “Macro-fiscal implications of health care reform in advanced
and emerging economies’, IMF Policy Paper (Washington), available via
the internet at: http://www.imf.org/external/np/pp/eng/2010/122810.
pdf; IMF 2011, “The challenge of public pension reform in advanced and
emerging economies’, IMF Policy Paper (Washington), available via the
internet at: http://www.imf.org/external/np/pp/eng/2011/122811.pdf;
and IMF staff calculations.

pension and health care spending: International
Monetary Fund (IMF) staff projects a median
increase of 6% percentage points (pp) of GDP in
this spending over the next fourty years, short of
additional reforms (Chart 5).

The outlook for emerging economies is considerably
better (Chart 6). The fiscal shock was stronger for
emerging Europe, where, however, the adjustment
has been aggressive, with the average deficit falling
below 2 percent in 2011. Altogether, baseline debt
dynamics remain favorable in all regions, although
debt is still relatively high in Latin America.
This better baseline also extends to long-term

Chart 6
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spending trends, although pressures in this area
are not trivial, with a median increase in pension
and health care spending by over 4 pp over the next
fourty years.
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Chart 7
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These baseline projections are sensitive to some key
assumptions, including:

e the level of GDP in advanced economies: the
projections assume that GDP will not go back to the
pre-crisis trend (Chart 7), i.e., that the crisis caused a
step decline in GDP. This implies a loss of revenues of
about 3 pp on average. While a permanent output loss
was observed in the aftermath of most financial crises,
(IME, 2009) one could hope for upside surprises;

e interest rates and growth in advanced economies:
given the high debt levels in advanced countries,
assumptions on interest rate in these countries are
critical. The assumptions underlying the baseline
projections are fairly optimistic, taking into account
the surge in debt ratios (Chart 8), and evidence that
high debt is typically associated with low growth and
higher interest rates;?

e growth and interest rate assumptions are critical
also for emerging economies. The baseline assumes
that the interest rate-growth differential will remain
negative in all regions. A negative differential - which
explains why during 2012-2015 debt trends are favorable
in the presence of primary deficits on average (except
in Latin America) - is not uncommon in emerging
economies, reflecting not only high growth but also
financial repression and underdevelopment (Escolano,
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Shabunina and Woo, 2011). The differential could,
thus, be less favorable in the future in the context of
increased financial liberalisation;

e no financial sector shock is projected in the
baseline. Leaving aside the issue of shocks arising
from public finances (which are assessed below), this
is a relatively optimistic assumption as the financial
sector has not fundamentally changed since 2007;

e assumptions on demographics and the cost of
medical services are critical for long-term spending

2 See Reinhart and Rogoff (2009), Cecchetti, Mohanty, and Zampolli (2011), and Kumar and Woo (2009) regarding the relationship between public debt and growth.
There is ample evidence that public debt affects interest rates, see, for example, Baldacci and Kumar (2010).
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trends (see also IMF, 2010, and IMF, 2012). In the past,
baseline demographic projections have systematically
underestimated the increase in life expectancy,
so the above projections for pension and health care
spending may be on the optimistic side. Things are
more complicated regarding the cost of medical
products. Their rise has been the most important
driver of health care spending in past decades and is
expected to remain so in the future, short of major
changes in the structure of public health care systems
(e.g., increased private co-financing).

Altogether, there is no reason to regard the baseline
projections as particularly pessimistic. Indeed, leaving
aside the possibility of a recovery in output levels,
other risk factors point in the opposite direction.
To these one has to add policy implementation
risk, as the baseline projections do reflect sizable
adjustment at least early in the projection period.

2| ASSESSMENT OF THE FISCAL OUTLOOK
AND RELATED RISKS

How bad is this fiscal outlook and how likely is it that
concern about the ability of governments to repay
their debt results in further widespread sovereign
market disturbances?

For most advanced countries the fiscal position in 2011
was unsustainable: four-fifths of them were running
primary deficits, even on a cyclically-adjusted basis,
and would therefore not have been able to stabilise
the debt ratio for any positive level of the interest
rate-growth differential. The unsustainability of
current policies is even more obvious when the
trend increase for pension and health care spending
is taken into account: almost all advanced countries
would eventually be running a primary deficit in
the absence of adjustment. The position of emerging
economies is different, but only up to a point: while
two-thirds of them were running cyclically-adjusted
primary deficits in 2011,® their interest rate-growth
differential (possibly reflecting, as noted, financial
repression) has been, on average, negative over
several decades which implies that debt stability can
be obtained with negative primary balances.* However,

3 Based on the sample of emerging economies covered in IMF (2011).

emerging economies have in the past faced sudden
surges in the interest rate-growth differential that have
destabilised their debt dynamics. Moreover, as these
countries liberalise their financial system, borrowing
conditions for governments may deteriorate. This
said, at present the key risk for the fiscal position
of emerging economies stems from spillover effects
coming from sovereign debt markets in advanced
economies, acting through lower growth, higher
interest rates, or both. It is therefore appropriate at
this point to focus on advanced economies.

The fact that the fiscal stance of most advanced
economies is unsustainable does n