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Corona crisis:
Italy’s government finances under pressure
AGNIESZKA GEHRINGER

Abstract
The coronavirus pandemic is likely to cause a global recession.
Italy is one – if not the – most exposed larger country to both
the pandemic and recession. The government has already responded to the crisis with a substantial package of fiscal
measures, amounting currently (March 17) to EUR 25 billion.
The increase of the public debt ratio as a result of measures to
fight the pandemic and of the recession will sooner or later require an intense effort to ensure the solvency of the Italian
state.
Zusammenfassung
Die Coronavirus-Pandemie wird wahrscheinlich eine weltweite
Rezession auslösen. Italien ist eines der - wenn nicht sogar das am stärksten von der Pandemie und der Rezession betroffene
größere Land. Die Regierung hat bereits mit einem umfangreichen Paket fiskalischer Maßnahmen, das sich derzeit (17. März)
auf 25 Milliarden Euro beläuft, auf die Krise reagiert. Der Anstieg
der öffentlichen Schuldenquote als Folge der Maßnahmen zur
Bekämpfung der Pandemie und der Rezession wird früher oder
später intensive Anstrengungen erfordern, um die Solvenz des
italienischen Staates sicherzustellen.

Corona crisis will leave deep financial scares
On March 5, the Italian government adopted an initial EUR 6.3 billion package of supportive measures for the economy. Upon the expectation that
“economic activity [being] liable to fall more deeply and broadly in the near
term”, the initial package was further extended on March 11 to EUR 25 billion, bringing the overall authorization to 1.1% of GDP. However, the latter
figure will most probably increase both as a result of the fight against the
pandemic and of recession. An economic downturn is now inevitable.
Figure 1 shows a simulation of the consequences of an economic crisis for
general government gross debt. We simulate two scenarios:
Figure 1. Two crisis scenarios for Italy
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Source: Own elaborations Flossbach von Storch Research Institute based on data from Macrobond/Bank of Italy/Eurostat

Scenario 1: Severe economic crisis
To design this scenario, we take as a reference the economic impact of the
2009-2010 recession. Although the two events are not fully comparable, the
economic crisis following the Great Financial Crisis should be a sufficiently
good reference to approximate for an economic damage caused by an unexpected event.
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Growth of nominal GDP fell by almost 7 percentage points in 2009, by almost
1 percentage points in 2010 and by 0.8 percentage points in 2011 compared
with the average nominal GDP growth in the three years preceding the event.
Back then, this led to a nominal GDP growth of -3.7% in 2009, +2.2% in 2010
and +2.3% in 2011. However, given a much lower average growth of nominal
GDP (1.8%) in the period 2017-2019, a full-blown current crisis could result
in nominal GDP growth of perhaps -5% in 2020, +0.8% in 2021 and +1% in
2022. Afterwards, we assume that nominal growth normalizes at levels from
before the crisis (i.e. 1.8%).
The impact of the coronavirus pandemic and recession create a deficit in the
primary balance. Assuming a similar effect as in the economic crisis 20092010, the primary balance could worsen by almost 3 percentage points of
GDP in 2020 and by 2.2 percentage points in 2021 compared with the average over the three years preceding the event. Accordingly, this would lead to
a primary balance of -1.6% of GDP in 2020 and -0.9% in 2021. For the period
2022-2024 we assume a normalization of public finances, leading to an average annual primary surplus of 1.3%. This would correspond to an average
primary surplus generated in Italy over the period 2017-2019.
Finally, we assume that turbulence around the corona crisis and the economic downturn would lead to an increase of the average interest rate on
the Italian government bonds. This assumption is the most difficult to make,
compared with the previous two, given that the general context of the interest rates changed much after the Great Financial Crisis. Back then, the interest rates were at more normal levels and the European Central Bank had significantly larger room of maneuver to cut interest rates to contain rising risk
premia on government debt titles and to answer to a looming economic crisis. Today, this room of maneuver is much more contained. At the same time,
the participation of the ECB in the market for sovereign bonds through its
extensive asset purchase programs accelerated the convergence of interest
rates within the euro area to the low levels close to the interest rates on the
German government bonds. This implies that the reaction of interest rates
on the Italian government bonds is expected to be much more contained
compared to the previous crisis. Accordingly, we assume that the average
interest rate in Italy would increase in 2020 by a moderate 1 percentage
point over the average levels experienced in 2019. This would correspond to
an increase of the average interest rate to 1.9% in 2020. For the period 20212024, we assume that the average interest rate would go down slightly to
1.4%. This would accommodate for the hypothesis that a further increase in
the public debt burden would require a slightly higher risk premium on the
Italian government bonds.
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Based on this scenario, the public debt ratio in Italy would increase from the
current 136% of GDP to a maximum of 147.4% in 2022 and would then gradually decrease to 146.7% in 2023 and 145% in 2024.
Scenario 2: Economic crisis “light”
Provided that the economic impact from the COVID-19 crisis would be less
severe and that extensive monetary and fiscal stimulus would contain the
downturn and gradually bring the interest rates levels to the pre-crisis period, the trajectory of the public debt in Italy would be milder compared with
the previous scenario. However, this is contingent on two crucial assumptions, namely, that 1) the impact on the nominal GDP growth over the three
years 2020-2022 would be only half as severe as under scenario 1 and the
growth rate of nominal GDP would return to the pre-crisis normal of 1.8%
afterwards, and 2) the average interest rate would increase by only 0.5 percentage point in 2020, converging gradually afterwards to the pre-crisis level
of 0.9% in 2024.
Under this scenario, the government debt ratio would increase to reach a
peak of 140.6% in 2022. The debt ratio would then gradually decline to
136.4% in 2024.
Conclusion
Taking as reference the economic crisis from the recent past, this note analyses the likely fiscal consequences of the current corona crisis. Even a mild
economic recession would bring the debt-to-GDP ratio in Italy to over 140%
in the next two years. A recession twice as severe – which unfortunately
seems more likely - would result in an increase of debt ratio by more than 10
percentage points, bringing it to 147% in 2022. Moreover, based on the experience of the last few decades, the rise of public debt in Italy is more likely
to be permanent rather than only temporary.
With a debt ratio heading towards 150% of GDP it is unlikely that Italy will be
able to access financial markets without external help. Given the limited
funding capacity of the European Stability Mechanism, it seems inevitable
that the European Central Bank will have to assume the role of the lender of
last resort to the Italian government.
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