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Servicing government debt
The impact of rising interest rates

SUMMARY

Interest rates are at historically low levels, both in the European Union and
worldwide. For the euro area, a reason for low market interest rate levels is the
accommodative monetary policy of the European Central Bank (ECB), which
endeavours to increase inflation levels. Most of the time, central banks have to fight
inflationary tendencies, but recently inflation was almost non-existent in the euro
area, even leading to occasional dips into deflation. For some time, inflation was very
far from the ECB’s 'below but close to 2 %' aim.

With clear indication that inflation is picking up, an end to the accommodative
monetary policy may be in sight. Should this impact long-term interest rates for
government bonds, then it might lead to detrimental effects for governments. An
increase in interest rates is generally thought to harm public finances, as the servicing
of debt becomes more onerous.

This briefing shows that the increase in interest rates does not immediately and fully
translate into higher costs for the state, as debt management strategies were put into
place that will effectively reduce the short- and medium-term impact on the state’s
coffers. However, in the long term, governments cannot escape the effects of market
interest rate increases. It could lead to an increase in overall debt, and in certain cases
might result in the neutralisation of past fiscal consolidation efforts.

In this briefing:
 Central bank interest rates to rise again
 ECB’s attempt to revive inflation
 ECB interest rates’ influence on bond rates
 Strategies to avoid negative effects of

interest rate hikes on state finances
 Maturities of bond matters
 Scenarios for EU Member States
 Institutional framework
 Academic and political debate
 Main references
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Central bank interest rates to rise again
Most economists and analysts consider that the present central bank interest rate levels
are exceptionally low. They are even lower than they were in the United States (USA)
during the Great Depression, when the Federal Reserve’s interest rates were low but
never turned negative. In the European Union (EU), central bank rates are expected to
rise again at some point in the future, although at a very slow pace. In January 2017, the
credit rating agency Standard & Poor’s estimated that the European Central Bank (ECB)
will probably not increase its interest rates before 2018 despite a rebound in inflation.

However, some economists think that central bank interest rates (as well as growth and
many other factors) will remain subdued for a very long time, perhaps even indefinitely,
something that is best reflected by a theory called 'secular stagnation', or the
'japanification' of the euro area economies. Permanently low and occasionally even
negative interest rates are part of a worst-case scenario whereby the euro area would
experience a never-ending crisis.

The ECB firmly expects price levels to go up again.
The ECB’s Eurosystem staff macroeconomic
projections, which provide essential input for the
ECB’s decision-making process, foresee annual
inflation at 1.3 % in 2017, 1.5 % in 2018, and 1.7 %
in 2019. This is a radical change compared to the
0.2 % observed in 2016. At some point, the ECB,
whose primary aim is price stability, will have to
increase its interest rates in order to prevent
inflation rising above 2 %. Even if it chooses to let
the inflation rate temporarily exceed 2 % in order
to continue supporting growth by keeping
interest rates as low as possible, the point will
come when fighting inflation will require a rise in
interest rates. This is a direct consequence of the
ECB’s main focus on price stability, rather than
having the choice between objectives (see box). So far the ECB remains cautious and has
not increased its rates. In December 2016, the ECB only announced a reduction of its
monthly asset purchase programme (APP), which as from April 2017 will be reduced to
€60 billion, down from the present volume of €80 billion.1 In January 2017, the ECB stated
that monetary policy would remain accommodative, and that it was prepared to take
further steps to increase inflation should there be any need to do so.

Several other central banks (but not all), especially the US Federal Reserve (Fed), have
shown a cautious tendency to increase interest rates and 'taper' (or reduce) quantitative
easing. The Fed announced the tapering in December 2013. It also increased its rates
twice: in December 2015 and in December 2016. Both for the USA and the euro area, it
seems that the question is less if, but how fast and up to which level, the central banks
will raise their rates. It is to be noted that lower than usual inflation rates are a
phenomenon mainly observed in advanced economies.

Aims of monetary policy: Fed vs. ECB
The US Federal Reserve (Fed)’s aims for
monetary policy are very broad. There are
two basic goals: (i) stable prices; and (ii) the
promotion of a maximum sustainable output
and employment. Between these there is no
hierarchy of goals. In comparison, the ECB’s
mandate, set out in Article 127 of the Treaty
on the Functioning of the EU (TFEU), is much
narrower: the primary aim is to maintain
price stability. As long as that aim is not
endangered, the ECB can pursue its
secondary aim, which is to support the
general economic policies in the Union. The
Treaty thus defines a clear hierarchy of goals
for euro area’s monetary policy.

http://www.europarl.europa.eu/RegData/etudes/IDAN/2016/589782/EPRS_IDA(2016)589782_EN.pdf
https://www.bis.org/speeches/sp150424.pdf
http://www.reuters.com/article/us-eurozone-ratings-s-p-idUSKBN14T12C
http://www.europarl.europa.eu/RegData/etudes/BRIE/2016/573972/EPRS_BRI(2016)573972_EN.pdf
http://www.frbsf.org/education/teacher-resources/us-monetary-policy-introduction/goals/
https://www.ecb.europa.eu/press/pressconf/2016/html/is161208.en.html
http://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1486639324387&uri=CELEX%3A12016E127
https://www.ecb.europa.eu/press/pr/date/2016/html/pr161208.en.html
https://www.ecb.europa.eu/mopo/implement/omt/lending/html/index.en.html
https://www.ecb.europa.eu/press/pressconf/2017/html/is170119.en.html
https://www.federalreserve.gov/newsevents/testimony/yellen20161117a.htm
https://www.thebalance.com/fed-tapering-impact-on-markets-416859
https://www.bis.org/publ/bppdf/bispap89a_rh.pdf
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ECB’s attempt to revive inflation
Worldwide interest rates were already at a very low level before the financial crisis
started. Once the financial crisis unfolded (around 2007-2008), worldwide interest rates
fell even further. For the euro area, this occurred with a time lag, as inflationary pressure
was felt longer than in most other parts of the world, notably the USA, which initially was
much more affected by the financial crisis. The ECB's present low interest rates are part
of the ECB's monetary policy, which attempts to increase rates until meeting an inflation
levels target of 'below but close to 2 %'.2 The ECB's pursuit of price stability consists of
fighting both inflation and deflation – the latter objective was long obscured by the fact
that historically inflation is the norm. Deflation became a concern sometime after the
start of the sovereign debt crisis, when the euro area’s economic activity slowed down.3

The ECB gradually decreased its interest rates to around zero, and indirectly supported
this with non-standard measures such as the asset purchase programme. Market interest
rates dropped to very low levels, as they are strongly, but not exclusively, determined by
the ECB's rate setting.

ECB interest rates’ influence on government bond rates
Contrary to the short-term effects of monetary decisions, where the transmission to
market rates is predictable and strong, there is no immediate and mechanic link between
the central bank’s moves of interest rates and the rates for long-term government bonds.
In principle, the bond’s long-term rates can go any way. However, transmission
mechanisms ensure a positive correlation between the short-term interest rates as set
by a central bank and long-term market interest rates for bonds, if a number of conditions
are met: the central bank enjoys a high degree of credibility, the economy and its banking
sector are not fundamentally disrupted, and the government’s creditworthiness is intact.
Then, it may be reasonably assumed that the central bank’s changes in short-term
interest rates and long-term government bonds correlate positively. However, this is a
scenario, and all the conditions may not align. Market expectations and confidence are
key to the well-functioning of transmission mechanisms.

Strategies to avoid negative effects of interest rate hikes on state finances
The existence of very low interest rates has an immediate advantage for governments:
their budgets are less under pressure, as it reduces the amount of money which is
necessary to service their debt. This is particularly the case in those Member States which
are (or were) under joint EU and International Monetary Fund (IMF) programmes.4 But
this advantage is also felt in other Member States, especially those with a very high
sovereign debt to GDP (gross domestic product) ratio. These countries would be expected
to suffer most from an increase in interest rates. Low interest rates are also a welcome
bonus for all other governments, including that of Germany, whose budget surplus is in
part attributed to low interest rates.

http://www.ecb.europa.eu/mopo/intro/html/index.en.html
http://www.ecb.europa.eu/mopo/html/index.en.html
http://www.frbsf.org/education/publications/doctor-econ/2006/february/deflation-costs
http://www.ecb.europa.eu/mopo/decisions/html/index.en.html
https://www.ecb.europa.eu/mopo/intro/transmission/html/index.en.html
https://www.ecb.europa.eu/mopo/intro/transmission/html/index.en.html
http://www.bankofengland.co.uk/publications/Documents/other/monetary/montrans.pdf
http://www.reuters.com/article/germany-budget-idUSL5N1F22KX
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A country's government bonds do not all have the
same maturity (i.e. time span until the debt must
be redeemed), nor do they carry the same interest
rates. Finance ministers can therefore put into
place debt management strategies aimed at
reducing the costs of debt, including limiting risks,
such as the exposure to possible interest rate
increases. As a result, a given interest rate
increase on new debt, for instance by one percent
point, will not immediately increase the weighted
interest rate of public debt by one percent, but by
much less than that (see box).

Maturities of bonds matter
For a government, the greater the proportion of
bonds issued with long maturities is, the better it
is placed to fend off the effects of an increase in
interest rates. Conversely, if the majority of the
bonds are short-term, then the rollover of interest
rates increases should be particularly fast.

In case a country is under market pressure (for
instance by way of a massive loss of confidence
from financial investors), and a default on the
sovereign debt is getting increasingly probable,
then there is a tendency to emit short-term debt. Indeed, as that state’s bonds with long
maturities are more likely to cover a period affected by a possible sovereign default, its
long-term debt can only be emitted with a particularly high-risk premium. Unfortunately,
issuing bonds with a high interest rate is something a government under market pressure
cannot afford, hence the reliance on short-term bonds. It is to be noted that a large part
of the debt of programme countries, especially Greece, is financed through instruments
with extremely long maturity (30 years or more). By offering long-maturity loans at very
low interest rates, the European stability mechanism (ESM) significantly contributes to
reducing the short- and medium-term effects of market rate increases for these
countries.

Whatever the debt management strategy, interest rate hikes will fully impact state
coffers in the long term. Debt management strategies only alleviate pressure in the short-
and to a lesser extent in the medium-term.

A crucial element that has to be taken into account is that interest rates need to be seen
in relation to inflation. For debtors and lenders alike, in a static analysis, one percent
interest rates in an environment with one percent of inflation is basically the same as a
two percent of interest rate when there is two percent of inflation. But a parallel increase
in inflation and interest rates would not be neutral, as dynamics such as time-lags and
other mechanisms are at play. It can be deduced from the paragraphs above that a
parallel increase in inflation and in interest rates would play in favour of the state's
coffers, as the effects of inflation on reducing the pressure emanating from debt are felt
immediately, whereas the roll-over of costs due to higher interest rates is rather slow. In
addition, increased inflation amounts to a decline in real interest rates, thus further
taking pressure from governments.

Example for a low transmission rate due to a
robust debt management strategy

A practical example demonstrates how much
the impact of interest rate rises on the state’s
coffers can be muted by a debt management
strategy. The following quote concerns the
Canadian province of Ontario, which applies
a debt management strategy: 'It would take
about 10 years for at least 65 % of the
province's debt to be exposed to refinancing
at higher interest rates. In other words, if
interest rates increase by one percentage
point, say in 2016-2017, and remain at that
higher level indefinitely, then the weighted
average interest rate on the province's debt
would be expected to increase by
0.10 percentage points in 2016-2017, and
continue to adjust upwards gradually, as each
year another small slice of the original debt
maturities roll over at the higher interest
rate.' This clearly shows how muted the
impact in the short and medium term can be.
There is no instant one to one transmission of
market interest rate increases to the implicit
(i.e. averaged) governments' interest rates.

http://treasury.worldbank.org/bdm/pdf/1_Cross_Country_Analysis_PDM_Strategies_Melecky.pdf
https://www.fraserinstitute.org/sites/default/files/impact-of-higher-interest-rates-on-cost-of-servicing-government-debt.pdf
http://esm.europa.eu/
https://www.fraserinstitute.org/sites/default/files/impact-of-higher-interest-rates-on-cost-of-servicing-government-debt.pdf
https://www.bis.org/review/r161221b.htm
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Scenarios for EU Member States
The European Commission carried out a study – the Fiscal sustainability Report 2015 –
which analyses the possible consequences of interest rate increases on government debt,
covering all but two EU Member States.5 Table 1 is based on this study, published every
third year.

Table 1 – Effects of a permanent increase of 1 % in interest rates

2026

End forecast (2017)
Baseline no-policy change

scenario Permanent 1 % interest shock

Implicit
interest rate
on debt 2017

Debt
2017

Implicit
interest rate
on debt 2026

Debt
2026

Implicit
interest rate
on debt 2026

Debt
2026

Debt (difference
with Baseline

no- policy
change scenario)

% % of GDP % % of GDP % % of GDP % points
BE 2.6 106.1 3.7 98.9 4.4 103.8 4.9
BG 3.3 33.6 4.3 44.2 5.1 44.2 2.2
CZ 2.9 40.5 4.2 46.9 5.0 49.7 2.7
DK 3.1 38.3 3.8 27.4 4.4 28.9 1.5
DE 2.1 65.6 3.5 50.6 4.2 53.6 3.0
EE 1.1 9.2 4.5 12.0 5.4 12.6 0.6
EI 3.3 93.7 4.1 85.0 4.7 89.1 4.1
EL - - - - - - -
ES 2.8 100.4 3.9 91.8 4.7 97.6 5.7
FR 2.2 97.4 3.7 101.0 4.5 106.6 5.6
HR 4.2 92.9 4.7 105.3 5.6 112.5 7.2
IT 3.1 130.0 4.0 110.1 4.8 117.0 7.0

CY - - - - - - -
LV 2.9 37.6 4.0 33.4 4.9 35.4 2.0
LT 3.9 42.5 4.8 50.1 5.8 53.3 3.2
LU 1.9 23.5 2.6 13.6 3.2 14.2 0.6
HU 4.4 72.6 4.7 60.1 5.7 64.8 4.7
MT 3.9 61.0 4.2 54.9 4.8 57.0 2.1
NL 1.7 66.9 3.4 62.7 4.3 66.4 3.7
AT 2.6 84.3 3.6 72.5 4.3 75.9 3.4
PL 3.1 53.5 4.1 62.5 5.0 66.0 3.5
PT 3.6 121.3 4.3 111.8 5.1 117.8 5.9
RO 3.9 42.8 4.5 61.1 5.5 64.8 3.7

SI 3.4 78.3 4.0 81.2 4.8 85.3 4.1
SK 3.0 52.2 4.0 51.5 4.8 53.9 2.4
FI 1.8 65.7 3.7 75.5 4.5 79.8 4.3

SE 1.5 43.3 3.8 42.7 4.7 45.7 3.0
UK 2.7 86.9 3.3 89.8 3.9 93.2 3.5
EU 2.6 85.5 3.7 79.5 4.4 83.8 4.3
EA 2.5 91.3 3.7 81.9 4.5 86.6 4.7

Source: Fiscal Sustainability Report 2015, Table 2.7, page 51. No numbers given for Greece and Cyprus.

How to read the table, example of Belgium (BE): For 2017 the implicit (averaged) interest rate on public debt is 2.6 %,
while the debt is 106.1 % of GDP. In 2026, even without changes in market interest rates, the implicit interest rate
would have risen to 3.7 %, while fiscal consolidation would have reduced debt to 98.6 % (fiscal consolidation is part of
the model’s assumptions and achievements varies from country to country). Should there be a permanent market
interest rate increase of one percent, then the implicit interest rate would have risen to 4.4 %, and the fiscal
consolidation effort would have been almost annulled, with debt at 103.8 %. The last column shows that the one
percent increase in market interest rates results in sovereign debt increasing by 4.9 % in 2026, compared to a situation
of no increase in market interest rates (103.8 % - 98.9 % = 4.9 %).

http://ec.europa.eu/economy_finance/publications/eeip/pdf/ip018_en.pdf
http://ec.europa.eu/economy_finance/publications/eeip/pdf/ip018_en.pdf
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It shows the effects in 2026 of a permanent increase by one percent of market interest
rates on governments' interest rates and on the Member State’s public debt. Even if the
market interest rates were to stay unchanged at the present historically low levels, the
implicit (i.e. averaged) interest rates for public debt would still increase for all countries,
thus increasing the debt burden. Moreover the model's main point is that the
government's implicit interest rates would rise even more if market interest rates were
to permanently increase by 1 %. In that case government debt would increase for all
countries, sometimes in a dramatic way. To take one example: in Spain, which in the
model's assumptions is credited with a successful consolidation effort, most of that
consolidation would be cancelled out by the consequences of an increase in interest rates
as little as 1 %.

The Commission's report identifies a number of Member States whose debt sustainability
is at risk.6 It distinguishes between short- (i.e. one year), medium- and long-term risks. It
is stated that no country is (or was) at acute short-term risk. The Commission report
having been published in late 2015, one can now acknowledge that they were right in
their assumption that there was very little short-term risk, as no Member State got close
to a possible default on its debt in 2016. But for the medium term, the report warns of
potentially high risk for ten to eleven countries. Moving to the long term, there is only
one country with high risk potential, whilst there are 14 EU countries that may face
medium-size risks. It is made clear in the Commission report that increases in the market's
interest rates can amplify the risk of a sovereign default.

A 2016 study, published by the think tank Bruegel, uses scenarios with two percentage
point increases in real interest rates, and takes into account a large number of liabilities,
such as unfunded pension liabilities, public health-care liabilities, as well as contingent
liabilities related to financial stability. It concludes that some countries must adjust faster
or in a more significant way, taking advantage of still low interest rates.

In addition to the effects on debt sustainability, other consequences can be observed. An
IMF working paper (2013) draws attention to the fact that paying interest on debt will
divert taxpayer's money away from items which politicians may consider useful.7

Desirable expenditures may include social policy, healthcare, environment, research,
security, or education. This might limit policymaker's tolerance to public debt. The IMF
study comes to the conclusion that a higher pace of fiscal consolidation may not only be
dictated by fiscal sustainability, but also by political choice.

Institutional framework
In this context, it is worth remembering that the euro area's fiscal framework is
determined by the Stability and Growth Pact (SGP), which requests governments to
achieve fiscal positions that are close to balance or in surplus over the medium term, as
well as to keep sovereign debt under 60 % of GDP. A balanced budget and an upper limit
to debt are deemed necessary in order to maintain both the sustainability of public
finances and that of pension systems. In countries with unfavourable demographics,
pension systems may harbour large contingent liabilities, and thus increase the pressure
on state finances. Similar liabilities may exist in other fields, such as health care or in the
financial sector. Concentrating purely on the sovereign debt numbers may therefore
obscure the overall assessment of a state’s budgetary health. Another reason for putting
limits to sovereign debt is the evidence that public debt above 85 % of GDP can become
a drag on growth. (A similar break to growth exists for corporate and household debt,
around 85-90 %.) As shown in the Commission study mentioned above, in the long-run,

http://bruegel.org/wp-content/uploads/2016/11/PC_21_16.pdf
http://bruegel.org/
http://www.imf.org/external/pubs/ft/wp/2013/wp13125.pdf
http://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1486654112858&uri=CELEX:31997Y0802(01)
http://www.bis.org/publ/work352.pdf
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an increase in market interest rates can have a strong negative effect on consolidation
efforts carried out within the European Union economic governance framework.

Academic and political debate
At the beginning of the financial crisis (in 2007-2008), when one the one hand central
banks had to dramatically increase the monetary supply in order to pre-empt a meltdown
of the banking sector, and on the other, governments were forced to take up debt in
support of the banking sector as well as to counter other crises, a recurrent topic was that
of defining the exit strategy from these exceptional measures, as well as possible
problems which may emanate from a late exit. A central point was the sequencing of the
exit from monetary and fiscal stimuli. But over time the extent of the combined financial
crisis and sovereign debt crisis eclipsed the debate over exit strategies. With the acute
crises now being over and central bank’s being poised to increase interest rates, the
discussion of exit strategies and their sequencing is likely to gain renewed momentum.
One aspect is to what extent sovereign debt levels can be reduced, now that there is a
degree of fiscal space.

However, this approach can be set against a strong push to refrain from reducing
government debt at this time, in order to maintain growth stimuli. This is now part of the
approach recommended by the Commission, as laid down in the annual growth
survey 2017. At its core is the request for those Member States with very high debt levels
and/or substantial budget deficits to continue concentrating on fiscal consolidation,
whilst recommending to those with fairly good fiscal positions to increase debt financed
investments as well as supporting demand in general. The OECD’s global economic
outlook makes similar recommendations.

Concerning public debt, the present debate looks as if it is almost torn between two
extremes: those who fear a possible return of vicious circles between a frail banking
system and fragile public finances versus those who would rather expand public debt in
order to boost demand. Taking into account possible effects of central bank rate increases
on government bonds, market interest rates should be an important element for both
camp’s assessments. In the short term, the effects of market interest rate increases on
public debt are negligible, whilst in the long term they are substantial.
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Endnotes
1 The President of the Bundesbank, Jens Weidmann, also links the reduction of the APP purchase volume to the ECB

Governing Council’s increased confidence in the economic recovery of the euro area.
2 The euro area’s monetary policy is actually not set by the ECB, but by what is called the Eurosystem, which comprises

the six members of the ECB’s Executive Board plus the heads of the national central banks of those Member States
which are part of the euro area. The Eurosystem is a part of the European System of Central Banks (ESCB), where the
heads of the central banks of all EU Member States have a seat. However, to keep things simple, this Briefing refers
to the ECB as being the body deciding on the euro area’s monetary policy.

3 The inflation levels in the euro area differ from one Member State to the other. This means that some Member States,
especially those under an adjustment programme, may be in deflation, whilst others experience usual levels of
inflation. Euro area monetary policy is responding to an averaged level of inflation, using instruments which do not
differentiate between countries.

4 This does not only refer to Greece, Portugal, Cyprus and Ireland. Three other Member States, which are not (or were
not at the moment of the crisis) part of the euro area also underwent joint IMF and EU programmes: Latvia Hungary,
and Romania.

5 Cyprus and Greece are not covered by this study, as the macroeconomic model used by the Commission cannot cope
with the frequent readjustment of the programmes.

6 For more details, see Commission report, pp. 97-101.
7 The IMF paper quotes former French President Nicolas Sarkozy when he announced an austerity package in 2011:

'I am doing this because each year France pays €49 billion as interest on its debt', drawing attention to the fact that,
for the first time, the interest bill became the largest spending item of the national budget.
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