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1. Introduction

Fiscal sustainability as the ability of governments to sustain their current fiscal policies in the long run is largely
linked to the concept of fiscal risks. To the extent that the sustainability of public finances affects
intergenerational fairness and embodies principles that apply at all times and to all governments, regardless of
their current indebtedness, EU Member States need to adjust to unforeseen circumstances beyond the control of
the government, such as major changes in the business cycle or economic crises. The need to keep government
debt under control and to maintain the ability to issue debt when needed is also essential for the smooth
functioning of the economy.

Prior to the recent financial crisis, the indicators used to "measure"” fiscal sustainability of EU Member States
provided an opportunity to assess long-term risk. Yet, subsequent events have shown that this is not enough.
Thus, there is a need to apply an approach that integrates the assessment of long-term sustainability with the
assessment of more immediate issues and risks by involvement of additional indicators for measuring medium-
term and short-term risk. In this line, to ensure a more efficient and coordinated fiscal policy within the European
Union, common fiscal sustainability standards were introduced for all Member States.

The purpose of this research is, based on an assessment of the nature of the fiscal policy and the fiscal rules
applied in the EU for its stabilization, to trace the dynamics of risk levels based on the multidimensional
approach applied by the EC which brings together in a synthetic way results on debt sustainability analysis
(DSA) and fiscal sustainability indicators. The last two paragraphs analyse the forecasts for fiscal sustainability
and level of fiscal risk in EU Member States in the COVID-19 pandemic situation and outline the trends in the
medium term.

2. Fiscal sustainability and fiscal rules in the EU

According to the OECD definition, fiscal sustainability is the ability of a government to maintain public finances
at a credible and serviceable position in the long run (Gov. at Glance, 2014). Ensuring long-term fiscal
sustainability requires accurate and continuous planning and correct forecasting of future values of public
revenues and liabilities, taking into account the economic situation, the factors influencing economic
development, etc. The unforeseen situation the governments of the EU Member States have faced since the
outbreak of the COVID-19 pandemic has created preconditions for deterioration in fiscal positions of the
countries, "a snow ball effect” in terms of the constantly growing debt levels and reduction of the potential for
economic growth. The spending of the EU Member States in the form of recovery measures, as well as the
unprecedented decline in economic activity in 2020, have posed a big challenge for governments to maintain
fiscal sustainability. Ensuring fiscal sustainability and overcoming this challenge are directly related.

Fiscal sustainability largely depends on the level of debt (Prodanov & Naydenov, 2020; Vasconcelos, 2021). The
guestion related to determining the maximum levels of government debt ratios is of interest for many economists
and policy makers. The European Union follows strict rules on optimal debt and deficit levels. The Maastricht
Treaty, concluded in 1992, set the requirements for keeping low levels of public debt and deficit while respecting
budgetary discipline as a guarantee for ensuring fiscal sustainability (Lilova et al., 2017; Mazzanti et al., 2020).
The next step towards compliance with fiscal discipline, supplementing and elaborating the provisions of the
Maastricht Treaty, the European Commission took in 1997 with the adoption of the Stability and Growth Pact.
Given the specifics of the fiscal systems of each Member State and the need to supplement existing treaties, the
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so-called "Two-pack " and "Six-pack™ - Revision of the Stability and Growth Pact in 2005, Treaty on Stability,
Coordination and Governance within the Economic and Monetary Union-European Fiscal Pact (2013) were
ratified. The introduction of increasingly restrictive measures and specific fiscal rules aims to achieve fiscal
sustainability and balance the needs for additional funding and public sector stability in the Member States.
Anderson, B. and Minarik, J. claim that the establishment of new fiscal rules must take into account not only the
levels of government debt and deficit, but also the measures applied in crisis situations for economic recovery and
growth and public credibility. Authors such as Aerts J. and Bizarro P. (Aerts & Bizarro, 2020), Onofrei M.
(Onofrei et al., 2020) and others call for the application of a new analytical approach to the framework for fiscal
governance and fiscal sustainability with a focus on government debt levels and the ability of governments to
service it. The COVID-19 economic shock in all Member States and the Spring 2020 European Economic
Forecast published in May 2020, which forecasts a new average European debt level of 103% for 2020, clearly
prove the need for a new approach to the fiscal frameworks of the countries and the fiscal instruments used.

The fiscal discipline in the EU is mainly the subject of empirical research and, to a lesser extent, of fundamental
theoretical formulations. A number of authors such as von Hagen (1991), Bayoumi and Eichengreen (1994),
Alesina and Bayoumi (1996), Bohn and Inman (1996), von Hagen and Eichengreen, (1996) in the mid-1990s
investigated the effectiveness of the fiscal rules used in the United States with the idea to "adapt" them to the
specifics of the euro area.

The efforts to ensure stability of the Economic and Monetary Union also requires the introduction of fiscal rules
in the EU Member States (Zahariev, 2012), which shifts the focus of research to Europe. The findings of the
empirical research in the last two decades have proved the need to establish fiscal rules with fixed numerical
values to provide for a balanced level of public finances in the long run. Today it is rarely disputable that the
effectiveness of fiscal results depends firstly on the type of rule and secondly on the mechanisms of influence in
case of "deviation" from the fixed numerical value.

The concept ‘fiscal rules’ is defined with precision by Kopits and Symansky (1998) as a permanent constraint on
fiscal policy, expressed in terms of a summary indicator of fiscal performance such as the government budget
deficit, borrowing, debt and others.

The European Commission has formulated four major categories of fiscal rules in force in EU Member States:
constraints to balance the government budget, the level of public debt, public expenditure and public revenue.
As envisaged in the European Commission regulations, the strengths of a fiscal constraint in Member States are
assessed according to the following criteria: legal basis for establishing the rule; the type of institution that
applies the rule; the presence of corrective mechanisms and sanctions for violations; media coverage of the rules
and their observance or non-compliance; a body responsible for establishing a deviation from the target.
Logically, most empirical research on fiscal discipline focuses on identifying the level of debt and the risk of
fiscal sustainability imbalances (Ayuso-i-Casals et al. 2009). Fewer are the rules on public expenditure and
revenue: 55% (of the 113 rules currently in force) aim at balancing government budgets and 25.44% at reducing
debt (Figure 1.). The expenditure rules introduced in the EU Member States constitute 16.67% of the total number
and revenue rules - 2.63%.

The supranational fiscal rules, which account for 61.6% (Figure 2), are based on the preventive and corrective
clauses in the Stability and Growth Pact, the effectiveness of which is directly dependent on the envisaged non-
compliance sanctions (Ayuso-i-Casals, Gonzalez Hernandez, Moulin and Turrini, 2009). The fiscal rules in force
at national level are largely in line with the provisions of Treaty on Stability, Coordination and Governance in the
Economic and Monetary Union (Comision Europea, 2011), concluded in 2013. The main requirement is the
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introduction of a fiscal rule to ensure a balanced budget in the medium term and a mechanism for correction of
significant deviations.

2.63%
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Figure 1. Figure 2.
Fiscal sustainability framework: a multidimensional approach (1)  Fiscal sustainability framework: a multidimensional approach (2)

Source: An official website of the European Union, author’s interpretation
Note: The chart is based on the latest available update (2018) of the European Commission’s fiscal governance database

The development of common fiscal rules allows for the coordination of fiscal policies - a circumstance essential
for the functioning of the EU, as well as for the analysis, assessment and forecast of fiscal sustainability of the
Member States. The established horizontal framework for assessing fiscal sustainability (European Commission,
2015) brings together in a synthetic way results on debt sustainability analysis (DSA) and fiscal sustainability
indicators. Based on a set of fixed transparent criteria, the framework allows for gaining a consistent horizontal
overview of fiscal sustainability in the short, medium and long term®, as well as across the EU Member States.

3. Indicators for assessment of the fiscal risks faced by the EU Member States

Fiscal risk is mainly defined as “a source of fiscal stress that could face a government in the future” (Polackova
et al., 2002) or as “the possibility of deviations in fiscal variables from what was expected at the time of the
budget or other forecast” (Cebotari et al., 2009). Fiscal risks, the presence of which affects fiscal sustainability,
arise from "macroeconomic shocks and the realization of contingent liabilities" (Cebotari et al., 2009). The
presence and the scale of fiscal risks are also affected by the time horizon, insofar as the factors causing "shocks"
in economic systems may manifest themselves in the medium or in the long term.

The fiscal sustainability risks faced by the EU Member States are assessed by means of a comprehensive
horizontal overview of fiscal sustainability challenges across time horizons (short, medium and long-term) and
across countries based on a set of transparent criteria that bring together in a synthetic way results on debt
sustainability analysis (DSA) and fiscal sustainability indicators.

* The time horizon of the short-, medium and long-term is respectively the upcoming year, the next 10-15 years and the infinite horizon (in
practice, with fully-fledged projections up until 2070, and assuming that the main variables remain constant thereafter).
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The multi-dimensional approach used by the European Commission to assess fiscal sustainability comprises
three sustainability indicators of different time dimensions (SO, S1 and S2) which are jointly used with a debt
sustainability analysis including government debt sensitivity tests and alternative scenarios (Figure 1). The set of
indicators is used as part of the Commission's assessment of EU Member States budgetary plans in the context of
the Stability and Growth Pact. The fact that the fiscal sustainability assessment indicators are the same for all EU
Member States and are computed using the same methodology, allows for comparative analyses of the level of
sustainability in individual countries compared to other Member States and to the values for the EU as a whole.
They make it possible to assess the extent to which there is a need for a relatively big policy adjustment at
present or in the future, as well as the type of policy adjustment required (fiscal or structural or a combination of
both).

S0 indicator S1 indicator S2 indicator
Short-term Risk Overall Risk Assessment Long-term Risk

N

Y

5 e .
+ Earty-detection L Fealim tols
model based on o Gross funding
outturn data of 25 orecasts
macro-fiscal variables e Contingent liabilities
e Financial markets' | |
information

Horizontal Fiscal Sustainability Assessment Framework

Figure 3. Fiscal sustainability framework: a multidimensional approach
Source: European Commission

The multi-dimensional approach of the Commission to assess fiscal sustainability integrates long-term
projections with an assessment of more immediate challenges and risks. Both long-term and short-term analysis

are supported by appropriate indicators that can indicate the scale and scope of sustainability challenges as
follows:

The short-term fiscal challenges are assessed using a composite SO indicator of the risks of potential ‘fiscal
stress’. The value of the indicator computed as the weighted proportion of fiscal, financial and macroeconomic
variables (25 in total), performs as a potential fiscal stress signalling tool and an early-detection risk indicator
over a one year horizon. To the extent that the SO indicator is 'an early-detection indicator’, it allows
identification of risks of potential fiscal stress stemming from fiscal and financial aspects of the economy,
including its short-term competitiveness (over a one-year horizon). The indicator also comprises variables used
for the surveillance of macro-economic imbalances in order to identify potential risks early on in case of
emergence of potentially harmful economic imbalances as well as to correct existing ones.
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e The medium-term fiscal challenges are assessed using a modified S1 indicator (fiscal gap), which
measures the fiscal adjustment required to bring debt ratios to 60% of GDP in 15 years, including future costs of
ageing.

o The long-term fiscal challenges are assessed based on the use of the S2 indicator, which measures the
‘gap’ in the long-term sustainability. The values of the indicator determine the fiscal adjustment of the structural
primary balance required to meet the debt ratio constraint over an infinite period, including ageing costs
projections. Unlike the S1 indicator, the S2 indicator by definition does not provide for a debt upper
limitation as it is computed over an infinite horizon. Thus, the S2 indicator does not take into account the
adjustment required to reduce debt below 60% of GDP in accordance with the provisions of the Stability and
Growth Pact for countries with a high debt burden. The higher the values of the S2 sustainability indicator, the
more fiscal adjustments and adjustment of the risk of fiscal instability are required.

The multi-dimensional analysis of fiscal risks the EU Member States face aims: first, to identify the type and the
intensity of the challenges to fiscal sustainability and, second, comparing the relative present and future deficit
and debt values and future ageing costs to pursue appropriate corrective policies.

4. Medium-term assessment of the fiscal risk of the EU Member States for the period 2015-2019.

The increase in the level of government debt in the public and private sectors of a number of EU countries,
especially following the 2008 global economic and financial crisis, is one of the main risks to the fiscal
sustainability of the EU Member States. In the macro-economic context, serious challenges to easing government
debt burden in the EU pose the very low inflation and the not very high GDP growth, which only contributes to a
reduction in the relative debt-to-GDP ratio, but not to a real reduction in the size of the debt (Zahariev, et al.,
2020a). The only positive effect on government debt management is the fact that the cost of government debt
financing remains low, reflecting the historically low interest rate.

The problem of the sustainability of public finances in the EA and in the EU as a whole was brought to the fore
by the significant increase in the level of debt due to the economic and financial crisis. Compared to 2007, it was
28.9% up in 2014 (for the EU-28 countries) and only in 2015 began to decline gradually, reaching a level of
80.4% in 2018. In line with the main provisions of the Stability and Growth Pact, the European Commission
makes regular assessments (twice a year) of the degree of fiscal risk in the short, medium and long term. The
findings of the Commission, presented in five annual reports (2016-2020) on the fiscal sustainability risks in the
short run (the forthcoming year) — SO indicator, confirm that none of the EU Member States has been exposed to
high risk after 2015, the risks of short-term fiscal stress being significantly lower compared to the situation in
2009 (the first crisis year). The assessment of the medium-term challenges to sustainability, based on DSA and
S1 indicator analysis and both deterministic and stochastic debt projections over a 10-year horizon in five
consecutive years (2015 — 2019), allows for outlining the trends in the situation and the expectations on the fiscal
sustainability of the EU Member States (Table 1).

For nine of the Member States: Bulgaria, Czech Republic, Denmark, Germany, Estonia, Latvia, Luxembourg,
Malta and Sweden, the levels of fiscal risk on both indicators (DSA and S1) are low for the entire analysed
period. The risk for Ireland, Croatia, Hungary, Cyprus, Latvia, the Netherlands, Austria, Poland and Slovenia
(countries that "started" with relatively high debt-to-GDP ratios in 2014) is reported as low medium for 2019
(104.4% for Ireland, 109.2% for Latvia, 83.3% for Slovenia). With the exception of Poland and the Netherlands,
states that managed to "lower" the debt level below 60% (the EU Treaty reference value) at the end of the
analysed period, the other countries maintained levels higher than the reference values, with markedly declining
trend over a horizon by 2030, including future aging costs. Countries are deemed to face high medium-term
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sustainability risk whenever they have critical DSA or S1 values (grounded on the no-fiscal policy change
scenario in terms of the lower and the upper risk thresholds (0 and 2,5 GDP percentage points respectively). The
countries that are deemed of the highest sustainability risk in the medium term according to both the DSA and
the S1 criteria for all years included in this analysis are Belgium, Spain, France and Italy, due to the high debt-to-
GDP ratio - over 90% at the end of the analysed period, grounded on the no-fiscal policy change scenario.

Table 1. Assessment of the level of medium-term fiscal risks in EU Member States

@ Debt sustainability gnalys.is - genergl risk assessment (Debt S1 indicator - general risk assessment

S sustainability analysis - DSA)

@ 2015 2016 2017 2018 2019 2015 2016 2017 2018 2019
BE high high high high high high high high High high
BG low low low low low low low low Low low
CZ low low low low low low low low Low low
DK low low low low low low low low Low low
DE low low low low low low low low Low low
EE low low low low low low low low Low low

. middle low . . middle middle
IE high (high) (middle) middle low high (high) (high) Low low
ES high high high high high high high high High high
FR high high high high high high high high High high

. . . . low . middle . . low
HR high high high middle (middle) high (high) middle middle (middle)
1T high high high high high high high high High high
cy high high middle middle low high high middle Low low

(n.a.) (n.a.) (high) (middle) (n.a.) (n.a.) (high) (middle) | (middle)

LV low low low low low low low low Low low
LT | low low low low low | middle | middle | middle '?I'g\f’v')e low
LU low low low low low low low low Low low

. high - ; low ; middle . ; low
HU | middle (middle) high high (high) middle (low) middle middle (high)
MT low low low low low low low low Low low

. low . low
NL middle (middle) low low low middle (middle) low Low low

. . . low low . . . middle low
AT middle middle middle (middle) middle middle middle (low)

. high middle low low . . - middle low
PL middle (middle) (high) (middle) middle | middle middle (low)
PT | high high high high high high | high high High ’Z‘r::jgdh')e

. high high middle high " n . n high
RO high (middle) (low) (high) (middle) middle | middle middle middle (middle)

. . middle low . middle . . low
Sl high high (high) (middle) low high (high) middle middle (middle)
SK low low low low low low low low middle low

. . . low middle . . middle Low middle
FI el b b (high) highy | M9 | MOh ion) | (middie) | (high)
SE low low low low low low low low Low low
UK | high high high high high high | nhigh Tr:?gdr:)e middle | middle

Source: European Commission, Fiscal Sustainability Reports, author’s interpretation based on the official European Commission
forecasts for the period 2015-2019
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For 2019, the medium-term risks are markedly assessed as high for Belgium, Spain, France, Italy, Portugal,
Romania and the United Kingdom. In Belgium, Spain and Portugal, the assessment is based on the findings that
the debt-to-GDP ratio remains at the level (for 2018) of 100%, 97.6% and 98.4% respectively. The risk for
Romania is assessed as "high" (despite the relatively low levels of debt - 35% in 2018) for it is expected to
rapidly increase at no change in fiscal policy due to the "rapid" increase in future aging costs.

The medium-term fiscal sustainability risks for Croatia, Cyprus, Hungary and Slovenia are deemed to be lower
compared to 2018, because of better initial budgetary positions. Finland, that was assessed in three consecutive
reports as being at high risk and expected to be at low risk in 2018, is again in the low risk category for the latest
analysed period. The dynamics of risk levels for Romania is similar. A logical explanation for this is found in
the more unfavourable initial budgetary position for Finland and the higher projected aging costs stimming from
the pension reform in Romania

For 2018, the level of the debt-to-GDP ratio for the EU-28 countries is 80.4%, for EA (19) - 85% - values, due to
the fact that the debt levels of more than half of the Member States (15 altogether) are above the EU Treaty
threshold of 60%. The Commission's forecasts, based on the analysis of the budgetary positions in the autumn of
2019, regarding the venues for managing the EU debt level also do not “sound” very optimistic - expectations are
for a reduction from 88.4% in 2014 to 70% in 2030 for the EU -28 countries and only if there is no change in the
fiscal policy in the Member States.

5. Challenges to fiscal sustainability and the level of fiscal risk in the EU in the context of the COVID-19
pandemic

The impact of the COVID-19 pandemic on the economies of the EU Member States requires an adequate and
timely fiscal response with an implication towards a significant increase in government debt. The governments of
the Member States have taken a number of recovery measures in line with the State aid Temporary Framework
adopted by the European Commission in March to support the economy in the context of the COVID-19
outbreak (Comision Europea, 2019). In essence, these measures introduce the EC's fiscal response to the impact
of the pandemic and support the economic recovery of the Member States, in particular, and the European Union
as a whole. Two of the most significant and capital-intensive categories of recovery measures comprise direct
spending and loan guarantees for the non-financial sector. In particular, they include: temporary unemployment
benefits; subsidies for small and medium enterprises; increased support of the public health and insurance
systems; deferral of tax payments, social payments and health insurance contributions; guarantee schemes for
business support, etc. Their implementation now, in view of the liquidity problems some of the governments
face, is definitely a prerequisite for an increase in sovereign debt.

The economically unpredictable situation resulting from the outbreak of the COVID-19 pandemics and the need
for an immediate fiscal response confronted governments with the need to provide for funding within very short
time horizon. This need is provoked not only by the economic recovery measures, but also by the functioning of
automatic fiscal stabilizers. On the one hand, the implemented stabilization measures related to the deferral of
social and tax payments and the declining incomes due to the downturn in economic activity have been
significantly reducing tax revenues. On the other hand, the size of government guarantees required to promote
small and medium-sized enterprises and the corporate sector will increase over time, as the amount of funds
needed to recover depends on the duration of the recession, which is expected to deepen in the long run.
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These expectations are confirmed by the fact that the average European levels of GDP growth and the change in
the budget deficit are comparable in the periods before and during the World Economic Crisis and the COVID-19
pandemic, as according to the European Economic Forecast Spring 2020 (Comision Europea, 2020) the projected
effect on the change in the budgetary balance in early 2020 is significantly higher than in 2019.

100 103 102,7
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80 ol
855 0 | 25 lsos »
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Figure 4. EU/Euro area average Gross debt, general government as a percentage of GDP, 2016-2021 (2020-2021 Forecast)
Source: European Economic Forecast Spring 2020, author’s interpretation

According to the EC forecast data, the level of debt in the EA Member States is expected to increase between 7%
and 22% in 2020, with the average level for the euro area showing a significant difference in the autumn 2019 and
spring 2020 forecast data. With projected values of 85.1% in 2019, the updated forecast for May 2020 indicates a
value of 102.7% (See Figure 4, right) or 17.6% up the projected. The EU forecasts are that after the expected peak
in 2020, in 2021 the level of debt for the euro area will fall below the "psychological limit" of 100% to 98.8%.
Regarding the EU, a peak of debt levels above 95% in 2020 and a subsequent decline to 92% in 2021 is projected
in case that there are no drastic changes in fiscal policy. The levels of the same indicator in the previous 2019 are
79.4% (See Figure 4, left). The difference of 15.7% between the projected size for 2020 and that in 2019 is clear
evidence of the expected unprecedented recession.

The deterioration in the economic situation following the COVID-19 pandemic required updating EU Member
States' debt levels by adjusting for the drastic increases in countries' debt levels in response to the growing needs
of financial resources for recovery interventions in the affected sectors. Of particular research interest in this
situation is the difference in the level of gross debt (as a percentage of GDP) between the European Commission's
Spring 2020 Forecast and Autumn 2019 Forecast, especially in countries that based on DSA analysis are deemed
to be of high and low debt sustainability. For the purposes of conducting a comparative analysis, the countries are
divided into 2 groups according to their assessment - high or low. The first group - countries with a high DSA
assessment - includes Belgium, Spain, France, Italy and Portugal. It is noteworthy that the most serious difference
in the EC forecast is observed in 2020, ranging from 12.4% for Portugal to 19.7% for Spain, which is explained
by the economic shock caused by the pandemic at the beginning of 2020 (See Table 2). Since the countries,
belonging to this group traditionally maintain relatively high debt levels and in view of the need for an adequate
fiscal response to the situation, the observed deviation is not surprising. The deterioration in the economic
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situation following the COVID-19 pandemic required updating EU Member States' debt levels by adjusting for
the drastic increases in countries' debt levels in response to the growing needs of financial resources for recovery
interventions in the affected sectors. Of particular research interest in this situation is the difference in the level of
gross debt (as a percentage of GDP) between the European Commission's Spring 2020 Forecast and Autumn 2019
Forecast, especially in countries that based on DSA analysis are deemed to be of high and low debt sustainability.
For the purposes of conducting a comparative analysis, the countries are divided into 2 groups according to their
assessment - high or low. The first group - countries with a high DSA assessment - includes Belgium, Spain,
France, Italy and Portugal. It is noteworthy that the most serious difference in the EC forecast is observed in 2020,
ranging from 12.4% for Portugal to 19.7% for Spain, which is explained by the economic shock caused by the
pandemic at the beginning of 2020 (See Table 2). Since the countries, belonging to this group traditionally
maintain relatively high debt levels and in view of the need for an adequate fiscal response to the situation, the
observed deviation is not surprising.

Table 2. Difference in the gross debt level projections of European Commission’s Spring 2020 Forecast and Autumn 2019 Forecast

Country/
Y BE ES FR IT PT |[BG CZ DK DE EE IE LV LT LU MT NL AT PL SL SK SE
year

2019* 09 -12 08 -15 -15|-33 22 06 10 -34 03 25 00 128 05 -06 07 -30 -09 02 14
2020* | 143 197 178 167 124| 281 261 384 329 1464 232 224 382 375 237 318 173 286 326 258 275
2021* | 100 184 128 118 94| 366 326 407 305 1756 268 328 391 382 313 263 173 316 343 27,7 328
2019** | 12 -12 08 -2 -18| 07 HO7 02 06 03 02 09 0 25 02 03 05 -14 06 01 05
2020** | 227 19 176 227 145| 56 8 124 19 123 13 79 134 72 97 15 116 13 206 122 92
2021** 68 177 127 162 107| 68 98 129 17 144 14 108 136 71 121 12 112 14 204 13 105

2019*, 2020*, 2021* Difference between Spring 2020 Forecast and Autumn 2019 Forecast in %
2019**, 2020**, 2021** Difference between Spring 2020 Forecast and Autumn 2019 Forecast in absolute value (net)

Source: European Economic Forecast Spring 2020, author’s interpretation

The situation is different in the group of countries with a low DSA assessment, where the difference in values in
% between Spring 2020 Forecast and Autumn 2019 Forecast is significantly bigger in Estonia being 146.4% for
2020 and 175.6% for 2021. The extremely large discrepancy in expectations from 2019 and 2020 in Estonia is
due to the fact that it is the country with the traditionally lowest level of debt in the EU. In absolute terms, the
debt / GDP level is expected to increase from 8.4% in 2019, to 20.7% in 2020 and 22.6% in 2021. Other countries
the debt levels of which are expected to increase drastically are Denmark, Latvia and Luxembourg with
differences in the expected projected levels for 2020 of 38.4%, 38.2% and 37.5% respectively. It is noteworthy
that, contrary to expectations for a declining average European debt level in 2021 to fall below 100%, it is
projected to increase in these countries. Such reading of the data and the need for a fiscal response to the situation
call into question the low DSA assessment of debt sustainability.

Over the next few years, most EU Member States will face a growing need for adequate fiscal debt repayment
solutions. To the extent that the fiscal response of the countries in the form of stabilization measures reduces the
negative impact of the recession caused by COVID-19 in the short term, the time horizon, the deepening
economic crisis and the need to service the debt create preconditions for increasing fiscal risks in the medium
term.
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6. The “new normality” of deficit financing for governmental support to the business under COVID-19
framework

The current COVID-19 crisis has characteristics never seen before because many sectors of the economy have
responded to it by restructuring and changing the way they operate and the goals they pursue (Terziev, 2019). The
global interaction of producers and traders in supply chains (Laktionova, Dobrovolskyi, Karpova, & Zahariev,
2019) will have a cascading effect on the financial performance of all businesses in the supply chain. Moreover,
the COVID-19 crisis has brought to the fore the demand for quality medical services. Thus, companies related to
the pharmaceutical and healthcare sectors are subject to increased interest from the capital market. The limiting
factor for such businesses as well as for the healthcare sector in general seems to be the scarcity of skilled
healthcare specialists (Adamov, et al., 2010) rather than the shortage of drugs or hospital beds.

The changing conditions led to new risks, including all related to the traditional risk-free investment instruments
issued by governments of the EU Member States (Zahariev, et al., 2020a) and devaluation of assets (Prodanov &
Pavlov, 2016), currencies (Kostov, 2016) and oil as well (Zahariev & Kostov, 2016). These changes are not
likely to be transient but to remain in effect even after the crisis is over. This situation is often referred to as "new
normality.” It can therefore be argued that benchmarking based on government securities will be even more non-
applicable in relation to economic recovery due to fiscal policy of EU and Member States to support the business
with deficit financing instruments. The entire markets have been able to adapt to this "new normality"”, but all
traditional valuation and business models, based on risk-free rate of return (T-Bills related), will be more difficult
to apply due to their many assumptions, expected parameters and obvious covariance of business ingoing cash
flow from governmental COVID-19 programs and deficit financing of those programs. The “new normality”
requires management goals (Terziev, 2020). In such situations, many public companies and banking institutions
face the risk of persistent negative performance and, eventually, bankruptcy (Zahariev, et al., 2020b). On April 9,
2020 the Bulgarian National Bank Governing Council approved the submitted by the Association of Banks in
Bulgaria draft Procedure for Deferral and Settlement of Liabilities Payable to Banks and their Subsidiaries -
Financial Institutions in relation to the state of emergency enforced by the National Assembly on 13 March 2020.
Once approved, the document constitutes a private moratoria within the meaning of the European Banking
Authority (EBA) Guidelines on treatment of public and private moratoria in light of COVID-19 (EBA / GL /
2020/02). As of June 30, 2020, a total of 118,584 claims for liabilities with a gross carrying value of EUR 5
billion were submitted under the Procedure for deferral and settlement of liabilities payable to banks and their
subsidiaries - financial institutions (Zahariev, et al., 2020b). Of these, 98,499 were approved for EUR 4.15 billion.
According to the first published data, the profit of the banking system of Bulgaria for 1H2020 is EUR 263.32
million, against EUR 469.4 million for the first six months of 2019 (BNB, 2020).

Above data suggests that the business failure scenario is very possible even if business entities have insured their
profits with sound insurance intermediaries (Zahariev, et al., 2020c). The findings are considered valid not only
for the EU Member States, but also for a country with advancement in the research on the development of a
COVID-19 vaccine as Russia, where the public deficit on national and regional budget level is part of the “new
normality” (Sabitova, Shavaleyeva, Lizunova, Khairullova, & Zahariev, 2020).

Conclusion
The European Commission's multidimensional approach to conducting a systematic and harmonised analysis of

the sustainability of public debt for EU Member States and assessing fiscal risk levels in the short, medium and
long term provides key information for regular budgetary surveillance under the Stability and Growth Pact, the
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European Semester and the Europe 2020 strategy. The assessment criteria applied in the methodology make it
possible to identify "vulnerable" countries in terms of public debt sustainability. All this by no means exhausts
the obligations of the EU Member States to interpret the quantitative data and the related risk assessments for
their "use" in the conduct of fiscal policy in the context of the individual country specifics. Providing for
sufficient fiscal space to "deal" with adverse macroeconomic situations within the economic cycle remains one of
the most serious challenges that the fiscal policy of a Member State and of the EU as a whole face.

In recent years, it has become increasingly supported that ,,countries can sustainably serve different levels of
debt* (Constancio, 2020) and this largely depends on their fiscal space. According to authors such as Perote
(Briceio & Perote, 2020), H., Navarro Ortiz, J. (Navarro-Ortiz & Sapena, 2020) respecting fiscal responsibility
and avoiding excessive deficits is an important "first step” in ensuring fiscal sustainability, but substantial reform
is needed in the fiscal rules implemented at European Union level. This claim is substantiated by the fact that in
recent decades’ fiscal policy within the EU has been limited to a rather passive manifestation, namely to the
establishment of fiscal sustainability through compliance with deficit and debt limits, which resulted in the
impossibility of adequate fiscal response to the debt crisis in the period 2008-2010. The discussion on the
necessary reforms in the fiscal framework for the governance of the union is even more relevant and urgent at
present, having in mind the unprecedented economic crisis the European economy is in since the outbreak of the
COVID-19 pandemic.
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