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This report provides background information for the discussion in EBS/02/199 
(1 l/27/02), on fiscal and external debt sustainability. The staff prepared a standard set 
of sensitivity tests (Tables 1 and 2) around the baseline medium-term scenario 
presented in Table 9 in EBS/02/199 (1 l/27/02). The methodology used is in line with 
that recently endorsed by the Executive Board,’ supplemented with a balance of 
payments stress test to assess the vulnerability to a sharp decline in prices of key export 
commodities. 

The baseline projections of external and public sector debt are quite robust to 
alternative assumptions about the underlying macroeconomic variables. The use often- 
year historical averages of the key assumptions does not significantly alter the medium-term 
projection in EBS/02/199 (1 l/27/02). Additional temporary negative shocks to key 
assumptions such as interest rates and real GDP growth would lead to some initial increase in 
the level of public and external debt, but the debt ratios would return to a declining trend 
once conditions normalize. 
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l External debt appears to be most 
vulnerable to a large and sustained 
decline in the real exchange rate (a 
sustained 30-percent real depreciation 
would lead to a rise in the debt-to-GDP 
ratio from 51 percent in 2002 to 
71 percent in 2003, with the ratio 
declining thereafter). Other simulated 
shocks would push the external debt- 
to-GDP ratio to a peak of 63 percent of 
GDP in 2004, with the ratio declining 
to under 60 percent of GDP by 2006 in 
all cases. 

’ The staffs work follows the methodology proposed in “Assessing Sustainability”, SMlO2/166. 
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@  A price sensitivity analysis indicates that a temporary drop in Peru’s key export 
commodity prices would have limited impact on external debt and external debt- 
service ratios. If the prices of Peru’s most important export commodities (fishmeal, 
copper, and gold) were 25 percent lower than in the baseline scenario in 2003-2004, 
the external current account deficit would be larger on average by 1 S-2 percentage 
points of GDP over the period 2003-07. Compared with the baseline scenario, the 
external debt-to-GDP ratio would be higher by 3 percentage points by 2007, and debt 
service as a percentage of exports of goods and services would be higher by 
1% percentage points on average over the period 2003-07. 

Gross Public Sector Debt (in percent of GDP) I/ 
70 

I 65 1 

60 i 

c 

- - - -GDP growth slowdown 
- - -Primq deficit decline 
- Combimtxi one STD shock 21 
- - 30% real depreciation 

2001 2002 2003 2004 2005 2006 2007 

Chart Notes: 
l/Effect of two-year two-standard-deviations shock of each variable, unless otherwise indicated 
2/Effczt of combined two-year shock equal to one standard deviation on interest rate, real GDP 
growth, and the primary deficit. 

l As in the case of external 
debt, public sector debt 
appears to be most vulnerable 
to a large sustained decline in 
the real exchange rate (a 
sustained 30-percent real 
depreciation in 2003 would lead 
to a rise in the public debt-to- 
GDP ratio from 48 percent in 
2002 to 67 percent in 2003, 
with the ratio declining 
thereafter). Other simulated 
shocks would push the public 
debt-to-GDP ratio to a peak of 
54 percent of GDP in 2003, 
with the ratio declining to under 
50 percent of GDP by 2006 in 
all cases. 






