The COM fiscal (debt)
sustainability analysis
framework

Stéphanie Pamies Sumner
European Commission
ECFIN.C2 - Sustainability of Public Finances

ESM workshop on Debt sustainability: current practice and
future perspectives

Luxembourg, 11-12 December 2018

Contents

« Main features of the Commission fiscal (debt)
sustainability analysis framework

» Focus on special tools

» On-going work (forthcoming Fiscal Sustainability
Report)

m European
Commission




Fiscal risks are still present in some
- often large - EU countries

Government debt
(% of GDP, 2018)

Source: Commission services, IMF (GDD)
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Commission fiscal (debt)
sustainability analysis
framework




What are the key features of the COM
fiscal sustainability framework?

v A comprehensive Y e
and multidimensional . { i) 7 <&
approach

v A consistent
framework across all ..~
countries (common .=~
assumptions and
methodologies)

v A timely
assessment of fiscal
sustainability (updates
twice a year)

COM regular DSA components -
overview

Risk-classification (S- .

indicators, debt level & Debt profile
trajectory, realism of fiscal
assumption, uncertainties)

Risk-based
approach

Contingent liabilities
(incl. linked to the
banking sector)

Benchmarks derived from
early-detection model

(currency, holders,
maturity)

Other risk factors
(e.g. public assets)

Banking sector: simulations

based on model (SYMBOL)
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COM framework - core tools used for
fiscal sustainability risk classification

+ Short-term - liquidity risks: early-detection
indicator (SO indicator) => captures risks from fiscal
and macro-financial sides

+ Medium-term - solvency risks: DSA and medium-
term fiscal gap indicator (S1 indicator)

+ Long-term - solvency risks: long-term fiscal gap
indicator (S2 indicator)

Overall risk classification by time
dimension
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COM DSA framework includes

Traditional (deterministic) 10-year public debt
projections

Sensitivity analysis around baseline projections and
alternative policy scenarios (around 20 ‘standard’ and
‘enhanced’ scenarios + additional customised
sensitivity tests)

Stochastic public debt projections (2000 shocks)
Degree of realism of fiscal assumptions

Gross financing needs projections

Forecast accuracy analysis

Public debt profile

Contingent liabilities

Financial markets’ information

Overall DSA risk classification:

low/medium/high
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A synthetic yet granular assessment
of fiscal risks
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Benchmark values for Realism of fiscal
Debt trajectory .
debt level assumptions

Across
scenarios

Critical thresholds for Probability of debt
S-indicators stabilisation

Size of uncertainties

A transparent decision tree for the
DSA risk classification

Grapn As.3:_Decision ree for couniry risk assessment based on debt suslainability analysis

Baseline no-fiscal policy change scenario
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Assessment criteria used for DSA
overall assessment

Sraph Ad.d: criteria used for debl projech ifivity tests and stochasfic debt projech
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Focus on special tools and
scenarios




Short-term (liquidity) risks:
the SO indicator

* An early-detection indicator of fiscal distress
based on realized data

« Building on past episodes of fiscal distress in
advanced economies, and on the behaviour of a
large set of variables ahead of these events

+ SO indicator: composite indicator based on 25
fiscal and macro-financial variables - including
from the EU Macroeconomic Imbalance Procedure

+ Signal detection approach => critical
thresholds derived by minimising the share of
missed crises & false alarms
B

SO indicator: a clear and comprehensive
mapping of short-term vulnerabilities
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v' In-sample, close to 80% of fiscal distress events correctly predicted -
performing well (see IMF - Cerovic et al., 2018)

v’ Variables with highest signalling power include (macro-financial) private
credit flows, current account, (fiscal) GFN, cycl. adjusted balance




Alternative fiscal policy scenarios:
importance for fiscal surveillance

Gross public debtas % of GOP - BE
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Stochastic projections: a
probabilistic assessment
« Stochastic projections results are used to inform the

overall DSA risk classification
« Also use to derive ‘non-increasing debt caps’
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Beyond (EDP) debt

Tentative categorization of gross financing liabilities of general government

- Other accounts payable
Other (non-EDP) o 7
it .g. trade credits and
debt instruments advances)

T

labil ies

On-balance MR opjigation
in any
event)

General

government
(gross)

Eurostat

g0 reporting
liabilities E_"P“_dt Government guarantees, (e.g. Six-pack
(obligation by dpublic-private partnerships reform)
clon:lr ent / law or contract) (PPPs)
iabilities

(triggered by a
particular

event) e
oOff-balance MPACIE: Bailouts of public corporations
sheet (’g;”l',:;/g.g:’)a' and financial institutions L
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Direct
liabilities
(obligation in
any event)

Implicit
(moral/social
obligation)

- Future public pension liabilities
- Future health care liabilities

Capturing risks associated to tail
events: the Symbol model

e Additional *‘modules’ to assess risks related to

contingent liabilities

e Based on Eurostat specific reporting (*Six-pack’)

e Heat map on potential triggers for contingent liabilities from
banking sector

e Micro-simulation model (Symbol - JRC-FISMA) providing
estimates of the potential impact of banking losses on
public finances (implicit contingent liabilities)

Probability of govt cont. liabilities (>3% of
NPL coverage |GDP) linked to banking losses and recap
ratio needs (SYMBOL):

bank recap. at 8%
CELE 0.11%

Government's Private sector
contingent liability |credit flow (%]
risks from banking GDP):
sector - CY (2016)

10.2

v Upper thresholds from signals' approach, lower thresholds at
80% of signals' approach thresholds; Symbol results: specific

thresholds’ calibration “ European
Commission




Grasping the size of the long-term
fiscal sustainability challenge: long-
term projections and S2 indicator

Projected change in cost of ageing, baseline Long-term fiscal gap indicator (S2 indicator)
and risk scenarios, 2016-2070 and sub-components, by country (Spring
forecast 2018)
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Source: Ageing Report 2018, forthcoming Commission FSR
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On-going work
(forthcoming Fiscal
Sustainability Report)
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On-going work

* Enriching the short-term analysis (definition
and measure of financing needs, markets’

information)

« Complementing the set of sensitivity tests (e.g.
financial assumptions, uncertainties over the

long-term)

 Long-term fiscal sustainability assessment:
better accounting for risks due to medium to high

debt levels

« Government assets and net debt / net worth
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Defining and measuring government
financing needs

e GFN is an
important,
complementary,
variable to assess
fiscal risks

* Yet, lack of
harmonisation of
GFN definition and
estimation
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Note: 1) GFN = budgetary deficit + debt securities
amortizations. 2) The size of the bubble reflects
government interest rate yields.

Source: ECB, Commission services
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Taking into account markets’
expectations to project interest rates?

e Uncertainties regarding future developments of
interest rates

- Different options: conventional assumption
based on historical patterns, using financial
markets’ expectations, assumption on (i - g)?

Evolution of long-term interest rates, across the EU government debt projection, under
euro area countries, % the baseline and alternative scenario
and the standard sensitivity test, %
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Long-term fiscal sustainability
assessment: accounting for risks
due to medium to high debt levels

» For countries where debt burdens are significant,
meeting the intertemporal budget constraint
may not be sufficient to secure fiscal
sustainability

» Therefore, the long-term fiscal sustainability
assessment, currently based on the S2 indicator,
needs being complemented
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Government assets, net debt
and net worth

Data availability for non-financial assets in national

M OV| n g towa rd S a ba Ia nce accounts (general government; 2015, 2016 or 2017)

produced non-produced

sheet approach has gained - e SO, GoodwIE

inventories valuables ases & marketing
assets

popularity but“. B < OUrCeS jicences assets

Many measurement and o A .
conceptual issues for fiscal
sustainability e
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Thank you for your
attention

https://ec.europa.eu/info/publi
cations/debt-sustainability-

monitor-2017 en
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