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The challenges of projecting debt ratios over the long-term

- In 2006 the Commission published the first ‘sustainability report’.

Graph I11.2: Debt developments in the EU and the euro area

"~ EUROPEAN

200.0
ECONOMY P = 7
: - - EU25 i
EUROPEAN COMMISSION 160.0 S
INRECTORATE-CENERAL POR ECONOMIC - -
AND FINANCLAL AFFAIRS — 14@0 -
[a8) -~
a Baseline scenario -
2 1200 o
=] -~
& ol
< 1000 /
L -
3 e 60% reference value
z 800 = | __—
rg /’ - l i -
S0 | ee— -~ - ==
40.0 R —
20.0 MTO scenario
0.0
2005 2010 2015 2020 2025 2030 2035 2040 2045 2050
The long-term sustalnability of NB: Long-term pension projections were not available for Greece. The EU aggregates, EU-25 and EUR-12, are calculated without
public finances In the European Unlon Greece.

Source: Commission services.
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The challenges of projecting debt ratios over the long-term

» The 2006 debt projection’ did not materialise... but that was not expected.

Public debt ratio in the euro area

2006 EC Sustainability Report (EA-12 exc. GR) ====Qutturn and EC AU20 projection (EA-12)
==7020 EC Debt Sustainability Monitor (EA)
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The usefulness of DSA methodologies

» A framework to assess risks to public debt sustainability

. _ itv of Need to define
Increasing complexity of DSA thresholds and scoring

methoIdPIIlees:fd o schemes, as well as
Multiplicity of deterministic aggregation criteria /

Sensitivity of results to assumptions
(primary balance, interest rate on public
debt, economic growth and GDP

deflator) scenarlojc, rules
* Stochastic DSA
- * Short-term/financing needs ‘
Need to better cater for other types analysis .
of risks * Introduction of many other Communication difficulties
(other macroeconomic and financial indicators (in spite of the colour schemes

risks, contingent liabilities, governance + / heatmap approaches)
and political risks,...)

e Judgement

—

I ——,

So far, the role of DSA results to trigger policy actions in EU member states seems to have been
limited... but performing this evaluation is not straightforward... and overall, awareness was raised.
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The use of DSA by IFls

Figure 3 IFl Mandates in terms of macroeconomic and budgetary forecasting

ES AlReF
LT NAD
PT PFC
5K CBR
AT FISK
DK DEC

IE IFC
ITUPB
SI5FC

RO RFC

neces ST uceet: Own
Macro: Endorse w/ own Budget: Own DSA: By mandate
Macro: Endorse w/ own Budget: Own DSA: By mandate
Macro: Endorse w/ own Budget: Own DSA: By mandate
Macro: Assess w,/ own Budget: Own DSA: By mandate
Macro: Assess Budget: Own DSA: By mandate
Macro: Assess w,/ own Budget: Own DSA: Own
Macro: Endorse wf own Budget: Own DSA: Own
Macro: Endorse w/ own Budget: Own DSA: Own
Macro: Assess w,/ own Budget: Own DSA: Own
Macro: Assess Budget: Own DSA: Own

- Macro:Offiel DSA: Own

SIIMAD
CZ CNFC
LV FDC
GR HFC
GR PBO
CY CFC
DE ABSC
BU BFC
EE EFC
FI EPC

FI NAD
FR HCPF
HU HFC
LU NCPF
MT MFAC
SEFPC
HR FPC
NL RVS

Macro: Endorse
Macro: Endorse
Macro: Endorse w/ own
Macro: Endorse wf own
Macro: Endorse
Macro: Endorse
Macro: Endorse
Macro: Endorse
Macro: Assess
Macro: Assess
Macro: Endorse
Macro: Endorse
Macro: Assess
Macro: Endorse

Macro: Endorse

26/02/2021

DSA: By mandate
DSA: By mandate

Budget: Own
Budget: Own
DSA: Own
Budget: Own

DSA: By mandate

m

» Around 1/3 of surveyed IFls have an official

andate to produce DSAs, while another 1/3 are

producing these more generally

e Access to financial markets «—

| Explained by the short sightedness of
governments?

But they should care:

* Fiscal rules (54 references to ‘sustainability’ in

the Vade Mecum)

there advantage in a well-established

Is
» methodology for DSA?

v
v

Definitely yes

Even more so if it is an harmonised
methodology shared by the IFIs Network

If not possible, to communicate on medium-
term to long-term risks is already crucial

v’ Especially after the pandemic crisis (contingent

liabilities...)
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Additional challenges to DSA created by the pandemic crisis

» Are the new debt levels sustainable?

* Financial market reactions are currently muted by the ECB asset purchase programme

* The pandemic crisis was a symmetric global transitory shock « Make more likely a
* Existence of EU-level initiatives to support the recovery favourable reaction of

* Implementation of sound fiscal policies as soon as conditions allow financial markets thereafter

» Without adjustment, DSA methodologies will inevitably point to higher sustainability risks

* Adjustment of assumptions, parameters, thresholds... (EC DSM example)
* Bigger role for judgement but caution is warranted to avoid a credibility loss

* Contingent liabilities risk-analysis goes far beyond the effects of ageing and climate change: the pandemic
created significant amounts of government contingent liabilities plus the building up of risks in the

financial sector
* The quality of public finances matters substantially
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Thank you for your attention!
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