Macro ||

Advanced Macroeconomics




Introduction

 Welcome
 Your instructors Julien Hartley, Juan Pradelli
* Rules (questions in chat, Mentimeter Questions and Quizzes, Case Study)

 Slides available on Capacity4dev - Economics, public finance, domestic
revenue mobilisation & budget support Group

* Introduction participants
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https://europa.eu/capacity4dev/macro-eco_pub-fin
https://europa.eu/capacity4dev/macro-eco_pub-fin

Ground Rules — Virtual Class

Our daily sessions are scheduled to last 3.5 hours (30 minutes break included). Be
on time!

Please ensure you have your webcam ON during the sessions’; if not
possible, switch it on when intervening ©.

Make sure to have a headphone connected to your computer, the sound will be
better.

Please mute yourself when not talking — but do not hesitate to intervene with
guestions, suggestions and contributions!

Keep next to you a good coffee and a bit of patience, sometimes technology is
not perfect. And let colleagues and supervisor know you are on training!
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Mentimeter

Getting to Know Each Other!



y
\\ eUSurvey

Pre-Course Questionnaire
(Test-In)



Objectives

« Gain insights into the primary challenges posed by monetary and fiscal
policy

« Understand how policies influence overall economic performance

« |dentify determinants crucial for conducting debt sustainability analysis,
encompassing policy measures and economic performance.

« Analyze the macroeconomic ramifications on Low-Income Countries (LICSs)
arising from recent global occurrences, such as the Ukraine conflict

 Discuss and decipher the foundational concepts featured in IMF’s monetary,
fiscal, and financial tables.

« Apply acquired economic concepts to assess and comprehend a country's
economic and policy performance effectively E| o
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s Monetary Policy and Analysis

Fiscal Policy and Stabilization

Public Debt and Debt Sustainability Analysis (DSA)

e Selected Issues
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Recapitulation from Macro |




R |

Mentimeter

Name one macroeconomic policy

Name two economic sectors



National Accounting ldentity

Components of GDP
o Y=C+[+(X-M)
Consumption (C) includes private (Cp) and government (Cg) expenditures

Investment (I) includes private (Ip) and government (Ig) expenditures
Influences on Consumption (C) and Investment (1)
» Consumption (C) increases with disposable income (Yd)
C=Cp+Cg=f(Yd)
Private Investment (I) influenced by interest rates (r) and business outlook
Higher interest rates (r) increase the cost of borrowing, reducing private investment (Ip) and affecting project profitability
Government Influence and Monetary Policy
* Government spending (G = Cg + Ig) directly determined by policy makers through budget management, impacting the economy
« Monetary policy influences interest rates (r) indirectly, affecting private investment (Ip) and overall economic activity

Net Exports (NX)

« Decline as Real Effective Exchange Rate (REER) appreciates, affecting the competitiveness of exports
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Main Macroeconomic Sectors

- | ) | -

Current Account = Interest rates _ _
Savings - Investment Exchange rate Monetary financing

»

Money=NFA+NDC

ﬁz;fﬁz %&;
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Macroeconomic Policies

Fiscal Policy Monetary and
Exchange Rate
Policies

Use of government
revenues and
expenditure to

Influence the economy

Central bank influences
money, credit, interest
and exchange rates

Structural Policies

Regulations and
Institutions that affect
the functioning of the

economy
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Macroeconomic Stability—Internal Balance

 Internal balance: achieved when output is at full employment and inflation is low
and stable

* Objective of internal stabilization: align demand with supply to prevent
overheating or mitigate recessions

« Key issues: Balancing demand, fiscal sustainability (debt), inflation control, credit
growth, financial stability, coordinating fiscal and monetary policy
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Macroeconomic Stability—External Balance

« External balance: Achieved when a country’s current account balance can
be financed in an ‘orderly’ manner, without causing disruptions

« External stability: Focus on manageable current account deficits and
avoiding currency crisis

« Key issues:Managing current account deficits, Foreign Direct Investment
(FDI) inflows, foreign exchange reserves, and exchange rates
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Triggers of Economic Crisis

« Domestic factors:

 Inappropriate fiscal and monetary policies: Resulting in large current account and fiscal deficits and
high public debt levels

* Fixed exchange rate fixed at inappropriate level: Leading to depletion of official fx reserves
« Weak financial system: Characterized by boom/bust cycles and vulnerability to shocks

« Political instability and weak institutions: Undermining economic stability and confidence

« External factors:
» Shocks and Natural Disasters: Exacerbating economic vulnerabilities, particularly in LICs
« Commodity Price Swings: Especially impactful on commodity-dependent economies

« Changes in Market Sentiment: Resulting in volatility in capital flows and financial markets
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QUESTIONS?



Let’'s go to Menti!
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Monetary Policy and Analysis




Monetary Policy



R |

Name one Central Bank serving e
one country

Name one Central Bank serving
many countries

Name one country who does not

have Central Bank -



Introduction to Monetary Policy

« Central bank objective:

« Aim to achieve price stability and stabilize
output

« Policy rate (nominal) :

» Key tool used by central banks to influence
economic activity and manage inflation.

» Adjusted to respond to changes in aggregate
demand and inflationary pressures

 Real interest rate:

» Calculated as nominal interest rate minus
inflation rate

« Impacts borrowing costs, investment
decisions, and economic growth
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Conducting Monetary Policy

« Central banks influence economic activity indirectly by adjusting the
money supply through:

 Interest rates

» Bank reserve requirements

* Open-market operations (buying/selling government securities)
» Foreign exchange interventions

« CB sets interest paid on reserves held by commercial banks. Determines
the opportunity cost of holding reserves and impacts other interest rates in
the economy

* Role of CB money: serves as the ultimate settlement means for banks and
Impacts overall liquidity and interest rates in the financial system
B o



Impact of Monetary Policy on the Economy

Various transmission channels: monetary policy impact the economy
through multiple transmission channels:

Interest rate channel: CB tightening raises borrowing costs, leading to reduced
consumer spending and economic activity

Balance sheet channel: Higher interest rates decrease agents’ net worth, making loan
gualification tougher and curbing spending and price pressures

Exchange rate channel: Interest rate hikes lead to currency appreciation, reducing
exports and increasing imports, thus shrinking GDP

Inflation expectations: Anticipated interest rate hikes influence wage and price
contracts, impacting inflation dynamics
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Monetary Policy: Stabilizing Output and Prices

« Central banks use interest rates to manage money supply, aiming for stable
Inflation and output stability

 Changes in interest rates impact borrowing and lending rates, influencing
spending and investment decisions

 In the short term, shifts in the money supply can affect actual production due
to price and wage lags

 Monetary policy plays a crucial role in controlling inflation and promoting short-
term economic growth

« However, in the long term, changes in the money supply primarily influence
prices, with factors like technology, labor, and productivity driving overall
economic activity o



Countercyclical Monetary Policies

* Recessions lead to decreased consumer spending, reduced business
production, rising unemployment, and a decline in aggregate demand

 Lowering interest rate can be a countercyclical tool during recessions to
stimulate economic activity

« Expanding output and employment can increase the money supply,
potentially leading to inflationary pressures

« As the economy approaches full capacity, increased demand can raise
Input costs, including wages
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Monetary and Fiscal Policy Coordination for
Economic Stability

 Fiscal policy is a key tool for influencing aggregate demand and inflation,
but its Iimplementation requires a legislative process and can take time to
enact

 The impact of fiscal policy also depends on the response of monetary
authorities, which often prioritize monetary policy as the primary tool during
economic downturns

» During a recession, optimizing the policy mix by aligning monetary policy
(e.g., interest rate adjustments) with targeted fiscal measures (e.g.,
Infrastructure investments or tax cuts) is crucial for balanced policy support
without fueling inflation

« Effective coordination and interaction between monetary and fiscal
policies can enhance their combined impact on economic stability BEll e,



Monetary Policy and Inflation Targeting (IT)

Many central banks adopt inflation targeting due to

the complex relationship between money and priC€S  Figure 1.7. Anchored Inflation Expectations
{Percent, average five-year-ahead CPI inflation expecfations)

Inflation targeting relies on anchoring inflation
expectations, which refers to the public's anticipated o :Eragtamndemic{ﬂzaﬂmagﬂw% ]
future inflation rate based on current economic T

conditions and central bank policy

Central banks set interest rate targets aligned with
a pre-announced inflation target to effectively
manage inflation and shape public expectations
about future price stability

For example, the European Central Bank (ECB) aims
to achieve a 2% annual inflation target over the
medium-term by influencing public perceptions of
future inflation through transparent policy Sources: Consensus Economics: and IMF staff calculafions.
communications

AEs EMMIEs LIDCs
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Monetary Analysis
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Which of the following are
common functions of the
central bank?



Monetary Policy Analysis—Money Creation

* The central bank creates the monetary base (base money) consisting
of its liabilities towards the rest of the system

* |t creates monetary base through purchases of financial assets,
effectively controlling the money supply to the economy

* The central bank increases the monetary base by purchasing assets
such as securities, financing the government's deficit, purchasing
foreign exchange, and lending to the domestic banking sector

* This process of money creation by the central bank has significant
Implications for economic stability and inflation management



Central Bank Balance Sheet

Assets Liabilities
* Net Foreign Assets (NFA)  Monetary base (MB)
* Reserves, Gold, SDRs « Currency issued: held by the public
_ _ (currency in circulation) or held in
* Net Domestic Credit (NDC) ODCs
* Net Credit to Government (NCG) « Liabilities to ODCs (aka cash In
vault)
* Others

_  Liabilities to rest of econom
e Other items net (OIN) (capital, y

operating profits or losses, valuation
effects..) B



Monetary Aggregates

« Central banks monitor monetary aggregates like M1 (narrow money) and M2
(broad money) to manage monetary policy

« M1 includes currency in circulation and demand deposits

* M2 includes time and savings deposits, money market funds, and foreign
currency deposits



The Money Multiplier and Money Creation

« Commercial banks act as intermediaries, collecting funds from depositors and
lending them to customers, thereby issuing money

« Banks create new deposits when issuing loans, increasing money supply

« Banks hold reserves at the central bank, and the linkage between deposits
and reserves is the basis of the money multiplier

» The linkage between deposits and reserves forms the basis of the money
multiplier, influencing the expansion of the money supply



Monetary Policy Analysis

* To understand monetary policy mechanics, let's explore its operation at the
level of individual banks and the central bank

« Each licensed bank maintains an account at the central bank, holding
required reserves and excess reserves If available,.

* The composition of the monetary base (MB) is critical, encompassing Net
Foreign Assets (NFA), Net Domestic Credit (NDC), and Other items net
(OIN).
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Monetary Policy Analysis—ODCs Functions

« Other Depository Corporations
(ODCs) play a crucial role in
transmitting monetary policy

* Functions include collecting deposits,
transforming short-term to long-term
loans, and providing funds for
Investments

« ODCs' decisions on deposits and
loans influence liquidity and money
supply, impacting effective policy
transmission
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Monetary Framework—Monetary Aggregates
Targeting

« Central banks use monetary aggregates to manage inflation by controlling the
growth of Net Domestic Assets (NDA) or Net Foreign Assets (NFA).

 Managing the growth of the monetary base (MB) regulates private sector
credit expansion, challenging in complex financial systems due to evolving
correlations

 The IMF uses monetary aggregates as performance criteria in its programs
with countries, guiding policy decisions.



Conventional vs. Unconventional Monetary Policy

« Conventional monetary policy adjusts the policy interest rate to influence
aggregate demand, employment, and inflation

 Unconventional monetary policy involves tools beyond interest rate
changes such as:

Asset purchase (QE, ‘quantitative easing’): when CBs have cut policy rates sharply
exhausting potential for cuts (2008). Purchase large quantities of financial instruments

from the market. This increases the size of the CB’s balance sheet and injects cash into
the economy

Forward guidance: communication on stance of monetary policy

Adjustments to market operations: range of collateral and eligible counterparties
Negative interest rates
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Monetary Policy Analysis—Sources of BM Creation--Examples

Open Market Operations: purchase of securities issued by the government or the CB itself

Financing of the government’s deficit (NCG): extending loans and/or purchasing securities
Purchases of foreign exchange (NFA, GIR)

Open Market purchase of $100 Purchase of 100 of fx from

of government bonds banks
Assets Liabilities Assets Liabilities
NFA ... Monetary Base (MB) 100 |NFA 100|Monetary Base (MB) 100
NDA 100, Currency issued ... |NDA .., Currency issued
NCG 100 Held in banks NCG Held in banks
Claims on ODCs Held outside banks Claims on ODCs Held outside banks
OIN ...| Deposits of ODCs 100 OIN ...| Deposits of ODCs 100
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ODCs’ Balance Sheet

Assets

Liabilities

Net Foreign Assets (NFA)

Domestic Credit (NDC)

* Net claims on Government (NCG)
* Claims on other domestic economic
sectors

Reserves
* Required

e EXcess

Other items net (OIN)

* Deposits
« Demand
« Time and savings

« Foreign currency

e Liabilities to CB
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Central Bank money creation

Assets

Non — money
(mostly made
up of
government
debt)

Liabilities

Reserves

Currency

Base
>_
money

Assets

Non — money
(mostly made
up of
government
debt)

Liabilities

Reserves

Currency

Base

>—
money
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Commercial Banks money creation

Assets

Reserves

Currency

Liabilities

Deposits

Assets Liabilities

New loans New deposits

Reserves

Deposits

Currency
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Table 6. Madagascar: Monetary Accounts, 2019-28'

(Billions of Ariary, unless otherwise indicated) M ad ag ascar_s R 2022 Art IV
H019 2020 2021 — b.ﬂ:-: — 2022 024 2025 2026 2027 2028 p . 36]

Actuals  Actuals Est. approval  review Est. approwal  review Proj. Projections
Met foreign assets 4514 4876 508 5T 575 4TS ETSY  5B00 563 G662 H035 10677 13323 16463
Me fareign assets (BCM) 34825 3547 3641 4360 4356 3438 5334 4341 4917 5055 724 A1 1151 14559
Met foreign assets (deposit money banks) faik] 1,279 1327 1,369 1360 1438 1,425 1459 1,517 1,607 1687 1,756 1,782 1,804 . .
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Net credit to govemment 2074 2893 3072 4372 6049 5050 5777 TAI7 5673 6434 7014 T35 7532 TR& ra‘tes Whlle pr0V|d|ng ample ||qU|d|ty to
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Maney and quasi-maoney (W3] 12650 14190 15942 18,080 2080 2407 21,167 23803 M4042 20132 34504 30161 44863 51,117

Fareign currency deposits 1111 1472 1519 1548 152 1540 1604 1628 1719 1809 1889 1958 1994 2006 H H

Sort e coamiors v somrmecl ks T e  BFM advised to remain prepared for

Broad money (M2) 11476 12,632 14318 17490 19510 19670 19,512 22124 2312 27226 32607 3ATA0E 42772 49004 L = - -

Curreney i circuation 1315 LSO 417 415t 4543 42 43 5247 5266 6147 7298 8259 9460 1077 additional monetary t|ghten|ng to contain
Diemand depasits in local curency 4425 4866 5509 7402 TAdr A1 BOTZ  BE7Y G584 11347 13566 15604 1A052 207 . .

Quasi-maney incuding time deposits 3735 4186 469 6236 6313 7047 7042 7958 B275 9732 11644 13243 15260 17482 |nﬂat|0nary pressures

Reserse money 4927 5453 SAET 6671 TAES AARE 6o 7853 Q00 9363 11114 12579 14404 16416

{Percentage change relative to broad money at beginning of the year)

Met foreign assets 30 23 11 34 43 A0 59 04 33 44 a4 53 74 73
Mt foreign assets (BOM) =27 -249 o7 31 46 -18 56 =01 as 41 Al 81 70 73
Met foreign assets {deposit money banks) -03 51 04 03 a2 (i} 03 as 04 04 03 o2 a1 L]
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Figure 4. Madagascar: Monetary Developments

Until the pandemic, broad money growth was driven by the accumulation of net foreign assets and credit
to the private sector. Since the Covid-19 crisis, net domestic credit to government has been on the rise.
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Links to Other Sectors

Links between the monetary sector and other macro sectors are crucial for
effective monetary policy design

Net Foreign Assets (NFA) are linked to the Balance of Payments (BoP)
Net Credit to Government (NCG) is linked to fiscal policies

Credit to the Private Sector (CPS) is linked to real GDP and growth
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QUESTIONS?



Let’'s go to Menti!
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Monetary Accounting and
Analysis

CASE STUDY



Excel Spreadsheet TBC

Syldavia: Survey of Depository Corporations, 2017-23
2017 2018 2019 2020
(in billions of national currency)

Central Bank

ASSETS

Net Foreign Assets 1,601 2,118 2,178 2,276
Net Domestic Assets -416 -709 -502 -330
Net claims on public sector -42 -b0 -18 -18
On general government -47 -64 -21 -49
On the rest of the public sector 5 3 3 2
Claims on other depository corporations 0 0 0 2
Claims on rest of private sector 15 15 3 2
Monetary Stabilization Bonds (-} -1,535 -1,845 -1,513 -1,414
Other items net 1,116 1,181 1,026 1,127
Shares and other equity 1,138 1,182 1,219 1,266
Others 8 0 -193 -139

LIABILITIES
Monetary Base 1,185 1,409 1,676 1,945
Currency in circulation 413 546 575 613
Liabilities to other depository corporations 771 863 1,101 1,332

2021

2,363
-331
-287
-288

-1,407
1,361
1,346

15

2,032
bb5
1,367

2022

2,446
-228
-86
-86

1

83

-1,812
1,586
1,477

109

2,218
743
1,475

2023

3,491

-562

-1,850

1,673
-46

845
1,863
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Questions

1.
2.

What was the monetary base at end-20227?

How much were the Central Bank’s Net Claims on the Public Sector at end-
20227

How much were Net Domestic Assets at end-20227
How much were Other Items Net at end-20227?

Bonus question: what is a quick check you can conduct to ensure that the
calculations above were correct?

Bonus question: how much was the increase in monetary base between
2016 and 2022 and what explains it (hint: create a chart to visualize it)
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Fiscal Policy and Stabilization




Fiscal Policy



R |

Mentimeter

Name one spending program with
macroeconomic effects

Name one example of revenue
measures with macroeconomic
effects



Fiscal Policy and Aggregate Demand

Y =C+ |+ (X-M)
* WhereC=Cp+Cgandl=Ip+Ig

 Fiscal policy affects Cg and Ig directly, and the other components of the
aggregate demand indirectly.




What is Fiscal Policy?

 Fiscal policy is the use of government spending and taxation to influence
the economy

* In GDP =C + | + G + NX government controls directly G through changes in
taxes, transfers and spending

* Fiscal policy influences directly aggregate demand through government
spending (G) and indirectly because C depends on income after tax

* If increases spending it is called ‘expansionary’ or ‘loose’, if it reduces
spending it is called ‘contractionary’ or ‘tight’

« Through demand, fiscal policy affects output, employment, inflation and BoP
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Fiscal Policy
Uses and Objectives

» Before Great Depression assumption was that governments needed to balance their budgets from year to year

» Keynes (1936)

« |If private sector fails to consume (C) or invest (1), the government should fill in the gap

» With unemployed resources, an increase in G would raise Y by an amount greater than the original increase in G
» Fiscal ‘multipliers’ are positive but small

» Fiscal policy can be used to several ends:

 Achieve internal balance by (i) adjusting aggregate demand to available supply and (ii) achieving
potential output with low inflation

« Promote external balance by (i) ensure sustainable current account balance and (ii) reduce risk of
external crisis

* Promote economic growth/development (e.g. education, health care)
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Fiscal Policy
Short Run and Long Run

Short Run Long Run

* In the long-run, fiscal policy may foster
sustainable growth with actions on supply side
such as public infrastructure, health, education

In the short run, fiscal policy is related to the
level and composition of aggregate demand
as a stabilization tool

 Structural policies are boost long-term growth,
although do not involve budget resources
directly

Fiscal contraction: can slow down inflation,
reduce current account deficit

Fiscal expansion: can reduce
unemployment, increase aggregate demand,
and help restore output to full capacity

« Emerging issues for long-term fiscal policy

« Climate change; adaptation and

Automatic stabilizers vs discretionary mitigation
measures « Aging populations; age-related
spending
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Commission



Fiscal Stabilization



Fiscal Stabilization

« To stabilize in the near term, governments can affect economic activity and
jobs by influencing domestic demand for goods and services

 Fiscal policy can reduce growth volatility

« Because it dampens volatility, greater fiscal stabilization is associated with
higher medium-term growth

« Can also promote economic development and help meet social needs that
could trump cyclical considerations, this would be the case in EMDES

« Governments can focus on macroeconomic stabilization:

« Stimulating the economy
« Combating rising inflation
« Reduce external vulnerabilities B e



Fiscal Stabilization
How to Measure 1t?

The change in the overall budget balance (difference between revenue collection and
spending) provides good approximation of short-term impact of fiscal measures on demand

A decline in the budget balance reflects a positive fiscal contribution to aggregate demand

To be stabilizing the fiscal balance needs to increase when output rises and to decrease
when it falls

That way fiscal policy generates additional demand when output is weak and subtracts from
demand when economy is booming

A measure of the stabilizing (or destabilizing) role of fiscal policy is the average change in the
overall fiscal balance (% of GDP) associated with a 1 percentage point variation in output
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Fiscal Stabilization
Automatic Stabilizers

 Fiscal stabilization involves a response to output fluctuations that can be
automatic or not:

« Automatic stabilizers: tax revenues and transfer levels that automatically vary
with output to stimulate aggregate demand during downturns and moderates
It during upswings without need for policy intervention

« Stabilization automatic because vary with changes in economic activity: as
output falls, tax revenues also fall and unemployment benefits rise
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Fiscal Stabilization
Automatic Stabilizers

 Shield disposable income from macro shocks without explicit policy action

* Protect against shocks and dampen business cycles

» As output declines or slows collected taxes decline
« Unemployment benefits or other social spending rise automatically
 Linked to the size of the government, larger in AEs, thus less need for stimulus

» Not subject to political decisions and implementation lags and impacts automatically
withdrawn as conditions improve

 Cyclical changes make fiscal policy automatically expansionary during
downturns and contractionary during upturns

- Effective tool for fiscal stabilization (timeliness and predictability) g e
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Fiscal Stabilization
Discretionary (non-automatic) Measures

« Because automatic stabilizers are limited in scope, countercyclical policy also
Involves discretionary measures (e.g., boosting public investment, allowing
for tax deferrals, establishing ad-hoc transfer programs)

 Discretionary measures often introduced in response to unforeseen economic
shocks that can undermine economic activity

 Discretionary fiscal policy involves active changes in polices that affect
government expenditures, taxes and transfers

 Fiscal stimulus: new discretionary spending or tax cuts

* Fiscal stimulus more difficult to design and implement effectively
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Fiscal Stabilization
Discretionary (non-automatic) Measures

 Discretionary fiscal policy need to be timely, targeted and temporary, rarely
the case

 Discretionary fiscal measures typically slower to arrive than monetary policy
responses (change in interest rate) and the effects of automatic stabilizers

« Difficult to reverse when conditions improve, becoming permanent implying
that public debt will creep upward

* Need to be timely, targeted and temporary



Fiscal Stabilization
Advanced Economies vs Developing Economies

« Advanced economies rely on a wide range of instruments (spending, tax, and liquidity assistance) to support
people and firms, given their strong tax-benefit system. Automatic stabilizers are often sizable; they account for
more than 50% of overall fiscal stabilization in about 60% of advanced economies.

« Emerging market and developing economies exhibit institutional limitations and narrow tax bases, so their
stabilization instruments are fewer and less effective. Worse, they are more exposed to shocks (e.g., pandemic,
demand for exports, terms of trade, capital flight). Automatic stabilizers are often small; they account for only
30% of total fiscal stabilization in the sample of countries.

Figure 2.3. Advanced Economies: Government Size Figure 2.4. se_lmd_quumriem Fiscal Stabilization 2. Ern:rging Market and Dlh‘lhpil‘lg Economies
and Automatic Stabilizers and Automatic Stabilizers
{Percent of GDFP) 3.0-
The extent of automatic stabilizers is strongly correlated with the relative
size of public expenditures. Automatic stabilizers contribute more to overall fiscal stabilization in rAih
advanced economies than in emerging market and developing
o6 - DMK @ - ECONOMIas. E-n -
m Stabilization coefficient ® Automatic stabilizers - Government size 1.9~
§ 05 - 1. Advanced Economies 10-
= 3.0- I
o
g 04 - 25-
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— " gEﬁH?—u’_’l Js:-ﬁ—lﬁﬁl—
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Government expenditure. 2013 (percent of GDF) 0.0 Sources: European Commission; Girouard and André 2005; Mourre,
Sources: European Commission: Girouard and André 2005: Mourre, Astarita, 05 w a::lt F'-‘n_'l:anni—_‘md; ﬂ:jglémislaehm fmzwarﬁﬁ%-ﬁahm and
and Princen 2014; Organisation for Economic Co-operation and Develop- ’ e e =y L O = U0 =f = 0L = = m PI'I!:E, , an uillemette s g5
and Princen 2014, Organssatio ZEFESSRENESEE0SFELERIEIEEE SO0 e

ISR Lamirmissian 1



Fiscal Stabilization

Fiscal and Borrowing Space

Active stabilization policies or the spontaneous operation of
automatic stabilizers will increase the overall budget deficit
Response depends on the government’s fiscal space for
new spending initiatives or tax cuts

Emerging deficit might need to be financed through public
borrowing—i.e., borrowing space is required as well.
Borrowing to finance increased government expenditures
raise interest rates, thereby crowding out investment and
reducing multiplier

Unsustainable fiscal policy can trigger crisis if public loses
confidence in government’s macroeconomic policy (e.g., twin
crises; capital outflows and exchange rate instability; bank
runs and financial instability).

Some governments are not able to respond with stimulus,
because their potential creditors believe additional spending
and borrowing would put too much pressure on inflation,
foreign exchange reserves, or the exchange rate—or take too
many resources from the local private sector (also known as
crowding out), delaying recovery

Figure 1.6. The Evalution of and Outlock for Fiscal Space for Advanced Ecanomies, Emerging Market Economiles, and
Low-Income Developing Countries

Financing constraimls fave become bigfier o probisiive 7 severa eTmeTQAng MaRel cooaarNes and iow-\noome and dEvelnming CouvRres.

1. Publiz Debd to Rewenu 2. Soverrign Spreads
iParcart] ) Basis pain)

" — Advrnoed poonomies W Jowary 210 W June 3021
- :Frrm'_gi'qr:riziur_rnﬂiﬁ ) / - 1
Liwg-incoms: dawsloping countries IIII.I
fo— . 1,000
x"_\'\_f/_ _ !

3;5"’#1_7:_/“ - -

15“-__,"_‘_-\—\_ I -
1
a1- -

Emrging markat sconomies

gaensg

3 | st Payrresis bo Reveroes 4, Gress Financing Nesds:

_ (Percent) [Perocnt of GOF)
B hvarosd sconomies -7 183 mae man san N

— Emengiog markel economis S
s — Low-income dewdoping counlries /_
b / AV -
- - a1

- ) _,_p-"_‘—""_'____

e .
5- T
ﬁ]]ﬂ"-'ﬂ M RBEHGBEITEIDNR 2:3 MEMN Aehanced ermnomies Ermerging markel economies

Sowces: Panels 1,3, and £ INF, Wiorld Economic Dutiook database; and INF siaff caloubtions. Pangd 2 Refinitiy Dalasteam

European
Commission



Fiscal Stabilization
Exit Strategy and Policy Coordination

Exit Strategy Policy Coordination
Fiscal stimulus packages need to include » The impact of fiscal policy on output is greater
exit strategy: ensure that solvency is not at when monetary policy works in the same direction
risk and should as the fiscal stance
Not have permanent effect on budget » A smaller fiscal deficit will cool aggregate demand
deficits and inflation so the central bank does not need to

_ _ _ _ raise rates as much
Provide commitment to fiscal correction,

once economic conditions improve » Conversely, a fiscal stimulus in a high inflation
environment (such as now) would force central

Include structural reforms to enhance banks to increase rates even higher to curb

growth inflation

Commit to strategies for health care and - Fiscal policy effective in managing shocks and

pension reforms in countries facing supporting economic activity when monetary policy

demographic pressures is constrained .

Commission
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Public Debt and Debt
Sustainablility Analysis (DSA)




Official lending is a prominent source of external financing for LICs

Multilateral and Bilateral Debt
= e

(% of PPG External Debt)

Average Average Average

100%

90%

80%

70%

60%
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30%

20%

10%

0%

[ LIC-EMBI LIC-Frontier [ LIC-Other
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External loans feed into the fiscal accounts, the BOP, and the
public external debt

REPAYMENT

LOAN [PUBLIC EXTERNAL DEBT]

GOVT. FINANCING SOURCE GOVT. FINANCING NEED | oo
/ \
CAPITAL EXPENDITURE INTEREST + AMORT. PAYMENT LOAN WILL BE ADDED TO
THE PUBLIC EXTERNAL
EXTERNAL FINANC. INFLOW EXTERNAL FINANC. OUTFLOW | | DEBT FOR A LONG TIME
IMPORTS (CA) INTEREST (CA) & AMORT. (FA)

Commission



LOANS, DEBT MANAGEMENT, AND SUSTAINABILITY

______________________________

@ Loansincorporated to the portfolio of
public debt instrument (loans,
securities, etc.)

O
o
o
~—+
<
D
S
D
Q
@
=
@
S
—~—

= —_—_—__—_—__—_—__—_—__—_—__—_—__—_

LOAN WILL BE
ADDED TO THE

PUBLIC EXTERNAL
DEBT FOR A LONG
TIME

@ Loans are to be repaid together with Debt Sustainability
other public debt instrument |

O Define sustainability

O How can we assess sustainability?
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DEBT SUSTAINABILITY: DEFINITION

[ PUBLIC DEBT SUSTAINABILITY]

AV ) 3 S~ \\
r N T Ty A
The ability of a government to -l o ...preserving sound policies over time,
honor its current and future without being forced to undertake major
financial obligations... fiscal adjustments (presumably unrealistic),
debt restructurings, or outright defaults
\_ v \_ Yy,
T VT
TN FISCAL POLICY 7 Al
\\ //’ ﬁ /\\ //
ABILITY TO PAY FINANCIAL POLICY

WILLINGNESS TO PAY

... /5

DEBT MANAGEMENT

ECONOMIC PERFORMANCE

\,
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DEBT SUSTAINABILITY IMPLIES SOLVENCY

A government’s capacity to
repay financial obligations
over an extended period of

time

Funding debt repayment with budgetary resources in the
long-term

Without systematically borrowing to fund budget deficits and
rollover maturing liabilities

No need to incur in unrealistic fiscal policy adjustment to
generate budgetary resources sufficient to repay financial
obligations

No need to engage with creditors to restructure existing
liabilities in view of insufficient budgetary resources in the long-
term to repay them under the original contractual terms

m European
Commission



DEBT SUSTAINABILITY IMPLIES LIQUIDITY

A government’s capacity to
borrow funds in the short- to

cost to meet gross financing
needs (including rollover of
maturing financial obligations)

medium term, at a reasonable

/

Without facing higher-than-normal interest rates or severe
disruptions in the financing flows provided by regular
creditors

In theory, a solvent debtor would always be liquid.
Creditors recognize the short-term borrowing is consistent
with a long-term path where the debtor’s financial liabilities
and repayment capacity are balanced

However, liquidity issues may arise due to coordination
failures or information asymmetry, e.g., uncertainty about a
debtor’s budgetary resources or capacity to undertake policy
adjustments

A solvent government who fails to raise enough short-term
funds to service maturing debt, may become insolvent due to
liquidity problems

m European
Commission



DEBT SUSTAINABILITY ASSESTMENT INVOLVES
JUDGMENTS ABOUT UNCERTAIN FUTURE CONDITIONS

Fmm_—_———— I
! \

S
> i_,—l——"\\ SUSTAINABLE Debt_W|II l?e served n_o_rmally
= p. with high probability
\"’E Z _,I.—”"‘/
SIS
DEBT |, £
ol W :’""L‘-'A\ Debt will be served normally
N QZ) {*~fee, A UNSUSTAINABLE with low probability
’ L ) 17
": - I
= ; |
- I Debt sustainability to be assessed regularly in order to incorporate:
LOAN IS HERE (i) new information on events; and
I (i) changing expectations about the future outlook and risks.
I
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ASSESSING DEBT SUSTAINABILITY INVOLVES
MONITORING SOLVENCY AND LIQUIDITY

-

O Formulate a judgement on whether the government will have the
7 ~ ability and willingness to meet its current and future financial obligations

SUSTAINABILITY ® Identify the risks likely to affect the economic and policy performance
ASSESSMENT \_ driving the public debt dynamics over the medium term

__________________________________

Indicators / Ratios

W) N N Subjective judgements and
S ) interpretations

Collective consensus and
\ conventions y;

R ——
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DEBT RATIOS USED AS SUSTAINABILITY INDICATORS

LIABILITIES TO

SERVICE

REPAYMENT CAPACITY

(in nominal values)

EXAMP

Public Debt / GDP
Public Debt / Revenues

Total financial obligations (debt stock)
Debt service obligations (flow)

Repayment in the long term
Re-financing in the short- to medium term
Normalization for int’| comparisons

LES

External Debt / GDP
External Debt / Exports

L External Debt / Reserves
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WHICH COUNTRY EXHIBITS A SUSTAINABLE PUBLIC DEBT?

United States

China

Bhutan

PUBLIC DEBT 2020 (% OF GDP)

127%

United States

121%

67%

China Bhutan




DEBT RATIOS USED AS SUSTAINABILITY INDICATORS

RELATE TO SOLVENCY OR LIQUIDITY

RELATES TO DEBT BURDEN

- - - ————

[ Public Debt
External Debt

= ——_——_—_—_—_—_—_—_—_—_—_—_—_—_—___1.

RELATES TO FINANCING NEEDS

o - —————

Present Value (PV) of Debt }

1,1

MEASURED AS % OF

GDP REVENUES EXPORTS

f Budget deficit
Gross financing needs
X Interests and amortizations }



ECONOMIC PERFORMANCE, POLICIES, AND PUBLIC DEBT
SUSTAINABILITY

Debt/GDP ratio evolves over time as a result of debt dynamics and GDP growth

@® Debt Dynamics

O

O

N\

Borrowings depend on fiscal deficits and other | > fiscal and financing policies
financing needs '

4

N . ;
- ==~ monetary, financial, and

Affected by exchange rates, interest rates, and other 3
'---1-" exchange rate policies

market conditions

® GDP Growth

O Economic growth and price inflation |

\ - P
____________ '~ economic conditions and
------------ v»"  public policies
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DEBT DYNAMICS, DEBT STOCKS, AND FLOWS

____________________

DEBT _ _ o _ _ _ _ ' Like demographic :
DYNAMICS Change in Public Debt in t = Outstanding Debt in t - Outstanding Debt in t-1 | dynamics! |
Qutstanding Debt in t-1
STOCKS . :
Outstanding Debt in t
FLowd Change in Public Debt = Disbursements — Repayments + Valuation Effects
Change in Public Debt = Fiscal Deficit + Other Net Financing Needs + Valuation Effects

Commission



GROWING PUBLIC DEBT RATIOS WORLDWIDE
(EVEN PRIOR TO THE COVID-19 PANDEMIC)

{ PUBLIC DEBT J

% of GDP

2005 N /.3

2008 I 4.1

2015 N O .6
2019 I S3.1
2020 N CR.4

[ Advanced Economies ]

2015 I 107 .0
2019 I 107 .8
2020 I 1288

[ Emerging E{;{_)I'I(JlT]iE‘S]
2005 M 40.1
2008 M 33.5
2015 N 43.3
2019 N 51.6
2020 I 504

0 50 100 150

PRIVATE DEBT
% of GDP

I 2 13.6
., 0 c5.2
I 0.7
I, 2 24.9
I 2 53.0

eee————————————— A I
I 0 O 5.9
————
I 06 7.2
) O 6. 7

I 253
I 100.1
I (537
I 165.5
. 129.1

0 100 200 300

EXTERNAL DEBT

% of GDP

I C 4.2

I 104.1
I 102.8
I, 102.8

e —————
I 133.2
I 151.0
I 151.5

N 33.6
I 23.5
B 334
I 35.6

0 50 100 150 200

European
Commission



USING DEBT RATIOS O ASSESS VULNERABILITY

Debt stock / GDP \/
Gross financing needs / GDP
Debt service / Revenues
Primary balance / GDP

N
(ALK

Interest payments / GDP

Currency composition of public debt
Interest-rate composition of public debt
Maturity composition of public debt

Investor & creditor composition of public debt

CARRA

«

Growth and fiscal-balance forecasts \/
(baseline and shock scenarios)
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COVID-19 PANDEMIC IN 2020:

IMPACT ON PUBLIC DEBT VULNERABILITIES

a LIQUIDITY

SOLVENCY “ :“ GROSS FINANCING
DEBT STOCK '+ NEEDS
1 AN v/
s 2 SN e
g WY , \ i
“~eg v’ L2 e Yo
| N .y 28 N S
'—'-.& A A :3 o %\/}‘ /7/))‘\
‘Fi'!;‘ : Ci <%i gj' o
- FISCAL
MACROECONOMIC | | PERFORMANCE

I
I
I
PERFORMANCE |\ - |FISCAL POLICY SPACE

_____________________

Expenditures

]
|
Interest rates : E Fiscal bal
| ! iscal balances
\

Exchange rates

_________________________________________
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7N\
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i o
|
|
-

7/

Y Rk

I-
|
|
= 7
N

N/

Large
primary
deficit

EXPOSURE TO RISKS |4
DEBT STRUCTURE

PERFORMANCE
DM SPACE

DEBT MANAGEMENT |,
|
|
I

_______________________

Financing terms on debt
Issuances and rollovers
Development of public
debt markets
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ASSESSING DEBT VULNERABILITIES:
THE CASE OF ASIAN DEVELOPING COUNTRIES (ADCs)

HIGH PUBLIC DEBT MODERATE PUBLIC LOW PUBLIC DEBT
(HPD) GROUP DEBT (MPD) GROUP (LPD) GROUP
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FEW ADCs EXHIBIT HIGH EXTERNAL DEBT RATIOS,
SIGNALING SOLVENCY-RELATED VULNERABILITIES

HIGH EXTERNAL DEBT MODERATE EXTERNAL LOW EXTERNAL DEBT
(HED) GROUP DEBT (MED) GROUP (LED) GROUP
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FISCAL MEASURES TO COPE WITH ECONOMIC EFFECTS
OF COVID-19 INCREASED DEFICITS AND BORROWINGS

GLOBAL COVID-19 MEASURES

(USD TRILLION)

- e =

Other Emerging

Sub Saharan Africa

Latin America and The Caribbean
Other Advanced

Euro Zone

Japan

United States

World

Source: IMF Fiscal Monitor January 2021.

0.4
1.10.7 1.8
10 25 35
0814 2.2

3.5 0.54.0

Above the line

Below the line

13.9

DEVELOPING ASIA, BY REGION

The Pacific 0.0

Central Asia | 0.0

Southeast Asia .1 0.2

South Asia .0.1 0.2

DEVELOPING ASIA, BY COUNTRY
Singapore I 0.1

Hong Kong, China I 0.0

Indonesia I 0.0

India l 0.2
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HIGHER PUBLIC DEBT RESULTED FROM ECONOMIC
CONTRACTION (OR GROWTH SLOWDOWN) AND DEFICITS

HIGH PUBLIC DEBT MODERATE PUBLIC LOW PUBLIC DEBT
(HPD) GROUP DEBT (MPD) GROUP (LPD) GROUP

Public Debt 2019
120
l B Debt variation in 2020

Public debt in 2020
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Country case study

Chad




Chad — Background

 Fiscal deficits and below-the-line financing needs led to a significant level of
debt even prior to COVID-19 pandemic. Expensive financial arrangement
(e.g., loan from an oil company).

« Currently, Chad engaged in G20 Common Framework negotiations.
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Chad — Government’s Flow of Funds and
Debt Accumulation in 2019

» For the activity in this case study, please

use data from the tables in the next slide INTERNATIONAL MONETARY EUND
(which are included in the IMF Country

Report No 20/231) IMF Country Report No. 20/231

 Activity #1: Relate the annual change in CHAD
the level of public debt between 2018 and REQUEST FOR DISBURSEMENT UNDER THE RAPID

2019 to: CREDIT FACILITY AND CANCELLATION OF THE
EXTENDED CREDIT FACILITY ARRANGEMENT—PRESS
RELEASE; STAFF REPORT; AND STATEMENT BY THE
EXECUTIVE DIRECTOR FOR CHAD

 the gross borrowings and amortization
payments realized in 2019;

) .. ; ] Chad: Reqguest for Disbursement under the Rapid Credit Facility and
¢ the fISCB.| deﬂC't and other flnancmg Cancellation of the Extended Credit Facility Arrangement-Press

sources Observed in 2019. Releas_e; Staff Report; and Statement by the Executive Director for
Chad (imf.orq)

“ European
Commission


https://www.imf.org/en/Publications/CR/Issues/2020/08/03/Chad-Request-for-Disbursement-under-the-Rapid-Credit-Facility-and-Cancellation-of-the-49628
https://www.imf.org/en/Publications/CR/Issues/2020/08/03/Chad-Request-for-Disbursement-under-the-Rapid-Credit-Facility-and-Cancellation-of-the-49628
https://www.imf.org/en/Publications/CR/Issues/2020/08/03/Chad-Request-for-Disbursement-under-the-Rapid-Credit-Facility-and-Cancellation-of-the-49628
https://www.imf.org/en/Publications/CR/Issues/2020/08/03/Chad-Request-for-Disbursement-under-the-Rapid-Credit-Facility-and-Cancellation-of-the-49628

Chad - Data Sources

Page 13
Table 1. Chad: Selected Economic and Financial Indicators, 2017-24

207 2018 2019

Prel. Prel. Est.
Total debt (in percent of GDP)* 50.3 491 443
Of which : domestic debt 247 232 19.7
Memorandum items:
Nominal GDP (billions of CFA francs) 5,855 6,127 6,406
Of which: non-oil GDP 4830 4961 5130
Nominal GDP (pillions of US$) 10.1 11.0 109

Sources: Chadian authorities; and IMF staff estimates and projections.

"Met of cash calls and transportation costs linked to the cil public enterprise (SHT) participation in private oil companies.

? indudes subsidies to the electricity compary starting from 2020

‘indudes projects financed by the BDEAC, but the comesponding loans (in CFAF) are counted as domestic financing.

*Total revenue, less grants and oil revenue, minus total expenditunes, less interest payments and foreign financed imvestment.
‘Difference between committed and cash expenditure, and errors and omissions.

shtugiud arrears, as registered by the Treasury in the “restes & payper®

Table 2. Chad: Fiscal Operations of the Central Government, 2019-21

(In billions of CFAF, unless otherwise indicated)

Cther armears include unrecognized amears, the total of which will be specified after the audit of arrears, and the cearance in 2018 of CRAF 54 B0 pocigyal financing gap

then public company Coton Tdhad owed 1o domestic banks.
*Bilateral or muttilateral koans in CFAF (e.g. BDEAL, loan from Carmercon in 2016).
"l dett 1o BEAC weas consolidated and rescheduled in September 2017 into kong term securities.

2015
Est
Total revenue and grants Ba5
Revense Bi0G
oil’ 326
MNon-oil 480
Tax 481
Mon-tax 1%
Grants 7o
Budget support ¥
Froject grants T2
Expenditure o924
Current &39
Wages and salaries 160
Civil Service 248
RAilitary 111
Goods and services k]
Transfers and subsidies’ 133
Interest G4
Domestic 21
Excternal 43
O which: Glencore loon (ofter restructuring) ar
Inwestment 285
Domestically financed 153
Foreign financed”’ 132
Crverall balance (ncl. grants. commitrment] =
Mon-oil primary balance [excl. gramts, commitment)® -249
Float from previows year” A%
Float at end of period® an
war. of Arrears* -B4.
Repayment of other armears o
Crwerall balance (incl. granes, cachi) -62
Mon-oil primary balance [excl. grants,cash) 272
Financing (33
Diormestic financing ET]
Bank financing 179
Central Bank (BEAC) i7a
Deposits 105
Adhvamces (net) o
InAF T4
Commercial banks [deposits) o
Other financing (net), of whichc =141
Amortiration -7
Cammerciall bamnks loors o
Maon-Bank loans fgross)© 2
Tremsury bills (et} ]
Tremsury Bonds fgrass) a
Bonk Becopitolization o
Erabiliration Funds a
Privatization and other exceptional receipts o
Foreign financing 27
Loans {net) -1
Disbursements T2
Budget borrowings 13
Project koans 55
Amaortization -¥3
OF which: Glencore loan {after restructuring) -24
Deebt relief/rescheduling (HIPC) 2B
Financing Gap -z
RCF-1
Prospective RCF
Prospective financing from World Bank
Prospective financing other development partners
CCRT
OS5l
Memorandum items
MNon-odl GEP 5130
Poverty-reducing social spending 241
Bank deposits (Including BEAC) 149
in his of dom: icalbr-financed spending) 23

BEAC advances®

Page 14
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Chad — Government’s Debt Accumulation in 2019

The Public Debt Dynamics states that

Annual Change in Debt = D) — D@1) = Borrowings — Amortizations 1 ‘debt manager’s approach’

and also,

Annual Change in Debt = D) — D@1) = Expenditure — (Revenues + Other Financing Sources) [ ’fiscal analyst’s approach’

When financial liabilities are denominated in local and foreign currencies, we have that total debt D) includes local-currency debt D,
and foreign-currency debt D(fc,t) .

For accounting reasons, the value of foreign-currency debt is converted into local-currency using exchange rates (ER), and next added to
the local-currency debt [ Dt = D(ct) + D(ct) *

Two important effects are observed in practice when exchange rates fluctuate and then increase (or decrease) the local-currency value of
the total public debt:

1. Valuation Effect (VE) is the change in the local-currency value of the ‘old’ foreign-currency debt inherited from last year (t-1), due to the
exchange rate depreciation (or appreciation) between last year (t-1) and this year (t) [1  VE = D(fc,t-1) * ( — )

2. Stock-Flow Adjustment (SF) is the change in the local-currency value of the ‘new’ foreign-currency debt generated this year (t) (i.e.,
Issuances minus amortizations), due to the exchange rate depreciation (or appreciation) within this year (t) (i.e., from the date of net
Issuance to the end-of-year date) | SF = (D(fc,t) - Dfe,t-1)) * ( - )

Annual Change in Debt = D) — D@1) = Borrowings — Amortizations + VE + SF m European |

Commission
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Chad — Government’s Debt Accumulation in 2019

What caused the public debt accumulation in 2019? Complete the two equations below using data from Table 2 (figures in CFAF
billions).

D2019) — D(2018) = Borrowings — Amortizations (cash) + VE + SF + Residual

D019) — D(2018) = Expenditure (cash) — (Revenues + Other Financing Sources) + VE + SF + Residual

Hints:

Revenues = 885

Borrowings = 148 = On-lending from BEAC of IMF loans (net) + Non-bank Loans + Disbursement of Foreign Loans = 74+2+72
Other Financing Sources = 105 = Withdrawals of Deposits at BEAC

Expenditure (cash) = 947 = Expenditure (accrual) — Change in Float Stock — Change in Arrears Stock = 924 — (90-49 ) — (-64)

Amortizations (cash) = 189 = Amortization T-Bonds and Non-bank Loans + Amortization T-Bills (net of issuances) +
Amortization of Foreign Loans — HIPC Debt Relief/Rescheduling = 74+ 70 +73-28

D(2018) is 49.1% of GDP and D(2019) is 44.3% of GDP (see Table 1; debt figures include guaranteed debt).
Note that GDP(2018) is 6,127 and GDP(2019) is 6,406.

Therefore, you should find that the annual change in the Chadian public debt is D019) — D(2018) =-170

m European
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Chad — Government’s Debt Accumulation in 2019

Additional Hints:
Let us assume that Dfc, 2018) and D(fc, 2019) are equal to external public debt (which is 25.9% of GDP in 2018 and 24.6% of GDP in 2019).

Let us also assume that D(fc, 2018) and D(fc, 2019) are denominated in USD only.

Note that exchange rates are the following: iIs 576 CFAF/USD ; is 590 CFAF/USD ; and Is 586
CFAF/USD

Therefore, you can compute VE and SF as follows:

VE = 38 = D(ic,2018) * ( - ) = (25.9% * 6,127 / 576) * (590 — 576)
SF = 0 = (D(fc,2019) - D(fc,2018)) * ( - ) =[(24.6% * 6,406 / 590) - (25.9% * 6,127 / 576) ] * (590 — 586)

What factors could explain the Residual?

m European
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Chad — Solutions

The Public Debt Dynamics in 2019 is:

D(2019) — D(2018) = -170 = Borrowings (148) — Amortizations (cash) (189) + VE (38) + SF (0) + Residual (-167)

D(2019) — D(2018)

-170 = Expenditure (cash) (947) — ( Revenues (885) + Other Financing Sources (105) ) + VE (38) + SF (0) + Residual (-165)

Note: There is a difference of 2 between the two Residuals in the equations above.

m European
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Country case study

Pakistan
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Questions

 Discuss Pakistan fiscal performance. How has the public debt evolved over
time? What happened in terms of needs and funding sources pre and
during/post pandemic.

« How the external situation evolved?. Relate to external debt and international
reserves.
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Country case study

Brazil




Brazil — Background

* Low GDP growth and fiscal deficits due to COVID-19 pandemic has led to an
Increasing level of debt.

« Revenues stagnation. Need for revenue mobilization to create space for
public investment and a stronger social safety net.

m European
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Brazil — Fiscal Space

« For the activity in this case study, please use data from the tables in the following slides
(which are based on WEO).

« Activity #1: Discuss evidence of ‘limited’ fiscal space. Its capacity to borrow, mobilize
revenues, or both, constrained? Which is the expenditure situation?. For this, different
scenarios are presented:

» Baseline;

* Alternative Scenario no. 1; and

« Alternative Scenario no. 2.

« Exercise: If Gov't must stabilize debt, which is the cap level for primary spending?

m European
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Brazil — Fiscal Space

Table 1
____________ ot ~~varable 2017 2018 @ 2019 = 2020 2021 2022 2023 2024
______ LCU/USD ER per U.S. dollar,end of peviod 331 38 403 520 558 465 460  4.56
______ LCU/USD ER perVU.S. dollar,average 319 365 394 516 540 485 461 456
_______________ % ____ RealgDP GrowthRate 3 18 12 -39 46 17 11 2.1
_______________ % . Average InterestRate o103 091 084 70 085 102 100 88
S Nominal GDP current prices 6,585 7,004 7,289 7,468 8,679 9,725 10,271 10,916
_______________ S Revenue 2,006 2,148 2,327 2206 2,736 2984 3,08 3,212
_______________ S Netborrowing 096450 483 78 672 618 741 770
_______________ $...... 0Other net financingsources .8 42 49 219 -288 105 18  -14
S Ex penditure 2,522 2,641 2,761 3,201 3,120 3,707 3,845 3,968
S Primary Expenditure 2,016 2,138 2,257 2,744 2,492 2,880 2,982 3,143

Public Debt as % of GDP

» Under this "Baseline Scenario”, which is the level of primary expenditure? What happened

with the debt evolution (as % GDP)? What are your views on the room for additional

spending?

European
Commission



Brazil — Fiscal Space

Table 2

Unit Variable 2017 20138 2019 2020 2021 2022 2023 2024

% Public Deht as % of GDP 83.6 856 87.9 98.7 93.0 8826 886 82.6

« Under this "Alternative Scenario no.1”, which is the level of primary expenditure? Compare
with Baseline. If you want to stabilize the debt ratio, what has to happen to primary m European
spending?



Brazil — Fiscal Space Exercise

« Under "Alternative Scenario no.2", determine the maximum level of primary expenditure under the
restriction than Deb-to-GDP ratio remains flat (2023 equal to 2022), and the Revenues return to pre-

pandemic level (average 2018-2019)?

Variable

Public Debt as % of GDP

Table 3

European
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Brazil — Expenditures cap in 2023

What is the primary expenditure ceiling in 2023? Remember that the Public Debt Dynamics states:
D019) — D(2018) = Expenditure (cash) — (Revenues + Other Financing Sources) + VE + SF + Residual
where, Expenditures (cash) = Primary Expenditure + Interest

Complete the equation below using data from Table 3 (figures in BRL billions).

Primary Expenditure = D(2023) — D(2022) + (Revenues + Other Financing Sources) - Interest — (VE + SF) — Residual

Hints:

Note that GDP2023) is 10,271 and GDP(2022) is 9,725.
Revenues = 3,193 (Average 2018-2019 is 31.1% of GDP)
Other Financing Sources =0

Interest = 862 (Table 2)

VE + SF = -6 (Table 2, Valuation Effect line include SF)
Residual = 0

D(2022) is 88.6% of GDP and D(2023) must be 88.6% of GDP.
“ European
Therefore, you should find that the annual change in the Brazilian public debt is D(2023) — D(2022) =484 Commission



Brazil — Solutions

The Primary Expenditure in 2023 is:

Primary Expenditure = 2,821 = D(2023) (9,105) — D(2022) (8,620) + Revenues (3,193) + Other Financing
Sources (0) — Interest (862) — (VE + SF) (-6) — Residual (0)

Primary Expenditure (2023) / GDP (2023) = 27.5% = 2,821/ 10,271

m European
Commission



Selected Issues




Monetary Policy and Analysis
Selected Issues



Selected Issue—Crypto Assets

Boom and bust

Bitcoin's value soared, extending gains during the pandemic,
but since late 2021 has lost nearly three-quarters of its worth.

(Bitcoin price, US dollars)

80,000

60,000

40,000

20,000

0

2015 2017

Source: CoinDesk Bitcoin Price Index.

2019

2021

2023

IMF

Purposed benefits: Enhancing cross-border
payments' efficiency, financial inclusion, and
portfolio diversification

Macroeconomic risks: Potential impacts on
monetary policy efficacy, capital flow volatility,
and fiscal risks

Concerns: Addressing financial stability,
financial integrity, legal considerations,
consumer protection, and market integrity.

Example: CAR adopted crypto assets as a legal
tender

Challenges: Highlighting the decline in crypto
asset valuations, exchange failures, and the
collapse of specific crypto assets

Commission



Selected Issue—-central Banks Digital Currencies (CBDC)

Role of CBDC: Dual nature encompassing both a monetary instrument (store of
value and means of payment) and vital infrastructure for transaction clearing and
settlement

Monetary instrument aspect: CBDC's role in enhancing safety, mitigating
counterparty risks, and providing liquidity in payment systems

Infrastructure aspect. CBDC's potential to foster interoperability and efficiency
across private digital money networks and asset platforms

Prudent design potential: CBDCs, if designed carefully, may offer improved
resilience, safety, accessibility, and cost-efficiency compared to private digital money

Comparative advantage: Even well-regulated stablecoins might fall short when
compared to a stable and well-designed central bank digital currency | e |
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Fiscal Policy and Stabilization
Selected Issues



Fiscal Frameworks and Fiscal Rules

 Fiscal frameworks important tool to support fiscal sustainability and make
policies more predictable

 Fiscal frameworks comprise long-term fiscal targets, fiscal rules and fiscal
Institutions as well as budget procedures

« Countries increasingly adopted fiscal rules and fiscal councils to help
strengthen their fiscal frameworks, promote debt sustainability and increase
credibility of fiscal policy

 Design of fiscal frameworks should achieve three goals:

() sustainability of public finances
(i1) stabilization of the economy through countercyclical fiscal policy o
(i) communication and accountability to the public

European
Commission



Fiscal Frameworks and Fiscal Rules

Well-designed fiscal rules and medium-term frameworks can promote good expenditure control over the cycle
and promote a flexible response to variations in output

Fiscal councils tasked to provide fiscal oversight, including monitoring and assessing of budgets and quality
of public policies

Selecting a long-term fiscal target is important when designing fiscal framework, commonly used anchors are
debt or the budget balance

Fiscal rules are long-lasting constrains on fiscal policy through numerical limits on broad fiscal aggregates
(budget balance, government expenditure, debt)

Most common rules are: debt ceiling; debt anchor (target); deficit ceiling; public expenditure growth ceiling;
Golden Rule (borrowing can only be used for financing investment projects)

Debt-to-GDP easy to monitor and good predictor of crises, and could also be combined with a deficit limit as
in the EU SGP

Key trend greater flexibility with exit clauses to accommodate large, unexpected shocks (e.g., p“micgmgﬁgm
financial crisis)



Public Debt and Debt
Sustainablility Analysis (DSA)
Selected Issues



Debt Vulnerabillities in LICs

« LICs’ public debt has risen steadily during the decade prior to the pandemic.

« Key contributing factors included higher external borrowing following low interest rates, high
iInvestment needs, limited progress in domestic revenue mobilization, and often-constrained public

financial management capacity.

« A closer look at the structure of debt shows that the growth was mostly driven by two components:
domestic debt and external non-concessional debt (e.g., new official and semi-official creditors,

frontier markets).

« LICs’ public debt has further increased in 2020-22 as a consequence of the pandemic and Russia’s war
iIn Ukraine. Large output loss also contributed to increase the public debt-to-GDP ratio.

« Over 25 years after the launch of the Heavily Indebted Poor Countries (HIPC) Initiative and the
Multilateral Debt Relief Initiative (MDRI), many LICs are again facing high debt vulnerabilities.

« About 60% of LICs are currently facing high debt vulnerabillities.

m European
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Debt Vulnerabillities in LICs

Failure to put public debt in a decisive downward path will intensify existing debt vulnerabilities.

Debt restructuring or reprofiling can help address those vulnerabilities. However, efforts at implementing
coordinated debt treatments face challenges that did not exist in the past, e.g., new official and semi-official
creditors, frontier markets. Creditor coordination in debt restructuring processes is more complex. Higher
financing needs have recently contributed to harsher terms and the use of riskier debt instruments. Large debt
repayments are coming due in the near term. Weak capacity to undertake maturity-managing tools (e.g., debt
reprofiling operations, swaps, or other liability management operations)

Fiscal consolidation can also help. However, if fiscal consolidation is too aggressive and not growth-friendly, it
poses significant risks to the debt trajectory through the fiscal multiplier effect, while failure to undertake critical
structural reforms could result in lower than projected growth. These negative feedback effects exacerbate debt
vulnerabilities.

Recent initiatives for debt restructuring and reprofiling: G20 Common Framework and Debt Service Suspension
Initiative (DSSI).

The IMF-World Bank Multipronged Approach to Address Debt Vulnerabilities (MPA) provides a reference
framework to support this objective, through a comprehensive approach organized around four pillars: (i)
strengthening debt transparency; (ii) strengthening countries’ capacity to manage debt; (iii) applying accurate
debt analysis tools; and (iv) strengthening International Financial Institution (IFI) policies. H omenn |
Commission



Classification System for Debt Restructurings

Reprofiling

Risk-burden sharing:
Used to lock in funding
for a few years and/or to
keep creditors at risk to
future loss absorption

3-5-year maturity
extension No coupon
reduction No principal
haircut

Uruguay, 2003
Dominican Republic,
2005 Pakistan, 1999

5-15% Allows full
recovery of par/market
value if no subsequent
restructuring

0% Government benefits
primarily through
avoiding high or
uncertain market
financing costs that
would otherwise apply

Soft Restructuring

Value-burden sharing:
Primarily used to relieve
funding and budgetary
interest pressures

5-10-year maturity
extension Coupons
reduced 0-30% No
principal haircut

Ukraine, 2000

15-30% May allow full
recovery of par/ market
value after interim loss of
income

0-20% Temporary
interest expense relief
generates small
debt/GDP savings on
horizon of economic
program

Medium Restructuring

Value-burden sharing:
Delivers moderate debt
relief to debtor and
payment deferral

10-20-year maturity
extension Large
reduction of coupon
and/or moderate
principal reduction

Brady restructurings for
Mexico, Brazil, the
Philippines and Uruguay
Ecuador, 2000

30-50% Moderate
permanent impairment of
capital

20-50% Direct debt/GDP
savings through principal
reduction or below
normal financing costs

Hard Restructuring

Value-burden sharing:
Delivers deep debt relief
to debtor and significant
payment deferral

20—-30-year maturity
extension Large
reduction of coupon
Large reduction in
principal

Argentina, 2005 and
2010 Greece, 2012

50-75% Deep
permanent impairment of
capital

50-75% Direct debt/GDP
savings through principal
writeoff and additional
savings from reduced
coupons

Makoff, G. (2015)
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Debt Redemption
Profile under 3
Scenarios

Maturity
Extension

Principal Haircut

Coupon Interest
Rate Reduction

@

NPV Haircut

CQNXUXAS)

Maturity Extension 3 5
Principal Haircut 0% 0%
Soft Restructuring T —
0, 0
Rate Reduction 0% 15%
NPV Haircut 10% 20%
Maturity Extension 4 10
_ Principal Haircut 0% 0%
Medium
Restructuring Coupon Interest . .
Rate Reduction R St
NPV Haircut 13% 46%
Maturity Extension 5 20
Principal Haircut 0% 25%
Hard Restructuring T —
0, o)
Rate Reduction 0% Sl
NPV Haircut 16% 74%
Note: a discount rate at 10% was used.
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Example 1. Soft Restructuring

$120,00

$100,00

$80,00

$60,00

$40,00

$20,00

$0,00

NPV

Original

m Reprofiling

m Restructuring

1/1/2023 1/7/2023 1/1/2024 1/7/2024 1/1/2025 1/7/2025 1/1/2026 1/7/2026 1/1/2027 1/7/2027 1/1/2028 1/7/2028 1/1/2029 1/7/2029 1/1/2030 1/7/2030

Original | Reprofiling |Restructuring

Settlement date 1/1/2023 1/1/2023 1/1/2023
Capital 100 100 100
Coupon IR 5% 5% 4%
Maturity date 1/7/2025 1/7/2028 1/7/2030
Maturity extension (in years) - 3 5
Capital haircut (% of face value) - 0% 0%
Coupon reduction (bps.) - 0% 15%
NPV haircut 10% 20%
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Example 2. Medium Restructuring

$120,00

$100,00

$80,00

$60,00

$40,00

$20,00

$0,00

m Restructuring

P & & o HFH P o P

Original m Reprofiling
3o) 3o} ™ ™ (o) (%) © © A A > Se) )
P oP» o PP ® D R R
Q Q Q Q Q Q Q Q Q Q Q Q Q Q
S & & & D O D &
OROEIROEER ORI AR CAIR IR AR SR OISR IR

IR
ROSEROEIRN

Q' Q Q' Q' Q Q' Q Q
Ui P Ui PV P Ui P P
O Y Y Y

Original | Reprofiling [Restructuring
Settlement date 1/1/2023 1/1/2023 1/1/2023
Capital 100 100 100
Coupon IR 5% 5% 3%
Maturity date 1/7/2025 1/7/2029 1/7/2035
Maturity extension (in years) - 4 10
Capital haircut (% of face value) - 0% 0%
Coupon reduction (bps.) - 0% 50% H Egmﬁ_ﬁggmn
NPV haircut 13% 46%



Example 3. Hard Restructuring

$120.00 Original m Reprofiling B Restructuring
$100,00

$80,00

$60,00

$40,00

$20,00

$0,00 L L L L L L L L L L L L L L L - - - - - - - - - - - - - - - - - - - - - -
N0 > A A A > D QO O N N A D %vvb@%b’\’\%%qqosr\
S PP DS @, @, PP DL RRP PSP G PP & &° S P P B PP K
%'\\\\q, '\<\\q, '\\,\\q/ <\\‘1/ '\\,\\q/ <\\‘L \\,\\‘L <\\q/ \\,\\‘L <\\‘1/ \\,\\‘1/ <\\‘1/ \\,\\‘1/ <\\‘1/ \\,\\'1/ <\\{1/ \\,\\(1/ <\\(1/ \\,\\(‘l/ <\\(1/ \\,\\(‘l/ <\\(1/ \\,\\"l/ <\\'1/ \\,\\"l/ <\\"l/ \\,\\"l/ <\\‘1/ \,\\‘1/ <\‘1/ O NG <\\‘1/ O NG <\\‘1/ O NG <\\’1/ O NG
Original | Reprofiling | Restructuring
Settlement date 1/1/2023 1/1/2023 1/1/2023
Capital 100 100 75
Coupon IR 5% 5% 4%
Maturity date 1/7/2025 1/7/2030 1/7/2045
Maturity extension (in years) - 5 20
Capital haircut (% of face value) - 0% 25%
- European

Coupon reduction (bps.) - 0% 30% H Commission
NPV haircut 16% 74%




Debt Vulnerabilities in LICs
Russia’ s war in Ukraine

Russia’s war in Ukraine and the related fallout threaten to derail the nascent post-Covid global
recovery. The shock of Russia’s invasion of Ukraine in February 2022 continues to reverberate around
the world.

Food and commodity prices linger at elevated level with worsening food security. Inflation, initially
driven by the economic recovery, has accelerated rapidly in 2022, heightening food insecurity and
increasing risks of social unrest.

The recent tightening in global financial conditions is also hampering the recovery. Global financial
conditions tighten as major economies are fighting against inflation. This conditions reduces the
availability of external financing to LICs.

Many economies are likely to experience slower growth in incomes in 2023, amid rising joblessness.
Moreover, even with central banks having driven up interest rates to reduce inflation, the road back to
price stability could be long. Over the medium term, the prospects for growth now seem dimmer than in

decades.
m European |
Commission



Debt Vulnerabilities in LICs
Russia’ s war in Ukraine

» Uncertainty from the war in Ukraine could negatively affect the debt trajectory: weakening global demand
may hamper growth, whereas higher commodity prices may put pressure on fiscal consolidation efforts as
governments provide vital support to vulnerable households.

» The war in Ukraine, compounded with other factors, is severely threatening the recovery of LICs the
pandemic. The war is likely to have a protracted impact on commodity prices, while most LICs have little
policy space to buffer the new shock.

» The compound shocks from the pandemic and Russia’s war in Ukraine have disproportionally affected LICs.

» Prices for food, which accounts for a significantly higher share of disposable income in LICs compared to emerging market and
advanced economies, have surged.

» Higher oil prices will substantially increase the cost of oil imports for net importers, worsen their trade imbalances, and raise transport
and other consumer costs.

m European
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Takeaways

« Challenges & Impact: Understand challenges in monetary and fiscal policies and
their impact on economies

« Debt Sustainability: Identify determinants for effective debt sustainability analysis

» Global Events Analysis: Analyze how global events affect Low-Income Countries
(LICs)

« Conceptual Mastery: Decode foundational concepts in IMF's economic tables

« Applied Assessment: Apply economic concepts to evaluate real-world economic
performance

* Policy Synergies: Grasp interactions between monetary and fiscal policies for
shaping economies =]
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