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1. SHORT-TERM FISCAL SUSTAINABILITY ANALYSIS

Main takeaways

According to the Commission’s early-warning indicator S0, short-term fiscal sustainability risks in
all EU countries are overall low for 2024. All countries have SO values below the critical threshold in
2023, indicating overall low risks of fiscal stress in 2024. This positive result can be largely attributed to
the absence of large risks to macroeconomic stability in the short term. The overall country classifications
of short-term risks have remained unchanged compared to last year and short-term risks are much lower
than during the COVID-19 pandemic and the global financial crisis. However, analysing the sub-
components of SO shows that fiscal vulnerabilities persist in five countries, while vulnerabilities in the
financial-competitiveness domain remain overall low in all EU countries.

Government gross financing needs, an important predictor for short-term fiscal sustainability risks,
have receded compared with previous years, but are expected to remain high in few Member States
in 2024. For the EU as a whole, gross financing needs reached 16% of GDP in 2023, broadly unchanged
from the previous year. They are expected to remain stable over the forecast horizon, also thanks to the
NextGenerationEU package and despite monetary tightening by many central banks in the EU. At country
level, gross financing needs were significant in 2023 in few Member States. They are expected to remain
elevated in three Member States in 2024 (Italy, France and Spain). Debt repayments followed by
government deficits are the main drivers of gross financing needs. Over the forecast horizon, declining
primary deficits are offset by higher interest payments due to the tightening of financial conditions.

According to financial market data, short-term sovereign risks eased somewhat in 2023 after a
substantial increase in 2022. Government bond yields rose substantially in 2022 and 2023 on
expectations and actions by central banks to tighten monetary policy. Sovereign yield spreads have
slightly increased in 2022 in several Member States, but fell in 2023 and are overall contained. The
impact of higher interest rate on government debt burdens is expected to be gradual in many Member
States, as debt maturities have lengthened over time. The European Central Bank's indicator of sovereign
market stress, known as the SovCISS indicator, confirms the easing of sovereign risks in 2023. Sovereign
ratings remain favourable and stable on average across the EU, despite some differences across Member
States.

The short-term risk assessment is surrounded by uncertainty. Protracted geopolitical tensions and the
broadening of the Middle East conflict to the Red Sea tilt the balance of risks towards more adverse
outcomes. Additional trade disruptions could bring renewed stress to supply chains, hampering
production and adding price pressures. Domestically, a faster recovery of consumption, higher-than-
expected wage growth and a lower-than-anticipated fall in profit margins could hold back the disinflation
process. On the downside, a more persistent transmission of the still tight monetary conditions could
further delay the rebound in economic activity, pushing inflation lower. Climate risks and the increasing
frequency of extreme weather events continue to pose threats.

Table I.1.1:  Overview of overall short-term risk classification
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Source: Commission services.
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1.1.1. SHORT-TERM FISCAL SUSTAINABILITY INDICATOR: THE SO INDICATOR

This section assesses short-term fiscal sustainability risks using the Commission’s early warning
indicator SO. SO is a composite indicator that combines fiscal, financial and competitiveness variables to
detect risks of fiscal stress in the coming year using a signalling approach. It is based on a set of 25
contemporaneous and lagged indicators that have proven to be good predictors of emerging fiscal stress in
the past (see Box 1.1.1 for more details). It can be further divided into two sub-components: fiscal risks
and financial-competitiveness risks. SO differs in nature from indicators that assess short-term fiscal
sustainability risks from a financial market perspective (see Section 1.1.3.) and from indicators that assess
long-term fiscal sustainability risks, such as the Commission’s fiscal gap indicators S1 and S2 (see
Chapter 1.3).

Based on the SO indicator, short-term fiscal sustainability risks are low overall in all EU countries
(see Graph 1.1.1). The values of SO for all countries remain below the critical threshold in 2023,
indicating overall low risks of fiscal stress in 2024. (*?) This positive result can be largely attributed to the
absence of large risks to macroeconomic stability in the short term.

The country classifications of overall short-term risks have remained unchanged compared to last
year and short-term risk have declined significantly compared to the challenging years of the
COVID-19 pandemic and the global financial crisis (see Graph 1.1.2). In 2009, the SO indicator
identified short-term fiscal risks in seventeen countries, mainly due to severe risks to macroeconomic
stability. In 2020, eleven countries faced short-term fiscal risks due to a combination of fiscal and
financial-competitiveness factors. (**) Yet, supportive monetary policy until 2022, together with decisive
EU action, including the adoption of the NextGenerationEU package in 2020, (**) contributed to
improving sovereign financing conditions and reducing the risks of short-term fiscal stress. In 2022, the
SO0 indicator pointed to low short-term risks in all EU countries.

Graph .11 The S0 indicator for EU countries (2009 and Graph I.1.2:  Evolution of short-term fiscal risks in EU
2023) countries (2006-2023)
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(*?) For conceptual aspects of the SO indicator, see Box 1.1 or Berti, K., Salto, M. and Lequien M. (2012), An early-detection index
of fiscal stress for EU countries, European Economy Economic Paper, No. 475, and Pamies Sumner, S. and Berti, K. (2017), A
complementary tool to monitor fiscal stress in European economies, European Commission Discussion Paper, No. 49.

(**) See European Commission (2022), Fiscal Sustainability Report 2021, European Economy Institutional Paper, No. 171.

(**) Earlier decisive actions include the creation of the SURE in 2020, as well as the activation of the ESM Pandemic Crisis Support
facility.
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Looking closer at the two sub-components of the SO reveals some remaining vulnerabilities:

Fiscal vulnerabilities have slightly increased in the
EU on average compared with the last year and
persist in five countries (ltaly, Belgium, France,
Spain and Hungary, see Graph 1.1.3, 1.1.4, Table
1.1.2). The vulnerabilities are mainly due to high
government deficits in several countries, in particular
as a result of increased interest spending due to
tighter financing conditions in a context of higher
inflation. Discretionary fiscal measures related to the
war in Ukraine and higher energy prices also
contributed to the deficits. Government gross
financing needs remained high in five countries, but
the lengthening of average debt maturities in recent
years mitigated short-term risks, with financing needs
remaining contained in other Member States. Only
two countries exceeded the critical threshold for
short-term debt, indicating that the larger issuance of
short-term debt during the COVID-19 pandemic was
temporary. The interest rate-growth differential
supported debt reduction, but to a lesser extent than
in previous years. Government debt also contributed
to fiscal vulnerabilities as it remained elevated in

Graph I.1.3: Development of the sub-components of the
S0 indicator in the EU as a whole (2008-2023)
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(1) The values show the simple average of the two sub-
components of the SO indicator for the EU as a whole. Blue
quadrants show that the fiscal and/or financial
competitiveness indices exceed the critical thresholds.
Source: Commission services.

eleven countries, exceeding 100% of GDP in six countries.

Financial-competitiveness vulnerabilities remain overall low in all EU countries (see Graph 1.1.3,
1.1.4, Table 1.1.3). While this sub-component indicates overall low vulnerabilities in all countries, some
single variables exceed critical thresholds and therefore point to vulnerabilities. Current accounts
improved in almost all countries in 2022. Yet the current account exceeds the critical threshold in six
countries on account of large deficits. (*°) Large net international investment positions generally narrowed
but remain substantial in some cases. Nominal unit labour costs exceeded the critical threshold in almost
all countries as nominal wages accelerated markedly against a backdrop of resurgence of inflation, and

headline productivity often edged down.

(*%) The critical thresholds are determined based on a signalling approach (see Box 1.1.1 for more details).
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Graph I.1.4:  Fiscal and financial-competitiveness sub-indices (2009 and 2023)
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Note: For more information on the methodology of the sub-components, see Box I.1.1 or Berti, K., Salto, M. and Lequien, M.
(2012), An early detection index of fiscal stress for EU countries, European Economy — Economic Paper, 475; Pamies Sumner, S.
and K. Berti (2017), A complementary tool to monitor fiscal stress in European economies, European Commission Discussion
Paper, 49.

Source: Commission services.

The SO risk assessment is subject to uncertainty. Protracted geopolitical tensions and the broadening of
the Middle East conflict to the Red Sea tilt the balance of risks towards more adverse outcomes.
Additional trade disruptions could bring renewed stress to supply chains, hampering production and
adding price pressures. Domestically, a faster recovery of consumption, higher-than-expected wage
growth and a lower-than-anticipated fall in profit margins could hold back the disinflation process. On the
downside, a more persistent transmission of the still tight monetary conditions could further delay the
rebound in economic activity, pushing inflation lower. Climate risks and the increasing frequency of
extreme weather events continue to pose threats.

Table 1.1.2:  Fiscal variables used in the SO indicator (2023)

. . . Stabil. Gross . Change in
Headline Primary Cycl. adj. . . . Interest-rate  Change in
balance balance balance primary Gross debt  Change gross ~ Short-term Net debt financing growth govt. expend. govt.
(%GDP) (%GDP) (%GDP) balance (%GDP) debt (%GDP) debt (%GDP) (%GDP) needs differential (%GDP) consump.
(%GDP) (%GDP) (%GDP)
BE -4.9 RN -4.9 -3.3 106.3 1.9 8.7 92.9 18.2 -3.4 1.8 0.5
BG -3.0 E255} =58 -1.8 235 0.9 0.0 11.4 4.6 -8.7 -0.8 0.2
cz -3.8 -2.4 -2.9 -2.4 44.7 0.6 2.5 31.2 8.2 -5.8 1.0 0.2
DK 26 3.2 3.0 1.0 30.3 0.5 3.0 3.1 5.3 33 2.1 14
DE -2.2 -1.4 -1.7 -2.9 64.8 -1.3 7.2 46.5 16.3 -4.6 -1.3 -0.5
EE -2.9 -2.4 -0.7 -0.6 19.2 0.7 13 8.0 3.0 -3.4 3.0 2.0
IE 0.9 1.6 -0.2 -1.1 43.0 -1.4 5.3 355 2.7 -2.6 0.8 0.2
EL -2.3 11 L5 -8.9 160.9 -11.7 115 : 14.5 -5.6 -2.4 -0.1
ES -4.1 =lE -4.5 -5.6 107.5 -4.1 5.7 93.9 19.6 -5.4 -0.5 -0.3
FR -4.8 =23l -4.8 -5.3 109.6 -2.2 9.3 99.6 2115 -5.1 -1.8 -0.6
HR -0.1 1.0 -1.1 -6.2 60.8 -7.4 3.0 49.8 9.0 -10.3 0.6 0.3
T -5.3 -1.4 -6.0 -3.7 139.8 -1.8 18.6 132.6 25.2 -2.8 -3.0 -0.6
cy 2.3 3.7 13 -5.1 78.4 -7.1 11 43.1 4.9 -6.4 13 0.9
Lv -3.2 -2.5 =27 -2.1 417 0.7 0.6 323 7.1 -5.5 0.4 0.3
LT -1.6 =Ll -0.6 -2.5 37.3 -0.8 0.0 324 4.5 -7.2 1.7 0.7
LU -1.9 =iL7 -0.8 -0.8 26.8 2.0 0.5 -3.6 6.2 -3.3 2.6 0.9
HU -5.8 -1.4 -4.7 -4.7 69.9 -4.0 7.4 61.8 12.0 -7.3 -0.8 -0.3
MT -5.1 -4.0 -4.5 -3.3 533 1.0 7.6 49.2 117 -6.8 0.0 -0.3
NL -0.5 0.2 -0.5 -2.9 47.1 -3.0 5.5 40.6 8.0 -6.3 -0.3 0.1
AT -2.6 -1.3 -2.3 -3.9 76.3 -2.1 5.6 56.2 15.9 -5.3 -1.7 -0.4
PL -5.8 -3.8 5.7 -2.9 50.9 1.6 0.8 39.1 10.4 -6.4 34 0.3
PT 0.8 2.8 0.0 -7.4 103.4 -9.0 19.6 102.9 7.6 -7.2 -1.6 -0.3
RO -6.3 -4.6 455 -4.0 47.9 0.7 2.9 40.1 12.2 -9.5 -0.2 -0.3
Sl -3.7 -2.5 -4.5 -5.4 69.3 -3.0 2.4 52.9 6.9 -8.2 0.7 -0.1
SK -5.7 -4.7 -5.6 -5.0 56.7 -1.1 0.4 48.8 9.7 -9.7 5.6 0.0
FI -2.4 -1.6 -1.5 -2.6 743 1.0 8.8 341 135 -3.8 12 0.5
SE -0.2 0.4 0.3 -1.3 30.4 -2.5 9.3 7.1 4.3 -4.2 1.3 0.5
Threshold -9.6 0.2 2.5 23 68.4 8.1 13.2 59.5 15.9 48 1.9 0.6
Safety > > > < < < < < < < < <

Source: Commission services.
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Table 1.1.3:  Financial-competitiveness variables used in the SO indicator (2023)
Yield Real GDP Gclf;I;i;:;er NP ::/i::: Private debt Private credit  Short debt Short debt construc- EC:CZE:‘(‘ Change in Change in
curve growth (¢1) (PP, USD, 1) (4GP, (%GDP,  flow (%GDP, NFC(%GDP, (oo, " (% value (%GDP, REER nom. ULC

1) 1) t1) t-1) t-1) 1) added, t-1) 1) (t-1) (t-1)

BE 18 14 84.0 57.7 31 161.4 57 274 13 53 0.7 15 10.1
BG : 2.0 440 -12.9 : 74.6 5.9 10.8 13 37 0.8 11.4 236
(o4 33 0.4 62.1 -19.7 6.2 76.1 4.5 13.5 0.7 5.6 23 0.2 14.8
DK 12 12 95.9 58.2 3.2 188.0 131 40.9 42 53 10.0 48 7.2
DE 11 03 79.9 70.2 6.4 118.4 6.7 182 14 5.7 6.3 -4.6 7.2
EE 2.6 26 57.0 -202 23 94.3 9.2 8.1 0.7 6.7 1.7 17 19.0
IE 18 0.9 157.3 -116.8 147.1 2.0 17.0 0.5 2.2 5.4 -15.8 -10.6
EL 4.0 24 48.0 -144.2 100.8 11 8.9 2.8 1.9 7.7 9.9 35
ES 23 24 60.1 -60.2 17 1235 03 7.3 2.6 5.4 0.7 0.7 10.8
FR 17 1.0 70.4 238 6.7 163.9 8.7 29.8 13 55 12 0.9 11.1
HR 3.0 26 52.5 -25.4 0.6 793 6.0 4.4 2.1 55 -0.2 -83 11.0
IT 35 0.7 67.6 4.7 11 105.5 2.9 12.6 25 5.4 19 5.5 4.9
(o 35 22 65.4 -96.2 0.2 2134 3.9 11.4 2.7 5.4 8.7 -15.3 12
Lv 2.6 02 50.1 265 : 525 3.0 4.9 0.9 5.0 2.7 3.1 16.7
LT 0.0 0.4 60.6 7.0 0.7 514 6.8 5.3 0.4 6.9 11 -4.9 27.7
L 2.0 0.6 174.7 47.0 : 3255 -19.5 87.5 15 5.7 4.2 5.0 132
HU 43 0.7 52.9 -50.8 4.6 78.8 9.2 12.6 16 6.3 4.4 65 231
MT 2.6 4.0 725 78.8 : 121.8 6.4 9.9 25 4.4 0.8 111 8.6
NL 14 0.6 89.8 75.2 6.2 210.1 6.9 335 13 4.7 5.6 21 9.8
AT 1.8 05 85.5 17.6 5.2 121.9 5.0 11.0 18 73 13 46 10.7
PL 0.7 0.4 53.8 334 -16 63.5 19 7.1 17 6.5 0.7 0.8 16.9
PT 23 22 55.0 -83.6 2.9 141.1 2.9 12.9 18 4.4 -1.0 1.4 10.7
RO 11 2.2 54.3 -40.6 : 433 33 8.5 0.6 7.0 72 0.8 10.4
S| 20 13 62.0 -15 : 66.0 5.2 83 17 6.8 36 1.9 14.3
sk 23 13 475 -61.0 -15 92.7 9.3 116 12 6.7 3.4 23 133
FI 18 0.1 75.4 1.7 0.4 144.7 23 15.3 4.0 7.0 0.9 2.0 8.6
SE 0.6 0.5 82.0 34.8 6.7 207.3 10.6 417 14.2 6.6 5.6 -10.2 5.8
Threshold 0.6 0.7 72.7 -19.8 2.6 164.7 117 15.4 2.9 7.5 25 9.7 7.0

Safety > > > > > < < < < < > < <

Source: Commission services.

1.1.2. SHORT-TERM GOVERNMENT GROSS FINANCING NEEDS

This section analyses short-term government gross financing needs, which are an important
predictor of fiscal sustainability risks. Gross financing needs are usually defined as the flow of
payments or financing obligations the government faces to service its debt and cover its budget deficit.
They consist of three components, namely the government deficit, debt redemptions and stock-flow
adjustments. Gross financing needs mainly inform about the liquidity of government finances in the short
to medium term, while the debt stock captures solvency risks over the longer term. The signalling
approach of the Commission shows that gross financing needs are an important predictor of episodes of
fiscal stress (see Section 1.1.1.). This section focuses on assessing gross financing needs over the short-
term forecast horizon until 2025, while Chapter 2 - Section 2.3 analyses gross financing needs from a
medium-term perspective until 2034.

Graph I.1.5:  Gross financing needs by components (% of
GDP, EU, 2019-2025)
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Source: Commission services.

After a sharp increase due to the COVID-19
pandemic, gross financing needs in the EU on
average declined up to 2023 and are expected to
remain stable until 2025 at less than 16% of GDP
(see Graph 1.1.5). In 2020, gross financing needs in
the EU on average increased by around 10
percentage points of GDP due to several factors
related to the COVID-19 crisis: (i) the very large
fiscal stimulus and liquidity support measures by
governments, (ii) the deep economic recession and
(iii) the need to roll over large amounts of existing
debt. In 2021 and 2022, gross financing needs
declined mainly due to smaller primary deficits
despite higher government spending in response to
the food and energy crises. In 2023, they stabilised at
around 16% of GDP for the EU as a whole (and

27



European Commission
DEBT SUSTAINABILITY MONITOR 2023

28

around 17% of GDP for the euro area). Looking ahead, gross financing needs are expected to remain
stable in 2024 and 2025. Debt service requirements are expected to remain stable, while lower projected
primary deficits will be offset by higher interest expenditure.

In most EU countries, gross financing needs as a Graphl.1.6:  Gross financing needs (% of GDP, 2022 and
percentage of GDP experienced limited changes in 2023)

2023 compared with 2022 (see Graph 1.1.6). In 14 30
countries, gross financing needs slightly increased in
2023 compared to the previous year. Four countries
(Slovakia, Croatia, Poland and Luxembourg)
experienced increases of more than 2.5 pps. of GDP.
Gross financing needs declined in 13 countries, with
decreases exceeding 2.5 pps. of GDP in three
countries (Portugal, Hungary and the Netherlands).

25
20

15

Gross financing needs are expected to remain
significant in three countries in 2024 (Italy, France
and Spain, see Table 1.1.4). In these countries, gross
financing needs are expected to stay above the
critical threshold of around 16% of GDP identified
by the Commission's signalling approach as the s, . i, 5 » ’ 2
threshold for potential fiscal stress. In two of these GFN-to-GDP ratio in 2023

countries, gross finanCing needs are projected to (1) GFN 2022 and 2023 figures are calculated as per Table
exceed 20% of GDP (ltaly and France). Gross 1inBoxl.1.2. The risk threshold of around 16% of GDP has
financing needs in 2025 are projected to be above been derived based on the signalling approach described

10

GFN-to-GDP ratio in 2022

. . . in Boxl.1.1. (2) Blue quadrants depict countries where gross
16% of GDP in four countries (Italy: France, Spam financing needs exceeded this threshold in 2022 and /or
and Belgium). 2023.

Source: Ameco, ECB, Eurostat, ECFIN desks.

Debt repayments, followed by budget deficits, are

the main drivers of gross financing needs in 2023 for most countries, while stock-flow adjustments
are important only for a few countries (see Table 1.1.5). On average, debt repayments account for
almost 80% of gross financing needs in the EU. The share of maturing short-term debt is slightly lower
(36%) than that of long-term debt (41%). Apart from debt repayments, around 20% of gross financing
needs are required in the EU on average to finance government deficits. Deficits are financed in equal
parts by the primary deficit and interest expenditure. Finally, stock-flow adjustments (SFA) played a
small role of 2% on average in the EU, but were important for some countries. ()

While normalising its balance sheet, the ECB has ensured the smooth transmission of the monetary
policy tightening across euro area Member States, preventing also adverse developments in
government financing conditions. In 2022, the ECB bought a significant portion of government debt,
covering about 8% of what governments needed to borrow. However, in 2023, the ECB did not buy any
more assets, and it started reducing the amount of government securities it owned for monetary purposes.
Specifically, the ECB stopped reinvesting fully the money from maturing securities under its Asset
Purchase Program (APP) as of July 2023. As a result, the ECB's holdings of government securities under
the APP decreased by about EUR 170 billion in 2023. In December 2023, the ECB announced that it
would start reducing the reinvestments under the Pandemic Emergency Purchase Programme (PEPP) by
EUR 7.5 billion in the second half of 2024 and stop them completely by the end of 2024.

(*) In countries such as Luxembourg and Finland, stock flow assumptions have been regularly positive due to surpluses run by
public pension funds (net acquisitions of financial assets) that cannot be used for central government financing (see Chapter
11.2).
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Table I.1.4: Gross financing needs by couniry (% of GDP, Table I.1.5:  Gross financing needs by country and
2019-2025) component (% of GDP, 2023)
2019 2020 2021 2022 2023 2024 2025 Total Components
BE 15.6 235 185 18.9 18.2 15.9 16.7 . Maturing Maturing
DE 111 201 185 156 163 15.1 15.4 Primary  Interst = ot longterm  SFA
EE 12 104 2.7 41 3.0 36 38 deficit  payments | @ debt debt
IE 5.7 12.0 5.7 2.5 2.7 2.9 3.7 BE 18.2 3.1 1.9 7.0 4.0 2.2
EL 224 184 19.4 13.7 13.1 7.3 9.2 DE 16.3 -1.4 0.8 7.1 6.8 03
ES 171 269 23.9 19.1 19.6 19.6 19.5 EE 3.0 2.4 0.5 1.1 0.0 1.1
FR 168 283 24.7 21.7 21.3 20.9 21.0 IE 2.7 1.6 0.7 0.2 2.2 1.3
HR 118 219 14.7 6.2 9.0 8.4 9.7 EL 13.1 11 35 6.2 6.2 -1.7
IT 198 299 25.0 22.8 25.2 25.1 254 ES 19.6 16 24 6.6 9.1 0.1
oY 76 251 6.1 46 4.9 2.7 5.0 FR 213 3.1 1.7 9.0 7.5 0.1
IV 46 9.1 10.1 49 7.1 7.0 6.8 HR 9.0 1.0 1.1 2.0 5.9 0.9
LT 6.1 15.3 6.0 5.1 45 5.4 5.8 IT 25.2 -1.4 3.8 7.0 12.5 0.4
LU 3.1 7.5 2.7 35 6.2 6.4 5.9 cy 49 3.7 1.4 0.4 5.1 1.7
MT 55 16.1 153 10.9 11.7 12.8 125 v 71 25 0.7 0.0 36 03
NL 7.6 14.1 11.3 10.7 8.0 8.9 9.2 LT 45 1.1 0.5 0.0 23 0.6
AT 87 182 16.0 16.0 15.9 15.4 15.4 L 6.2 17 03 0.1 29 12
PT 109 208 12.1 10.7 7.6 7.5 7.8 MT 11.7 40 11 43 20 0.3
Sl 6.9 17.6 10.4 8.0 6.9 6.5 6.3 NL 8.0 0.2 0.7 3.6 38 0.1
SK 3.8 14.2 7.9 4.4 9.7 11.7 11.1 AT 159 13 12 4.9 7.9 0.5
FI 80 192 11.7 14.1 13.5 14.1 14.5 PT 76 28 2.0 26 45 12
EA 138  23.0 19.6 17.0 17.3 16.7 16.9 si 6.9 25 13 12 21 01
BG 05 5.5 3.2 4.4 4.6 3.7 4.6 K 9.7 47 10 0.9 38 08
cz 53 10.8 10.9 10.6 8.2 7.0 6.7 fl 135 16 08 6.5 25 21
DK 6.4 14.6 7.7 48 5.3 43 4.1 A 173 15 17 65 73 03
HU 181 270 17.1 14.7 12.0 13.1 11.1 3G 26 55 05 00 15 02
PL 4.7 15.7 7.6 7.7 10.4 115 10.2 Py 8.2 24 13 09 29 06
RO 76 15.6 10.5 11.0 12.2 113 12.9 R e 32 06 22 30 27
SE 5.8 12.6 8.5 5.9 43 4.7 4.7 HU 12.0 14 a4 34 31 02
EU 128 218 18.0 15.6 15.9 15.4 15.6 e w0 T 21 03 34 0.9
Notes: (1) GFN estimates / forecasts are calculated as the RO 12.2 -4.6 1.6 1.3 4.6 0.0
sum of the budgetary deficit, redemption of main debt SE 43 0.4 0.6 5.1 0.0 -1.1
instruments (securities and loan principal repayments), as EU 15.9 -1.5 17 5.8 6.5 04
well as stock-flow adjustments. (2) For post-programme Source: Commission services.

surveillance countries (such as EL, IE, CY and PT), figures
take into account official loans’ repayment schedule. (3)
Figures in red italics exceed the critical threshold of 15.95%
of GDP and are therefore considered elevated according
to the empirical signalling approach (see Box 1.1).
Source: Ameco, ECB, Eurostat, ECFIN desks.

1.1.3. SOVEREIGN FINANCING CONDITIONS

This section analyses sovereign financing conditions using a set of indicators that reflect financial
markets' perceptions of sovereign risk. High-frequency financial data provide valuable and early
information for monitoring short-term debt dynamics and the emerging of adverse developments in fiscal
sustainability, including self-reinforcing debt dynamics. (*") However, caution should be exercised when
interpreting real-time developments, as market dynamics can be influenced by various factors. Therefore,
a comprehensive analysis, taking into account several sources of information, is essential for a thorough
understanding of government financing conditions.

(*") For discussion of the market expectations on sovereign debt default and risks of self-fulfilling crisis channel, see Calvo G.
(1988), Servicing the public debt: The role of expectations, American Economic Review, 78(4), 647-661. For an application of
the EU sovereign crisis event see Miller, M., and Zhang, L. (2014), Saving the euro: Self-fulfilling crisis and the “Draghi Put”,
in: Stiglitz, J.E. and Heymann, D. (eds.), Life after debt. International Economic Association Series. Palgrave Macmillan,
London.
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Most EU central banks tightened monetary policy Graph1.1.7:  Overview of key policy rates of major central
further in 2023 (see Graph 1.1.7). The ECB and the banks in the EU

central banks of Denmark and Sweden continued to 7
raise their policy rates at a high pace in 2023, albeit
slightly less than in 2022. Policy rates are expected to
have peaked at 4% in the euro area and Sweden and T
3.6% in Denmark. In some other EU countries 4|
(Czechia, Hungary and Poland), policy rates already
peaked in 2022, as monetary policy tightened earlier
and at a stronger pace than in the euro area in
response to stronger inflationary pressures. In these
Member States, policy rates started to decline in
2023, but they remained at high levels. In the euro
area, the market reaction to the quantitative
tightening has been relatively muted, reflecting the — “en2t w2t sen22 w2 sen2s w23 senas
passive nature of the unwinding of the Eurosystem's % @ T —h R /R s
securities portfolio and its gradual and predictable source: Commission services.

pace. Moreover, there is evidence that the
Transmission Protection Instrument (TPI) announced in July 2022 and the flexibility of the PEPP
reinvestments have helped to ensure a smooth transmission of monetary policy tightening across the euro
area. ()

12 +

Government bond yields have risen substantially in 2022 and 2023 on expectations and actions by
central banks to tighten monetary policy. After a significant increase in 2022, sovereign yields
continued to rise in 2023, with the average yield on 10-year German Bunds increasing from 1.2% in 2022
to 2.5% in 2023. The increase in sovereign yields was fairly homogeneous across euro area countries.
Overall, higher financing costs put pressure on public finances. However, the impact of interest rates on
government debt servicing costs is gradual, as debt maturities have been extended in many countries in
recent years. Moreover, financing sources remain relatively stable, with a diversified and large investor
base.

Sovereign yield spreads have increased in 2022 and then significantly declined in 2023 (see Graph
1.1.8). In 2022, sovereign yields have risen significantly in some non-euro area countries (Hungary,
Romania, Poland and the Czech Republic, see Graph 1.1.9), mainly reflecting differences in monetary
policy stances related to inflation differentials. In 2023, government bond yield spreads declined
significantly. For some Member States (Greece, Italy and Portugal), sovereign spreads vis-a-vis the
German Bund have generally remained broadly stable (see Graph 1.1.10).

(*®) Schnabel, 1. (2013): Monetary and financial stability — can they be separated?, speech by Isabel Schnabel, Member of the
Executive Board of the ECB, at the Conference on Financial Stability and Monetary Policy in the honour of Charles Goodhart,
London, 19 May.



Graph I.1.8:

10-year government bond yield spreads vs.
the German bund (EU and EA aggregate)
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Graph I.1.9:  10-year government bond yield spreads vs.
the German bund (selected non-EA
countries)
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Graph I.1.10: 10-year government bond yield spreads vs.
the German bund (selected EA countries)
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The composite indicator of systemic sovereign stress (SovCISS) indicates that stress in euro area
sovereign debt markets has increased sharply in 2022, but declined significantly in 2023 (see Graph
1.1.11). (*) This indicator signalled very high systemic stress in euro area sovereign bond markets at the
end of 2022. The increase in the gap between the minimum and the maximum (i.e. the country range) is
mostly driven by a surge in the indicator as of March 2022, which had affected countries to a different
extent. Since the beginning of 2023, the risks declined significantly.

(*%) The SovCISS (Composite indicator of systemic sovereign stress) measures the level of stress in euro area sovereign bond
markets, following the CISS (Composite indicator of systemic stress) methodology developed in Hollo et al. (2012). Stress
symptoms are measured along three dimensions: (i) risk spreads, (ii) yield volatilities, and (iii) bid-ask spreads. For details, see
Garcia-de-Andoain, C. and Kremer, M. (2018), Beyond spreads: measuring sovereign market stress in the euro area, ECB

Working Paper Series, No. 2185.

31



European Commission
DEBT SUSTAINABILITY MONITOR 2023

Graph I.1.11: Composite indicator of systemic stress (SovCISS) in euro area sovereign bond markets
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Note: he SovCISS focuses on stress in sovereign bond markets. It is available for the euro area and for 11 euro area countries
(AT, BE, FI, FR, DE, EL, IE, IT, NL, PT, ES). Countries more affected by the crisis include EL, IE, IT, PT, ES. Less affected countries
include AT, BE, FI, FR, DE, NL.

Source: Commission services based on ECB data.

The sovereign ratings for the EU and EA remain favourable on average with some differences
across countries. The relatively high ratings for the EU and EA as a whole reflect stable or improved
ratings in most countries (see Graph 1.1.12, Table 1.1.6). At the same time, ratings remain relatively less
favourable in some countries, including in some high-debt countries (see Graph 1.1.13, Table 1.1.6).

Graph I.1.12: Sovereign debt ratings (EU and EA Graph I.1.13: Ratings of the six Member States with the
aggregates) lowest rating end 2023
AMA T BBB+,
] wi—____/——\
AA 4 BBB-1
AA- 4 BB+
A+ | BB
Al BB
A_ 1 1 1 1 1 1 1 1 1 1 1 ] n 1 1 ]
00 02 04 06 08 10 12 14 16 18 20 22 2020 2021 2022 2023
e==FEU - changing composition (excluding UK)
. - e—FL RO == BG CY e HU IT
EA - changing composition
(1) Ratings are computed as simple average (using an (1) Ratings are computed as simple average (using an
alphanumeric conversion table) of long-term foreign alphanumeric conversion table) of long-term foreign
currency ratings, assigned by the major rating agencies. currency ratings, assigned by the major rating agencies.
Source: Commission services based on Moody's, S&P and Source: Commission services based on Moody's, S&P and
Fitch. Fitch.
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Table I.1.6:  Long-term foreign currency sovereign ratings (at 31 December 2023)
Moody's S&P
Rating Since Outlook Rating Since Outlook Rating

BE Aa3 28/04/2023 Stable AA 28/02/2014 Stable AA-
BG Baal 03/02/2023 Stable BBB 24/11/2023  Positive BBB
cz Aa3 24/11/2023 Stable AA- 24/08/2011  Stable AA-
DE Aaa 10/02/2023 Stable AAA 13/01/2012 Stable AAA
DK Aaa 11/02/2022 Stable AAA 27/02/2001 Stable AAA
EE Al 29/04/2022 Stable AA- 06/12/2022  Negative AA-
IE Aa3 21/04/2023 Stable AA 19/05/2023  Stable AA-
EL Bal 15/09/2023 Stable BBB- 20/10/2023 Stable BB+
ES Baal 15/07/2022 Stable A 18/03/2022 Stable A-
FR Aa2 02/12/2022 Stable AA 02/12/2022  Negative AA-
HR Baa2 10/11/2023 Positive BBB+ 15/09/2023 Positive BBB+
IT Baa3 17/11/2023 Stable BBB 26/07/2022 Stable BBB
cY Baa2 29/09/2023 Stable BBB 01/09/2023 Positive BBB
LV A3 29/04/2022 Stable A+ 06/12/2022  Negative A-
LT A2 29/04/2022 Stable A+ 02/12/2022  Negative A
LU Aaa 17/03/2023 Stable AAA 14/01/2013 Stable AAA
HU Baa2 01/09/2023 Stable BBB- 27/01/2023 Stable BBB
MT A2 18/11/2022 Stable A- 13/03/2020 Stable A+
NL Aaa 27/01/2023 Stable AAA 20/11/2015 Stable AAA
AT Aal 24/02/2023 Stable AA+ 26/08/2022 Stable AA+
PL A2 29/04/2022 Stable A- 12/10/2018 Stable A-
PT A3 17/11/2023 Stable BBB+ 08/09/2023 Positive BBB+
RO Baa3 03/11/2023 Stable BBB- 16/04/2021 Stable BBB
S A2 05/08/2022  Negative A+ 19/05/2023 Stable A
SK A2 24/11/2023  Negative A+ 19/05/2023  Stable A
FI Aal 29/07/2022 Stable AA+ 16/09/2016  Stable AA+
SE Aaa 25/03/2022 Stable AAA 16/02/2004 Stable AAA

Source: Commission services based on Moody's, S&P and Fitch.
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Box I.1.1: SO indicator: conceptual elements

The SO is an early warning indicator of short-term fiscal sustainability risks in the coming
year. (*) Fiscal stress refers to various situations, including a credit event, a request for large official
financing, an implicit default by the domestic government (in the case of high inflation) or a loss of
market confidence (which was prevalent during the global financial crisis, especially for European
countries). (%) SO differs in nature from indicators that assess short-term fiscal sustainability risks
from a financial market perspective (see Section 1.3) and from indicators that assess long-term fiscal
sustainability risks, such as the Commission’s fiscal gap indicators S1 and S2 (see Chapter 3).

The S0 is a composite indicator based on 25 fiscal and financial-competitiveness variables. It
is based on 12 fiscal and 13 financial-competitiveness variables that have proven to be good
predictors of fiscal stress in the past (see Table 1). (%) It can be decomposed in two sub-groups,
namely fiscal risks and financial-competitiveness risks. On the fiscal side, the most powerful
predictors are gross financing needs, the cyclically-adjusted government balance, net government
debt, short-term government debt and the primary government balance. On the financial side, the
most effective predictors are the yield curve, private sector credit flows, the current account balance,
the net saving rate and the net international investment position.

The SO indicator is calculated on the basis of an empirical method known as the signalling
approach. This method involves setting critical risk thresholds endogenously, by analysing the
behaviour of a large number of variables prior to past episodes of fiscal stress. More precisely, the
critical thresholds are determined by minimising the missed crises and false alarms or by maximising
the ‘signalling power’. The signalling power indicates the effectiveness in correctly identifying true
relationships and correctly rejecting false ones. SO is then calculated as the weighted proportion of
variables that have reached their critical thresholds, with weights given by their signalling power,
and the critical threshold for SO itself is derived endogenously. This method is applied to the fiscal
and the financial-competitiveness sub-components of the SO. A higher SO value indicates a greater
proportion of variables meeting or exceeding their specific thresholds. Overall, the SO indicator
demonstrates strong predictive performance compared to other studies in the field. (*)

The SO identifies short-term fiscal risks in three different ways. First, it measures the overall
short-term fiscal sustainability risks at the aggregate country or EU/EA level. Second, it provides
insights into vulnerabilities in two specific areas, namely fiscal and financial competitiveness,
although not necessarily at the aggregate level. Finally, it allows the identification of specific sources
of vulnerability through the assessment of 25 individual indicators. This detailed identification of
short-term fiscal risks facilitates the identification of areas requiring policy action at Member State
and/or EU level.

(Y) See Berti, K., Salto, M., and Lequien M. (2012), An early-detection index of fiscal stress for EU countries, European
Economy Economic Paper, No. 475.

(3 See Pamies Sumner, S., and Berti, K. (2017), A complementary tool to monitor fiscal stress in European economies,
European Commission Discussion Paper, No. 49.

(®) See Cerovic, S., Gerling, K., Hodge, A., and Medas, P. (2018), Predicting fiscal crises, IMF Working paper, No. 18 /
181; Pamies Sumner, S., and Berti, K. (2017), A complementary tool to monitor fiscal stress in European economies,
European Commission Discussion Paper, No. 49; Bruns, M., and Poghosyan, T. (2016), Leading indicators of fiscal
distress: Evidence from the extreme bound analysis, IMF Working Paper, No. 16/28; Berti, K., Salto, M. and Lequien,
M. (2012), An early-detection index of fiscal stress for EU countries, European Economy Economic Paper, No. 475.

(*) See Cerovic, S., Gerling, K., Hodge, A., and Medas, P. (2018), Predicting fiscal crises, IMF Working paper, No. 18 /
181.

(Continued on the next page)
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Box (continued)

Table 1:  Thresholds and signalling power of S0 indicator, fiscal and financial-competitiveness sub-indices and

individual variables

Variables safety threshold signalling typel typell crisis number no-crisis
power error error number
Gross financing needs, % GDP < 15.95 0.26 0.24 0.50 26 621
Cyclically-adjusted govt. balance, % GDP > -2.50 0.23 0.52 0.25 40 981
Net debt, % GDP < 59.51 0.20 0.18 0.62 26 586
Short-term govt. debt, % GDP < 13.20 0.20 0.14 0.67 21 430
Primary govt. balance, % GDP > 0.23 0.13 0.47 0.40 43 1058
Gross debt, % GDP < 68.44 0.12 0.23 0.65 40 1047
Change in gross debt, % GDP < 8.06 0.12 0.06 0.82 39 1018
Change in govt. expenditure, % GDP < 1.90 0.11 0.13 0.76 41 1051
Stabilising primary balance, % GDP < 2.34 0.08 0.13 0.79 38 983
Interest rate-growth differential < 4.80 0.08 0.11 0.82 38 977
Headline gov. balance, % GDP > -9.61 0.07 0.04 0.89 44 1080
Change in govt. consumption expend., % GDP < 0.61 0.07 0.17 0.76 38 972
Fiscal index < 0.36 0.28 0.30 0.42 45 1083
Yield curve > 0.59 0.37 0.34 0.29 35 813
Private sector credit flow, % GDP (t-1) < 11.70 0.37 0.28 0.35 20 409
Current account, 3-year backward MA, % GDP (t-1) > -2.50 0.34 0.35 0.31 42 983
Net savings of households, % GDP (t-1) > 2.61 0.33 0.42 0.25 28 699
Net international investment position, % GDP (t-1) > -19.80 0.29 0.47 0.24 25 500
GDP per capita in PPP, % of US level > 72.70 0.22 0.44 0.33 51 1129
Construction, % value added (t-1) < 7.46 0.22 0.27 0.51 43 1006
Short-term HH debt, % GDP (t-1) < 2.90 0.21 0.52 0.26 19 403
Short-term NFC debt, % GDP (t-1) < 15.40 0.20 0.54 0.26 19 403
Private sector debt, % GDP (t-1) < 164.70 0.18 0.22 0.60 20 418
Change (3 years) in nominal ULC (t-1) < 7.00 0.18 0.64 0.18 38 967
Change (3 years) of REER based on export deflator, 37 countries < 9.67 0.11 0.18 0.71 24 460
Real GDP growth > -0.67 0.10 0.09 0.81 48 1124
Financial-competitiveness index < 0.49 0.55 0.32 0.13 52 1158
Overall SO index < 0.46 0.55 0.22 0.23 52 1158

(1) Variables indicated as “t-1" are taken in lagged values. (2) The variables are ordered by their signalling power.

This signalling power indicates the effectiveness in correctly identifying true relationships and correctly rejecting false

ones. Forinstance, a signalling power of 0.3 suggests that the approach correctly identifies true relationships and

correctly rejects false ones in about 30% of cases. The signalling power is defined as (1 - type | error - type |l error). See

Annex A4 for more details.
Source: Commission services.

The interpretation of the risk assessment based on the SO should be done with some caution:

e First, although the framework described above is quite comprehensive, it omits some

dimensions relevant to the analysis of short-term sustainability risks. For example, qualitative
factors or variables with limited data availability are not captured in the SO.

Second, the SO indicator may have limitations in the face of rapidly changing
developments. The SO indicator is based on annual indicators from the previous and current
year, which have proved to be good predictors of fiscal stress in the coming year. However, it
does not capture changes which occur unexpectedly and/or rapidly. (%)

Finally, a high short-term risk signal indicated by the SO does not imply that fiscal stress is
inevitable. Instead, it signals that there are significant vulnerabilities that need to be addressed
by appropriate policy responses.

Therefore, the interpretation of the SO should be supplemented with a broader country-specific
analysis to gain a comprehensive understanding of the situation.

(®) For example, the announcement of the NGEU/RRF is considered to have helped mitigate short-term risks, although

this has not yet been fully reflected in the outturn or current year data.
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Box I.1.2: Gross financing needs: definition and measurement

Gross financing needs (GFN) are usually defined as the flow of payments or financing obligations the
government faces to service its debt and cover its budget deficit over the next period. They consist of the
sum of the following three components, namely:

e  General government deficit measures the headline balance or the sum of primary balance and interest
payments.

e  Debt redemptions refer to the process by which the government repays the principal amount of a loan or
bond at maturity to the lender or bondholders.

e Stock flow adjustments (SFA) capture changes in a government’s balance sheet that affect gross
government debt not the budget balance. SFA include three categories: (i) Other debt creating / reducing
flows (ODF), which are essentially ‘below the line’ items that do not affect the government balance.
These items represent a net acquisition of financial assets, (*) (ii) the cash-accrual difference, which
captures the disparity between the cash-based fiscal deficit and the accrual based ESA deficit (%) and (iii)
other adjustments and discrepancies, which account for various additional factors and discrepancies that
may arise. (°)

Gross financing needs are primarily a flow concept focusing on the liquidity aspect of government
finances, while government debt is a stock indicator assessing solvency risks. GFN provide information
on the flow of funds required to finance government operations. They various factors, including borrowing
terms, maturity structure, and amortization schedules for both principal and interest payments. GFN offers
valuable information on the immediate funding requirements of the government.

Gross financing needs are a useful indicator to gain insights into financing dynamics and ensure
effective management of fiscal challenges and risks. GFN estimates are particularly valuable when
designing a macroeconomic adjustment programme or during a sovereign crisis, as they measure the financing
needs and identify the resources required to meet them. They are also essential for regular fiscal surveillance
to monitor potential market rollover risks in the short to medium term.

International institutions and creditors pay close attention to GFN when assessing fiscal risks. These
institutions may use several definitions of GFN depending on their specific objectives. Different financial
instruments may be included in the universe of GFN. Experts generally agree that a broad definition of GFN
is appropriate to reflect the components of the Maastricht debt stock. This expanded definition typically
includes currency and deposits, debt securities and loans, although the specific scope may vary depending on
the purpose of the analysis.

The European Commission regularly assesses gross financing needs in its annual flagship publication,
the Debt Sustainability Monitor. These assessments focus on both the short- and medium-term fiscal risks.
In terms of short-term risks, Section 1.2 of this report uses GFN to assess the liquidity pressures faced by EU
countries. Specifically, short-term GFN calculations include the repayment of all loans (official and
commercial) maturing, as well as other net debt-creating flows (stock-flow adjustments), in order to capture

() Examples: (i) cash / deposits (e.g. accumulation/draw-down), (i) equity (nationalisation/privatisation, below-the-line
financial sector recapitalisations), (#) other financial assets (e.g. participation in a common financial instrument at EU level).

() The cash adjustment (or difference) to the ESA budget balance usually includes (i) the difference between interest paid (+)
and interest accrued (-), e.g. deferred interest payments on certain (official) loans, (ii) changes in accounts payable (e.g. tax
refunds not yet paid, trade credits granted by government suppliers, grants received from the EU but not yet paid to the
final beneficiary, prepayments for mobile phone licences) or (iii) accounts receivable (e.g. tax receivables, military
receivables, revenue from EU (structural) funds not yet received/disbursed, health care expenditure claw-back) or changes
in arrears or clearance of called guarantees (applicable e.g. when called guarantees are not yet received/disbursed).

() These include valuation effects, statistical discrepancies and other changes in volumes due to reclassification of units, all of
which affect debt (and gross financing needs) ex-post.

(Continued on the next page)
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Box (continued)

all financing needs that require market financing (see Table 1). As regards the assessment of medium-term
risks, Section 2.3 of this publication presents GFN projections up to T+10, which provide insight into the
medium-term outlook.

Table 1:  GFN definition - components and debt instruments included
Balance sheet items Components and debt
(liabilities) under instruments included in
government debt the GFN definition
Budget (headline) deficit X
Currency and deposits
Debt securities X
Maturing debt
Commercial loans X
Official loans X
Stock-flow adjustments X

Source: Commission services.

Looking ahead, several approaches could contribute to improving GFN estimates, thereby improving
the short-term risk assessment. The implementation of improved practices, such as the monitoring of fiscal
deficits in cash terms, would provide a more accurate picture of actual cash flow dynamics. In addition, a more
precise identification and tracking of other debt-creating/reducing flows within the stock-flow adjustment
would contribute to more reliable GFN estimates. Cooperation with national debt management offices to
closely monitor debt repayment and issuance plans would also be beneficial in capturing real-time data and
improving the accuracy of GFN projections.

37






1.2. MEDIUM-TERM FISCAL SUSTAINABILITY ANALYSIS

Main takeaways

The analysis of medium-term fiscal sustainability risks relies on the Commission’s comprehensive
debt sustainability analysis (DSA) toolkit. The DSA combines deterministic debt projections up to 2034
with stochastic projections covering a wide range of possible shocks. The projections include the impact
of ageing-related expenditure. They consider alternative scenarios to the ‘no-fiscal-policy-change’
baseline, such as reverting to past fiscal behaviour, implementing only part of the forecast structural
adjustment, benefiting from a less favourable interest-growth rate (‘r-g’) differential, and facing
temporary turmoil on financial markets. This is complemented by an assessment of liquidity challenges
based on government’s gross financing needs.

In the EU as a whole, at unchanged fiscal policy, the debt-to-GDP ratio is projected to decline
slightly until 2026, after which gradual increases in the cost of ageing and in interest expenditure
would reverse the trend. In the baseline, the ‘r-g’ differential is assumed to remain only slightly
negative by 2034, after increasing throughout the projection period mostly because of rising implicit
interest rates. By 2027, the favourable impact of this differential — the ‘snowball effect” — will therefore
no longer be large enough to dampen the increasing pressure from ageing costs on public finances. An
alternative scenario shows that the increase in debt for the EU as a whole could occur later and be less
pronounced if the structural primary balance converged back to the small deficit observed on average in
the past 15 years (compared to the larger deficit assumed in the baseline). Conversely, a more limited
fiscal adjustment, a less favourable ‘r-g’ differential or temporary financial stress would worsen the debt
dynamics.

The stochastic projections point to significant uncertainty around the baseline. With an 80%
probability, debt will lie between 82% and 99% in the euro area as a whole by 2028, coming below the
2023 level with a 53% probability. In 2028, the debt ratio could stand above or below 90% with equal
probability. High uncertainty in some countries reflects historically volatile macro-financial and fiscal
conditions.

Overall, 9 Member States are found to be at high medium-term fiscal sustainability risk, 11 at
medium risk and 7 at low risk. The high-risk classification is mainly driven by the debt dynamics under
the no-fiscal-policy-change baseline, due either to currently high and still increasing debt ratios (Belgium,
Spain, France and Italy), debt increasing beyond 90% of GDP (Romania, Slovakia and Finland), or debt
declining but remaining at a high level and with only limited room for additional consolidation (Greece).
In several cases, the stochastic analysis confirms the high risk of higher debt in 5 years’ time (Belgium,
Spain, France, Italy and Finland) and shows significant uncertainty surrounding the baseline projections
(Greece, Portugal and Romania). Vulnerability to more adverse assumptions, in particular in case of less
favourable macro-financial conditions or a weaker fiscal position, also explain the classification
(Portugal). Projected financing needs suggest that countries with the highest debt ratios could also be
potentially exposed to liquidity challenges.

Table 1.2.1:  Overview of the medium-term risk classification

Legend: BE BG CZ DK DE EE IE EL ES FR HR IT CY LV LT LU HU MT NL AT PL PT RO SI SK FI SE

MEDIUM  Medium-term risk
Low

Source: European Commission.
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This chapter a assesses fiscal sustainability risks over the medium term, based on the Commission’s
comprehensive analytical framework. The debt sustainability analysis (DSA) captures medium-term
challenges in a comprehensive way. First, the DSA includes the impact of ageing-related costs. Second, it
considers both favourable and adverse scenarios in addition to the baseline. Third, it accounts for
uncertainty by simulating a wide range of 10 000 possible shocks. Last but not least, it takes into account
the plausibility of projected debt paths and the feasibility of fiscal consolidation measures, if needed. The
DSA methodology is also applied, with some necessary adaptations, under the revised fiscal rules of in
the new EU economic governance framework. Chapter Il.1 presents how this is done, to ensure
transparency and allow replicability.

This chapter is organised as follows. Going through the various elements of the DSA toolkit, the
chapter starts with a baseline for debt trajectories over the next 10 years, along with a set of additional
deterministic debt projections underpinned by alternative assumptions (Section 1.2.1). To assess how a
broad range of possible shocks could affect debt in the coming years, the DSA relies on stochastic debt
projections, which allow to gauge the uncertainty around the baseline (Section 1.2.2). Finally, the DSA is
complemented by projections of governments’ gross financing needs over the next decade, which provide
information on potential liquidity risks (Section 1.2.3). The chapter concludes with an overall assessment
of medium-term fiscal risks and a comparison with the 2022 DSM (Section 1.2.4). It also includes a box
that details the assumptions underpinning the baseline and the alternative deterministic scenarios.

1.2.1. DETERMINISTIC GOVERNMENT DEBT PROJECTIONS

The first component of the DSA consists in a Table12.2: Debt projections in the deterministic scenarios

set of deterministic projections based on Difference to the baseline in 2034 (pps. of GDP)
various scenarios. Each deterministic projection Baseline BAsENe  yygtorcal owerspe Adverserg o
provides a single path for debt until 2034 under 2023 034 SPB'scemario  scenario  scemario oo
certain assumptions for budgetary, s 1063 1228 B 52 20 89 16
macroeconomic and financial variables. In 2 25 4 B ez o0 i o
addition to the baseline, four other scenarios are o« 303 7.7 39 60 14 02
ki . f th di t isk DE 64.8 64.0 B 01 3.4 5.4 05
taken iInto account for the medium-term risk o 5, 8 s 11 e 02
classification. These are the ‘historical structural ' 430 308 - 189 14 25 02
. 5 EL 160.9 116.4 -13. 4.4 ! y
primary balance (SPB)’, ‘lower SPB’, ‘adverse s 1975 1184 > 56 o i
interest-growth  rate  differential (r-g)’ and ™ 1096 1301 I a7 30 103 20
. . , . . . HR  60.8 61.1 I =51 65 4.9 0.4
financial stress’ scenarios. They highlight the 1 1308 1644 B 166 - ™ 53
impact on debt of alternative assumptions for ¢ 784 381 5.2 40 89 03
. . . Lv 41.7 55.2 -0.4 15 4.1 0.4
fiscal policy, real GDP growth and interest rates v 373 528 50 23 36 03
(Table 1.2.2) and can affect the risk classification ;LI’J ;gg Zgg - o7 o 2 o
if they signal higher risk than the baseline (see wr s33  so3 W a7z 35 43 04
Section 1.2.4). For non-euro area Member States, - 271 >4 || 2 > . o
an additional stress test hitting the exchange rate s s05 771 18 75 57 06
provides further information on risks, although 77 »¢ %9 P o s v
without affecting the risk classification; its s 63 744 29 69 50 04
H : H : SK 56.7 1152 W 246 28 7.1 05
assumptions are _descr!bed in Bo?< I..2.1 and its 0 000 e B e i o o
results are provided in the statistical country se 304 132 a1 30 15 01
H H EU 83.1 90.4 I 47 42 7.4 14
fiches in Annex A8. EA | 90.4 98.2 B 61 38 8.0 16

Source: Commission services.

The deterministic projections feed into the
medium-term risk classification using the debt
level in 2034, the debt trajectory and the available ‘fiscal consolidation space’. While a high level of
debt can be a source of vulnerability, it is only a crude indicator of sustainability. That is why the risk
classification relies on two more criteria in addition to the debt level. One is the path followed by debt
over the coming decade. The other one is the ‘fiscal consolidation space’. This space is measured by how
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often more stringent fiscal positions than assumed in a given scenario were observed in the past in the
country under consideration — technically, this consists in looking at the percentile rank of the projected
SPB within the distribution of SPBs observed in the past in the country. This gives an indication of
whether the country has plausible fiscal room for manoeuvre to take adjustment measures if necessary.
Therefore a high level of debt or an increasing debt path in the baseline do not necessarily imply high
sustainability risks, as long as the government has available ‘consolidation space’ to rein in debt (%°). The
decision tree applied along these three criteria is described more closely in Annex Al.

This section focuses on the economic reading and main results of each scenario. It explains why the
selected scenarios are relevant in the current context, and it discusses the results both for the aggregate
level and across countries. Box 1.2.1 includes further technical information on the underlying
assumptions, and detailed projection tables can be found in the statistical annex.

1.2.1.1.Baseline: no fiscal policy change

The baseline for the medium-term debt Graphl.2.1: Gross government debt baseline projections,
projections assumes that structural primary EU and euro area

budgetary positions remain at their 2024 level 105 %ofGDp projections

until 2034, except for the impact of ageing-related
costs. The 2024 level is the one expected in the
Commission 2023 autumn forecast (for the EU as a o |
whole, an SPB of -0.8% of GDP), which includes the
impact of policy measures adopted by end October 90
2023 (Y). As from 2025, the projections do not
incorporate any new measures, and the SPB is only
affected by changes in the cost of ageing as projected g

100 +

85 +

in the forthcoming 2024 Ageing Report (%) (for the T oA costof sgeing

. . R e A b without cost of ageing
EU as a whole, the overall SPB including the impact 7> ——EU with cost of ageing
of ageing costs is projected to gradually decline | [ - EU without cost of ageing
to -1.6% by 2034, see Annex A7.2). Therefore, the 2223823288323 83883
baseline highlights what would happen in the absence AT
of new measures, as a benchmark-. Source: Commission services.

(®) This is in line with the definition of debt sustainability risks used by the IMF, the ECB and the Commission. Debt is deemed
unsustainable only in cases when there is no politically and economically feasible fiscal path that can at least stabilise debt over
the medium term (under the baseline and realistic shock scenarios), keeping rollover risk at an acceptably low level while
preserving potential growth.

(**) Moreover, GDP growth over 10 years is projected in line with the EU commonly agreed methodology. It incorporates the
expected favourable impact of implemented reforms.

(®®) See Volume 1 (https://economy-finance.ec.europa.eu/publications/2024-ageing-report-underlying-assumptions-and-projection-
methodologies_en) for the underlying assumptions and methodologies. Volume 2 with the projections will be published in
spring 2024.
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The baseline points to a slight decline of the EU
debt ratio until 2026, after which gradual
increases in the cost of ageing and in interest
expenditure would reverse the trend. The projected
debt for the euro area as a whole follows a parallel
path (Graph 1.2.1). The impact of the cost of ageing
in the EU is visible in the worsening primary deficit
(Graph 1.2.2). Moreover, interest expenditure is set to
increase over the medium term, doubling by 2034 its
level of 2022, while the debt-reducing impact of
nominal GDP growth would slightly weaken. This is
expected to combine into a gradually less favourable
snowball effect (3¥) over the projection horizon,
especially compared with the record low levels of
2021-2022. By the end of the projection horizon, the
snowball effect would therefore only slightly dampen

Graph 1.2.2:

Drivers of the change in debt under the
baseline, EU
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Graph 1.2.3:  Gross government debt projections for EU

Member States under the baseline (2023-

2034)
200 % of GDP
H W Change 2023-2034
1 3|
180 318 2023
160 | S -2034
Kl
YO peakinz023 | |E]€ Peak in 2034
120 4 orearlier 5 or later '-I-.I.
100 -
80 - T - I
-
60 - ol - I

40 -
20 +
0 -
220 -
40 -
60 J

Source: Commission services.

Source: Commission services.

The projected debt paths of individual Member
States show contrasted situations. In 8 countries,
the debt ratio projected for 2034 is at or below the
level of 2023 (Graph1.2.3). In most of these
countries, debt started declining after the peak of
2020-2021, or is expected to do so by 2024 at the
latest, before either broadly stabilising or declining
further over the medium term. In Germany, however,
debt would increase again in the last years of the
projection period due to rising ageing costs and
interest expenditure. In the remaining 19 Member
States, at unchanged policies, debt is projected to
increase overall between 2023 and 2034, in some
cases starting from a high level (e.g. Italy, France,
Belgium and Spain).

(®) The snowball effect, which is closely related to the interest-growth rate differential, represents the combined impact of interest
expenditure, inflation and real GDP growth on debt dynamics.
(*) For further details on the breakdown of the change in debt, see the statistical annex.



The debt paths envisaged in the baseline rely on
low SPB levels by historical standards, suggesting
sizeable fiscal consolidation space in most
countries. This can be seen by plotting the projected
SPB level (before cost of ageing) against country-
specific SPB values observed in the last decades
(Graph 1.2.4). As most countries have often recorded
higher SPBs than the level assumed in the baseline,
they can realistically aim to move again towards such
higher levels in the coming decade, improving the
debt dynamic compared to the baseline; this is
discussed in the historical SPB scenario below.
However, fiscal consolidation space appears more
limited in a few post-programme countries that are
running structural primary surpluses while their
historical track record was weaker (e.g. Greece,
Cyprus and Portugal).

1.2. Medium-term fiscal sustainability analysis

Graph 1.2.4:  Structural primary balance projected under
the baseline and past observations

12 % of GDP

' o
° 3
8 ° ° ': ° 4
N ° ° [ ] ]

s 3 ° ee® ‘:

44 ° 1 ' ] | " ]

[N ] ' egel i .l.':. L 4
TUHHREH| b it digitle
018 |0“ L l lll gl II: 'i !l
HHIRI (A HTRHI B

9T L4 °
NIRRT I NY PR BFFES LA
v o °3tee ° e g3 ¢
HE [ ] e o : i.
[} . ° ®e
-8 48 . . o
- J L]
. F2EREBaIETLTEL2EZ80UER25BEET 23
® Past observations = 2024-2034 average
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baseline before cost of ageing. (2) In this graph, past
annual observations start at the earliest in 1980, depending
on the country, end in 2022, and include crisis years.
Source: Commission services.

1.2.1.2. Policy scenario: historical structural primary balance

Graph 1.2.5:  'Historical SPB' scenario: structural primary The first alternative scenario assumes a change in

balance in 2024 and 2028

fiscal policy over the medium term — namely that

i”f“’fGDP 2024 2028 the SPB will gradually converge to its average
s | mmChange 2024-2028 I past value. This scenario illustrates the prospect of
2] I 3 countries reverting to past fiscal behaviour instead of
14 II 3 I l keeping the SPB at its 2024 level. More specifically,
‘i l III 4 III I by 2028, each country’s SPB would reach the
N tt,, ¢ II I average value observed in the country over the past
3 t 15 years, i.e. in 2008-2022 (Graph 1.2.5). While half
-4 Joosening ightening of the Member States’s SPBs are already expected to
> stand in 2024 within 1 pp. of their historical average,
° e oY PTHUCZ LT £ DK SE S1 €5 pL v RONL FR ATHR FLoe eL T sessumrsk LIS SCENArio would imply more significant tightening
Note: The 'historical SPB' scenario assumes that the SPB for 9 countries and loosening for 4 countries. In this
gradually converges, from 2025 to 2028, to the SPB scenario, by 2028, there would still be a structural

observed on average in 2008-2022.
Source: Commission services.

primary deficit in a majority of Member States.
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Reverting to past structural positions would
improve the EU aggregate debt dynamics
compared with the baseline, broadly stabilising
the debt ratio until the late 2020s. For the EU as a
whole, the structural primary deficit would fall from
0.8% of GDP in 2024 to 0.2% by 2028. This would
allow debt to decline until 2027, for one more year
than under the baseline, still remaining above its pre-
pandemic level; however, the gradually less
favourable snowball effect and the increasing cost of
ageing would lead to a new increase in debt as from
2030 (Graph 1.2.6). The same would happen in the
euro area if the structural primary deficit of 0.9% of
GDP in 2024 gradually improved by 2028 to the
historical standard, a small deficit of 0.1% of GDP.

Graph 1.2.6:  Debt projections: 'historical SPB' scenario vs.
baseline, EU and euro area
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Note: The ‘historical SPB' scenario assumes that the SPB
gradually converges, from 2025 to 2028, to the SPB
observed on average in 2008-2022. The SPB then remains
constant, except for the impact of the cost of ageing.
Source: Commission services.

Across countries, the ‘historical SPB’ scenario
affects debt projections in both directions.
Compared with the baseline, this scenario affects the
2034 debt level in a direction and by an amount
consistent with the shock on the SPB, with the largest
increases in Ireland and Cyprus and the biggest
reductions in Slovakia and Malta. Among the high-
debt countries, debt would increase considerably less
than in the baseline in Italy and Belgium, and decline
faster in Greece (for comparisons, see Table 1.2.2
above and the detailed heat map at the end of this
chapter, in Table 1.2.6). In most countries, the peak
year is unchanged compared with the baseline
(Graph 1.2.7). For seven Member States, however,
the change in the peak year, the level of debt in 2034
or the fiscal consolidation space associated with the
SPB imply a different risk signal from the baseline.
The only worsening of the risk signal is for Portugal,

which moves from medium risk in the baseline to high risk due to debt exceeding 90% of GDP in the
‘historical SPB’ scenario. The risk category comes out lower than in the baseline for Croatia, Lithuania
and Auwustria (all at low risk, against medium risk in the baseline), and Romania and Finland (both at
medium risk, against high risk in the baseline), however with no implications for the overall DSA risk

classification.
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1.2.1.3. Policy scenario: lower structural primary balance

Graph 1.2.8:  Structural primary balance in 2024-2034 in The ‘lower SPB’ scenario assumes, for 2024, less
fiscal consolidation (or more fiscal expansion)

the baseline and the 'lower SPB' scenario

4 %0fGDP  wpaseline  4'Lower SPB' scenario than in the baseline, implying a negative level
] It shift. As in the baseline, this scenario keeps the SPB
1 ,T' unchanged as from 2024, but at a lower level than in
] ] the baseline (Graph 1.2.8). For most countries, the
i | ,.,311' Commission 2023 autumn forecast expects the SPB
1 L - - - -
, ,IIT I to tighten in 2024 and this scenario assumes that only
. t.ttI half of the adjustment will be delivered. For the six
N countries in which the SPB is expected to deteriorate
5 | (Denmark, Croatia, Lithuania, the Netherlands,
. ¢ Slovakia and Finland), the scenario assumes a 50%
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Note: The 'lower SPB' scenario assumes a 50% smaller
consolidation (or 50% larger deterioration) in the SPB in
2024 than in the Commission 2022 autumn forecast. The
SPB then remains constant as from 2024, except for the
impact of the cost of ageing.

Source: Commission services.

A smaller consolidation in 2024 than expected in
the Commission 2023 autumn forecast, followed
by unchanged fiscal policies, would imply a more
rapid increase in EU debt over the medium term.
Both in the EU and in the euro area as a whole, the
structural primary deficit would only be reduced by
0.2 pp. of GDP in 2024 and debt would be about
4 pps. of GDP higher than in the baseline by 2034,
rising to close to 95% of GDP in the EU as a whole
(Graph 1.2.9).

Graph 1.2.10: Gross government debt projections under
the ‘lower SPB’ scenario
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Source: Commission services.
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‘lower SPB’ scenario
compared to the baseline in all Member States, by

to medium.

increases

debt

baseline level by more than 7 pp. of GDP by 2034,
impact on the risk signal
(Graph 1.2.10). The risk signal is worse than based on
the baseline for Germany and Malta, both from low
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1.2.1.4.Stress test: adverse ‘r-g’ differential

Graph 1.2.11: Interest-growth rate differential in the
baseline and the 'adverse r-g' scenario,

2024-2034 averages
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Note: The ‘adverse r-g’ scenario assumes that the
differential between the market interest rate and nominal
GDP growth is permanently 1 pp. higher than in the
baseline from 2024 to 2034. This graph shows the impact on
the differential between the implicit interest rate and
nominal GDP growth, taking info account the debt
maturity structure.

Source: Commission services.

This scenario captures risks related to a reversal
or a reduction of the currently favourable
interest-growth rate differential. The ‘r-g’
differential assumed in the baseline, although
increasing over the projection period, is below
historical averages in two thirds of the countries
(Graph 1.2.11). Stress-testing this differential is
important to assess the consequences for debt
sustainability risks of a possible larger correction of
‘r-g’. To do so, the difference between market
interest rates and nominal GDP growth is
permanently increased by 1 pp. compared to the
baseline (¥®). Depending on the debt structure and
gross financing needs, this shock gradually translates
into a higher ‘r-g’ differential where r is the implicit
interest rate. This diminishes the debt-reducing
impact of the snowball effect or reinforces its debt-
increasing impact, in those countries where ‘r-g’ is
already projected to turn positive during the next
decade (Czechia, Greece, Spain, Italy, Hungary,
Poland and Romania).

Both on aggregate and in individual countries, this scenario has adverse implications for debt
developments. On aggregate, debt would grow steadily and faster than in the baseline, approaching 98%
of GDP by 2034 in the EU as a whole (Graph 1.2.12). At the country level, the effect would be
particularly large in Italy, France, Greece, Spain and Belgium (Graph 1.2.13). This scenario signals higher
risks than the baseline for Germany, Malta (both at medium instead of low risk) and Portugal (high

instead of medium).

(®) The same shock is applied to both short-term and long-term market rates.
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Graph 1.2.12: Debt projections: ‘adverse r-g' scenario vs. Graph 1.2.13: Gross government debt projections under
baseline, EU and euro area the 'adverse r-g' scenario
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Note: The ‘adverse r-g’ scenario assumes that the interest-
growth rate differential is permanently 1 pp. higher than in
the baseline from 2024 to 2034.

Source: Commission services.

1.2.1.5.Stress test: financial stress

This scenario aims to capture risks linked to stylised temporary turmoil on financial markets.
Under this scenario, a one-year shock affects market interest rates in 2024 (?°). Furthermore, the scenario
assumes that financial turmoil hits high-debt countries harder: while a flat 1 pp. interest rate hike applies
to all countries, it is augmented by a ‘risk premium’ for highly indebted countries (¥') (Graph 1.2.14).

Despite its temporary nature, the shock on interest rates has a persistent, albeit limited, adverse
impact on debt dynamics. As can be seen for the EU and euro area as a whole, the debt path would be
only slightly above the baseline, by 1 % pps. of GDP by 2034 (Graph 1.2.15). The initial impact on debt
would be limited, as the higher interest rates would only affect newly issued debt. The gap would,
however, be persistent and increase over time, as the shock would affect the service of debt newly issued
in 2024 and make higher interest payments generate in turn new debt each year, compared with the
baseline. This scenario would also have a non-negligible impact on gross financing needs, in particular in
the year after the shock, when the higher rates on newly issued debt would start affecting interest
payments (see Annex A3).

(%) The same shock is applied to both short-term and long-term market rates.

(%) The risk premium is equal to 0.06 times the excess of debt over 90% of GDP based on Pamies, S., Carnot, N., and Patarau, A
(2021), ‘Do fundamentals explain differences between euro area sovereign interest rates?’, European Economy Discussion
Paper, No. 141. — see Box 1.2.1 for more details.
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Graph 1.2.14: Impact of the 'financial stress' scenario on
interest rates in 2024
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Notes: The ‘financial stress’ scenario assumes that the
interest rate is temporarily raised by 1 pp., plus a risk
premium in countries where debt exceeded 90% of GDP in
2023 (90% being the upper debt threshold used to identify
high risk in the DSA classification). The risk premium is equal
fo 0.06 times the excess of debt over 90% of GDP.

Source: Commission services.

High-debt Member States are more affected by
the ‘financial stress’ scenmario. This scenario
increases debt by more than 1 pp. of GDP by 2034 in
only 5 countries, namely those with the highest
projected debt ratios for 2034 in the baseline —

Graph 1.2.15: Debt projections: financial stress' scenario
vs. baseline, EU and euro area
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Note: The ‘financial stress’ scenario assumes that, in 2024,
market interest rates are temporarily raised by 1 pp., plus a
risk premium in countries where debt exceeded 90% of
GDP in 2023 (90% being the upper debt threshold used to
identify high risk in the DSA classification).

Belgium, Greece, Spain, France and Italy Sovrce: Commission services.

(Graph 1.2.16). This is because higher interest rates

affect interest payments more strongly if they apply to a high debt, and this effect is exacerbated by the
assumption that high-debt countries get larger shocks on interest rates. To a lesser extent, the sensitivity
of individual countries to the interest shock also depends on the maturity of their debt, because a shorter
maturity implies that the shock on the market rate is more rapidly transmitted to the implicit interest rate.
Finally, the impact is also affected by developments in gross financing needs.

Graph 1.2.16: Gross government debt projections for 2034,
‘financial stress' scenario vs. baseline

1.2.2. STOCHASTIC GOVERNMENT DEBT
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(%®) The methodology for stochastic debt projections, including small technical adaptations introduced in this report, is presented in
Annex A4.



Graph 1.2.17: Stochastic debt projections, euro areaq,
2024-2028
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1.2. Medium-term fiscal sustainability analysis

The results of stochastic projections are shown in a
fan chart around the baseline. The cone covers 80%
of all simulated debt paths over a 5-year horizon, with
the lower and upper limits representing respectively the
10t and 90" percentiles of the distribution. This means
that, if future shocks follow the same pattern as in the
past, there is an 80% probability that debt will actually
lie within that cone in the next 5 years. The chart
excludes the debt paths derived from the 20% most
extreme shocks, or ‘tail events’. The different shades
within the cone represent different portions of the
overall distribution of debt paths.

The stochastic projections point to significant
uncertainty over the debt trajectory in the euro
area. For 2028, they suggest that, with an 80%
probability, the euro area debt ratio will lie between
82% and 99% of GDP, a range of 17 pps.

(Graph 1.2.17). The median debt ratio for 2028 is estimated at 90% of GDP, i.e. there is an equal
probability that debt will be higher or lower than that level. Moreover, while the baseline points to a
decline in the debt ratio over the next 5 years, the stochastic projections suggest with a 47% probability
that debt might actually be higher in 2028 than it was in 2023.

The degree of uncertainty varies greatly across
countries. The results for individual countries are
summarised in Graph 1.2.18. On the one hand, they
indicate very low uncertainty for Sweden, where the
debt ratio is likely to lie within a narrow range of
19% to 29% of GDP in 2028; moreover, debt in
Sweden is clearly projected to decrease, as indicated
by the low high probability of debt in 2028 exceeding
the 2023 level. At the other end of the spectrum,
uncertainty appears to be particularly elevated for
Greece, Hungary and Bulgaria: in Bulgaria, for
instance, debt could lie anywhere between 8% and
59% of GDP by 2028, with only a 35% chance that
debt will decrease from its current level. Such
uncertainty around the baseline reflects a high
historical volatility of macro-financial and fiscal
conditions.

Graph 1.2.18: Stochastic debt projections for EU Member
States
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median debt level in 2028 is indicated by the red dot. The
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Source: Commission services.

1.2.3. MEDIUM-TERM GOVERNMENT GROSS FINANCING NEEDS

Projected gross financing needs (GFN) over the medium term serve as a measure of governments’
upcoming liquidity challenges. While debt is a stock, GFN are a flow metric that provides
complementary information. The projected trajectory of GFN indicates to what extent governments may
need to use financial markets over the coming years to finance deficits or other debt-creating flows
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(recorded as stock-flow adjustments), repay or roll over maturing debt, and service their debt (%°).
Elevated GFN projections therefore suggest a higher vulnerability with regard to liquidity risks.

GFN in the EU are projected to remain above pre- Groph1.2.19: General government gross financing needs

pandemic level and rise mildly in the coming and their drivers, baseline, EU

decade. Over the period 2024-2034, GFN should  25%ofGop projections _f’nrtiemraegf:tf:gaymems
average 16% % of GDP, 4 pps. above their 2019 Maturing long-term debt
level (Graph 1.2.19). The slowly upward trajectory 2o = Maturing short-term debt

= Gross financing needs

projected for the next 10 years is driven by three
trends. First, a gradual increase in interest payments, 15 |
exceeding by 2034 their 2010s average of 2.3% of
GDP by around 1 pp. Second, the need to amortise a 10 |

slightly larger amount of long-term debt. And third, a 1

rebound in primary deficits as from 2027, reflecting 5 1 i

mainly higher ageing-related expenditure. On the nEipl il | 1 I I I I I
other hand, maturing short-term debt should broadly 0*! e e e e e o e
stabilise at around 6% of GDP, reflecting the recent ggcgggcesgegsgegcsgegsesg

lengthening of debt maturities. 5
Source: Commission services.

The GFN projections indicate larger liquidity Graph1.2.20: General government gross financing needs
challenges in high-debt Member States than the under the baseline, 2024-2034 average
euro area average. In four euro area countries with ~ 25%of GDP
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France and Italy), GFN are projected to exceed the %
euro area average of about 18% of GDP on average |

between 2024 and 2033 under the baseline =
(Graph 1.2.20), pointing to potential liquidity

challenges. By contrast, for the six Member States .

with the lowest projected debt levels for 2034 under . |

the  baseline  (Denmark, Estonia, Ireland, IIII

Luxembourg, Cyprus and Sweden), GFN would be | | I
SETT2RE0ZEPZE20aERTLE22E

N
limited to 5% of GDP at most. 8

Source: Commission services.

wwne -
o —

EE N

1.2.4. OVERALL MEDIUM-TERM RISKS

1.2.4.1. Overall medium-term risk classification

To establish the medium-term risk classification, decision trees extract risk signals from the
deterministic and stochastic DSA projections. For the deterministic projections, the projected debt
level in 10 years’ time provides the starting point; however, the risk category derived from the debt level
can be notched up or down, depending on the debt path and the available ‘fiscal consolidation space’.
Furthermore, when the stochastic projections point to medium or high risk, this can notch up the
preliminary low or medium risk signal provided by the baseline (along with additional scenarios and
stress tests). However, neither stochastic projections nor additional scenarios and stress tests can notch
down the risk signal resulting from the baseline (see Annex Al for further details on the decision trees).

Based on this approach, 9 EU countries are deemed at high fiscal sustainability risk over the
medium term. These are Belgium, Greece, Spain, France, Italy, Portugal, Romania, Slovakia and Finland
(Table 1.2.6). In the case of Belgium, Spain, France and Italy, every component of the DSA (i.e. the

(*®) For a more elaborate description of GFN and their use for the assessment of short-term sustainability risks, see Chapter I.1.
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baseline, the other deterministic scenarios and the stochastic projections) points to high risk, because their
debts are well above 90% of GDP and increasing under all scenarios — a trend also largely confirmed by
the stochastic projections. For Greece, all scenarios indicate high risk because of the very high (although
declining) debt level and the rather ambitious fiscal assumptions (*°), while for Slovakia, the high risk
stems from the projected rapid increase in debt from below 60% of GDP in 2023 to well above 90% by
2034 in all scenarios. Romania and Finland are in a somewhat more borderline situation, with debt
exceeding 90% of GDP at unchanged policies and under some scenarios but not all. Finally, in Portugal,
while debt is projected to drop below 90% of GDP in the baseline, it would remain above 90% of GDP in
two adverse scenarios, with limited fiscal consolidation space (') by historical standards, resulting in an
overall high-risk classification.

In 11 other countries, medium-term risks are deemed medium. These are Bulgaria, Czechia,
Germany, Croatia, Cyprus, Lithuania, Hungary, Malta, Austria, Poland and Slovenia. In a first group of
six countries, namely Bulgaria, Czechia, Lithuania, Malta, Poland and Slovenia, debt is projected to
increase steadily over the medium term. Among these, in Poland and Slovenia, debt is projected to exceed
60% of GDP, although with some fiscal consolidation space. In Malta, debt remains slightly below 60%
of GDP in the baseline but is vulnerable to more adverse conditions, in addition to high uncertainty as
flagged by the stochastic analysis. In Czechia and Lithuania, debt, although on an increasing trend, would
remain below 60% of GDP in all scenarios but with only moderate fiscal consolidation space by historical
standards. Bulgaria, by contrast, has available fiscal consolidation space but is identified at medium risk
due to very high uncertainty on its debt dynamics in the next 5 years, based on historical volatility. A
second group of three countries (Germany, Austria and Croatia) is projected to see its debt first decline
and then increase again, either remaining below its initial level by 2034 or exceeding it, depending on the
scenario. Moreover, Austria’s debt would remain well above 60% of GDP but with some fiscal
consolidation space by historical standards. Finally, in the last two countries — Cyprus and Hungary —
debt is projected to decline. In the case of Cyprus, it would fall well below 60% of GDP but subject to
high uncertainty and based on an ambitious fiscal position by historical standards. In Hungary, debt
would approach 60% of GDP in some scenarios, albeit with only moderate policy space for fiscal
consolidation by historical standards.

Finally, the remaining 7 Member States are found to be at low risk over the medium term. These
are Denmark, Estonia, Ireland, Latvia, Luxembourg, the Netherlands and Sweden. In these countries, the
baseline, the deterministic scenarios and the stochastic projections all point to low risk. This classification
is not modified by the few sources of vulnerability. In particular, debt is on an upward path in Estonia,
Latvia, Luxembourg and (after an initial decline) the Netherlands — starting from an extremely low level
in Estonia, but approaching 60% of GDP in some scenarios in the case of Latvia and the Netherlands.
Stochastic analysis also points to some uncertainty in Estonia, Ireland and Latvia, reflecting historical
volatility (%2).

(®) However, the fiscal assumptions for Greece appear plausible considering that the country recorded an average structural
primary surplus of 3.6% of GDP over the last 15 years.

(Y This indicator measures where the assumed structural primary balance stands by historical standards. However, it does not
preclude future policy action to improve public finances.

(®3) In the case of Ireland, alternative metrics to GDP, such as GNI* used at national level, would result in a higher projected debt
ratio.



European Commission
DEBT SUSTAINABILITY MONITOR 2023

52

1.2.4.2. Comparison with the 2022 DSM results

Debt projections

While debt levels in many countries are initially T1able1.2.3:  Baseline debt projections in the 2022 and

lower than in the 2022 DSM, over the medium 2023 DSM

term half of the Member States are projected to Commisson e foreces) ot o
reach higher debt levels than projected in the T SR
previous edition of the DSM. In two thirds of the = = 1064 =2 B 1203 T
EU countries, the debt levels expected for 2024 in the < i s ‘ 00 s 3 : 5
Commission 2023 autumn forecast are Ic_)wer than in o o oo : s B e : i
the 2022 DSM and, in the other third, upward = =3 i s 2 09 -
revisions are limited (Table 1.2.3). The better fiscal = w2 1065 R = 1157 1
positions mainly follow from revenue windfalls in w0 & n! =2 Bs s - ua
2022, more-favourable-than-expected developments ¢ 77 i N o w1 N s
in energy prices leading to a lower budgetary cost of = 99 2 il o s06 : 105
energy support measures in 2023, and the oo n ; 22 IS 62 -‘ 02
incorporation of new deficit-reducing measures in =2 55 e Ly
some countries. Lower inflation also helped contain = =2 &g i N
interest expenditure in countries with a significant e = e 10 o
share of inflation-indexed bonds. For the EU as a 74 = s 1085 5
whole, the 2024 debt was revised downwards by = =S 1 :l o 20 i ;‘j
1.4 pps. of GDP compared to the 2022 DSM. Despite = s14 87 i17 oo %625 i oo

this improved starting position, the debt ratio in 2033  Source: Commission services.

(the end point of the previous report) is now expected

to stand 1.2 pps. of GDP above its level of the previous report. This aggregate revision masks two groups
of countries. In 13 countries, the downward revision in the initial debt level is projected to be at least
partially preserved (or, in the case of Czechia, the initial upward revision is projected to be reversed) and,
in most of these countries, even amplified over the medium term. The other 14 countries are projected to
see their debt increase by 2033 compared with the 2022 DSM, by more than 20 pps. of GDP in the case of
Slovakia, Romania and Finland, and despite a lower starting level in six countries (Bulgaria, Spain,
France, Italy, Latvia and Lithuania).

Apart from the no-fiscal-policy-change SPB level, the revisions to medium-term debt paths are
explained by less favourable financing conditions, new projections for ageing costs, and changes in
stock-flow adjustment (SFA) assumptions. First, with rare exceptions, the downward revisions to debt
paths compared with the 2022 DSM are driven by stronger assumed no-fiscal-policy-change SPB
positions over the medium term, and the opposite holds for upward debt revisions. Second, on aggregate
and in nearly all countries, the ‘r-g’ differential was revised upwards, mostly due to substantially tighter
financing conditions, while changes in inflation and in the potential growth outlook are significant for
only few countries (Table 1.2.4). The more adverse assumptions on financing conditions reflect market
expectations after the tightening of monetary policy in a context of higher inflation, along with
uncertainty especially related to Russia’s war of aggression against Ukraine. The largest adverse revisions
to the ‘r-g” differential affect the three Baltic states. Third, this report takes into account the new cost of
ageing projections from the forthcoming 2024 Ageing Report, with downward revisions over the period
2024-2033 for some countries (the largest ones being in Italy, the Netherlands, Luxembourg and
Belgium) but sizeable upward revisions in Spain, Romania and Denmark (see also Box 1.3.3 for long-
term projections up to 2070). Finally, changes in the SFA assumptions significantly raise the debt
projections for Finland and Luxembourg (see Chapter 11.2).
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Table 1.2.4:  Main baseline assumptions in the 2022 and 2023 DSM (2024-2033 averages except for cost of ageing: change
from 2024 to 2033)

Structural primary balance

(% GDP)
2022 2023
DSM DSM
BE -2.7 2.4
BG -2.3 27
cz -0.9 0.1

EL 2.5 2.0
ES =il 1.0
FR -2.0 2.4
HR -2.0 1.2
IT -0.5 0.9
cy 2.4 3.4

LU 0.6 0.6
HU  -11 1.0
MT 25 2.7
NL -2.5 0.5
AT -0.6 0.7
PL -14 1.8

Sl 27 1.1
SK -33 5.1
Fl -0.8 1.0
SE 5 13
EU il 0.8
EA 1.3 0.9

Change in cost of ageing

2022

Revision
i o3
i 04
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%t
2

o7
i 09
[N
{18
i -02
i 00

il 03
#l 04

DSM

(% GDP)

2023 "

DS Revision
0.9 W o6
0.5 B o5
0.5 B 04
16 0.8
1.2 B 03
0.1 i 01
11 B 04
-0.3 {06
14 (R
0.0 B 04
-0.2 B 04
09 W 11
17 14
0.0 0.0
1.8 0.7
1.0 B 09
0.1 i 02
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12 N 11
13 E 03
0.5 0.4
1.9 0.0
15 1.0
15 B o5
2.0 0.1
0.4 0.2
0.1 0.1
0.9 § 02
0.9 k03

'r-g' differential

(%)

2022 202 Revision
DSM  DSM

19 1.3 0.6
2.4 1.6 0.8
16 0.8 0.8
1.8 13 0.5
25 1.4 1.0
25 0.6 19
43 3.2 11
0.8 0.5 0.3
0.9 0.7 0.2
11 0.5 0.6
0.6 1.7 I 10
0.0 0.6 0.6
2.2 21 0.1
2.9 13 16
2.9 1.4 15
2.9 2.7 0.2
0.6 0.2 0.4
3.3 36 E 03
2.8 1.7 1.1
2.2 1.7 0.4
03 0.9 B 06
0.9 0.9 0.0
16 11 0.5
2.8 23 0.5
2.7 1.7 1.1
2.0 1.4 0.6
25 1.4 11
17 -1.0 0.7
17 -1.0 0.8

Inflation Potential growth Nominal implicit interest rate
(%) (%) (%)
2022 2022 Revision 2022 ok Revision 2022 202 Revision
DSM  DSM DSM  DSM DSM  DSM
BE 28 27 01 10 13 02 19 26 0.7 BE
BG 3.0 3.0 00 17 19 Wl 03 22 3.2 10 BG
cz 35 2.9 06 15 13 i 01 36 37 0.0 €z
DK 26 25 01 08 1.0 i 02 17 23 0.6 DK
DE 3.0 2.7 02 07 0.7 i 00 13 2.1 0.8 DE
EE 27 26 01 20 1.0 i 10 23 35 12 EE
E 33 24 1.0 35 33 i 02 20 2.1 0.2 IE
EL 24 25 01 09 11 #l 02 25 3.0 0.5 EL
ES 24 25 01 07 14 o7 23 3.1 0.8 ES
FR 3.1 25 06 05 0.6 i 01 25 26 0.1 FR
HR 2.4 26 01 08 2.2 2.4 2.8 0.4 HR
IT 25 2.8 # 03 06 0.6 i 00 31 3.9 0.8 IT
o 25 2.9 i 03 20 2.1 i 01 22 26 0.4 CY
v 30 3.0 00 14 15 I 01 16 3.2 16 Lv
LT 24 26 103 20 16 i 04 17 3.0 14 7
w27 3.0 o4 16 1.8 il 02 14 23 09 LW
HU 40 4.4 403 22 21 i 01 58 6.6 0.8 HU
MT 26 2.9 1 03 31 3.9 #lbo 24 3.2 0.8 MT
NL 33 27 07 10 13 W 03 14 2.2 0.8 NL
AT 30 3.2 02 10 1.0 | 00 18 26 0.8 AT
PL 41 38 03 20 2.2 i 02 60 s2 W 09 pL
PT 25 2.6 01 10 1.2 i 02 25 2.7 i 02 PT
RO 6.2 41 21 20 23 #l 03 67 s5 [ 12 RO
sl 30 2.8 02 22 23 i 01 20 26 0.6 S|
Sk 36 33 03 14 14 i 00 23 3.0 0.8 SK
Fl 23 25 02 10 1.0 i 00 15 23 0.8 Fl
SE 22 25 02 15 14 i 01 13 25 12 se
EU 30 2.8 | 02 10 11 i 01 24 2.9 {105 EU
EA 29 2.7 i 02 09 1.0 i 01 20 2.7 106 EA

Source: Commission services.

Overall risk classification

Table 1.2.5:  Overall medium-term risk classifications in
the 2022 and 2023 DSM

low

medium

2022 DSM

low

DK, EE, IE, LV,

LU, S|

NL

E

2023 DSM

BG, LT

CZ, DE, CY, MT,
AT, PL, SI

HR, HU

RO, FI

BE, EL, ES, FR,
IT, PT, SK

Note: The countries in bold have changed classifications
between the two reports.

Source: Commission services.

While the number of countries in each risk
category is broadly unchanged compared with the
2022 DSM (with one more country at medium risk
and one less at low risk), in total 7 countries
change categories. In the new medium-term risk
classification, the assessment is more favourable for
Croatia and Hungary, which exit the high-risk
category, and for the Netherlands, which joins the
low-risk category (see Table 1.2.5). On the other
hand, Bulgaria and Lithuania move from low to
medium risk while the assessment for Romania and
Finland worsens to high risk.

The worsened risk classifications mainly reflect
less favourable macro-financial outlooks or fiscal

assumptions than in the 2022 DSM, while the improved classifications mainly result from more
favourable fiscal assumptions. Lithuania, Romania and Finland move to a worse risk category because
the revised fiscal and/or macro-financial assumptions weigh on their debt dynamics (see Table 1.2.4). This
is mostly due to higher projected cost of ageing in the first two countries, a weaker potential growth
outlook and tightening financing conditions in Lithuania, and positive stock-flow adjustments in Finland
(see Chapter 11.2). Moreover, Bulgaria deteriorates to medium risk because of high uncertainty, as flagged
by the stochastic analysis. On the other hand, the risk category of Croatia, Hungary and the Netherlands
improves by one notch, as their debts are now projected to remain well below 90% of GDP (below 60%
in the Netherlands) in all scenarios on the back of more favourable fiscal assumptions, plus higher
potential growth in the case of Croatia.
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1.2. Medium-term fiscal sustainability analysis

Box .2.1: Deterministic debt projection scenarios: the main assumptions

The Commission’s government debt projections provide trajectories for debt over the next 10 years, i.e.
until 2034, based on the Commission 2023 autumn forecast. The projections rely on assumptions about
key macroeconomic, financial and fiscal variables. Importantly, the Commission baseline debt projections rest
to a large extent on assumptions and methodologies commonly agreed with the EU Member States represented
in different Council formations (%). This ensures that the results are comparable across countries and consistent
with other EU processes, in particular the European Semester and fiscal surveillance under the Stability and
Growth Pact (SGP). The general approach in this report is the same as in the 2022 DSM, although with two
technical adjustments: the no-fiscal-policy-change assumption for the medium-term projections starts one year
earlier, and the stock-flow adjustment may, in specific cases, not be equal to zero (this latter change is
described in detail in Chapter 11.2).

The no-fiscal-policy-change assumption for the medium term is anchored on the T+1 forecast

With this report, the base year for the medium-term projections switches to T+1, against T+2 in
previous reports. Up to the 2022 DSM, the analysis fully took into account the Commission T+2 forecast,
and the subsequent no-fiscal-policy-change baseline was built on that basis. In particular, the structural
primary balance (SPB) net of changes in ageing costs was assumed to remain at its T+2 level over the
remainder of the projection horizon. In this report, by contrast, the no-fiscal-policy-change assumption starts
one year earlier and the SPB therefore remains unchanged at its T+1 level (plus changes in ageing costs).

This change better aligns the approach with the methodology used to assess debt dynamics under the
reformed Stability and Growth Pact. Under the new EU fiscal framework, Member States are required to
design medium-term fiscal-structural plans with an adjustment (where needed) starting in the following year,
i.e. 2025 for the first plans. To help Member States prepare these plans, the Commission provides them with
quantitative guidance in the form of a fiscal adjustment also starting in 2025. Both to provide its technical
guidance and to assess whether Member States’ plans ensure that debt plausibly declines (or stays below 60%
of GDP), the Commission uses a DSA-based methodology with 2024 as the base year, as described more
closely in Chapter I1.1. For consistency, the base year for the DSM baseline is set in line with it.

This anchoring to the T+1 forecast entails slightly different values for some variables for the year T+2
compared with the latest Commission forecast. This is explained by the different approach. Indeed, the
Commission forecast includes a qualitative assessment by ECFIN country desks of the latest available
information on legislated (or sufficiently advanced) policy measures up to T+2, while the medium-term
projections aim to provide a realistic simulation of the debt dynamics over the next 10 years based on the
situation before the start of the plans. Applying the no-fiscal-policy-change assumption in 2025 may imply
different values compared with the SPB in the Commission’s T+2 forecast, directly affecting the deficit and
debt levels for that year, as well as actual GDP growth, which is recalculated as described below. Still, the
information contained in the T+2 forecast is not lost: if a Member State has already planned some
consolidation measures for T+2, this will make it easier to achieve the required adjustment in that year.

The baseline

The baseline constitutes the starting point for the debt sustainability analysis, as it is the central scenario
around which alternative scenarios and sensitivity tests are built. The assumptions under the baseline are
as follows (3):

o Real GDP growth rates are those of the Commission 2023 autumn forecast for T+1, i.e. 2024 in this
report. For T+2 (2025), actual growth is based on the autumn forecast, adjusted for fiscal multiplier

() In particular, two technical working groups of the Economic Policy Committee (EPC), namely the Output gap working
group (OGWG) and the Ageing working group (AWG).

(®) For adetailed description of the debt dynamic equation and the impact of macro variables on the debt ratio projections,
see Annex A3.

(Continued on the next page)
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Box (continued)

effects (%). Beyond that, actual GDP growth rates are derived from the potential growth estimates using
the EPC/OGWG ‘T+10 methodology’ (*) and a standard assumption for the closure of the output gap (°).

¢ Inflation (as measured by the GDP deflator) converges linearly from current country-specific values to
market-based euro inflation expectations by T+10 (5). Beyond T+10, inflation converges to the ECB’s 2%
target by T+30 at the latest (") and remains constant afterwards. For more details, see Chapter 2, Box 1.2.1
in the FSR 2021.

e The primary balance is projected as follows:

— Assuming no fiscal policy change, the structural primary balance (SPB) before costs of ageing is
assumed to remain constant at its value forecast for T+1, i.e. currently 2024, over the remainder of the
projection period. Two elements are added to it to obtain the overall SPB: ageing-related expenditure
(including pension, health care, long-term care and education expenditure) as projected in the forthcoming
joint Commission - Council Ageing Report 2024 (see Box 1.3.3 for an overview), and property income on
government financial and non-financial assets (8).

— The cyclical component reflecting the effect of automatic stabilisers is calculated as the product of the
output gap and country-specific budget balance semi-elasticities agreed with the Member States and used
for budgetary surveillance under the SGP (°). The cyclical component is, by construction, equal to zero
once the output gap closes.

— One-off and other temporary measures are set to zero beyond T+2.
e Interest rates are projected as follows:

— Long-term interest rates on new and rolled-over debt converge linearly from country-specific current
values to country-specific market-based forward nominal rates by T+10. Beyond that, they converge to
2% in real terms by T+30 (4% in nominal terms for most EU countries) and remain constant
afterwards (3°). These assumptions are based on the Ageing Report 2024 (Volume 1).

— Short-term interest rates on new and rolled-over debt converge linearly from current values to market-
based forward nominal rates by T+10 (1!). Beyond that, they converge to 2% in nominal terms by T+30,
assuming a yield curve coefficient of 0.5 (*2). These assumptions are also based on the forthcoming Ageing
Report 2024 (Volume 1).

(®) Real GDP growth in 2025 in this report is therefore real GDP growth in the forecast, minus the fiscal multiplier times
the change in SPB in the forecast, with the fiscal multiplier having a standard value of 0.75.

(*) Potential GDP growth over 10 years is projected in line with the EU commonly agreed methodology. It incorporates
the expected favourable impact implemented reforms.

(®) In line with the EPC/OGWG methodology, the output gap is assumed to close within 5 years after the last outturn year,
i.e., by 2028 this round, after which actual and potential GDP growth coincide.

(®) For non-euro area countries targeting an inflation rate other than 2% (namely Poland, Romania and Hungary), half of
the inflation spread vis-a-vis the euro area observed in T+2 is applied to the T+10 target (i.e. the market-based euro
inflation expectation).

(") For non-euro area countries targeting inflation, the national central banks’ targets are used, namely 2% for Czechia and
Sweden, 2.5% for Poland and Romania, and 3% for Hungary.

(®) For details, see Annex A3.4.

() The budget semi-elasticities (for taxes and expenditure) are as reported in Mourre, G. and Poissonnier, A. (2019), ‘The
semi-elasticities underlying the cyclically-adjusted budget balance: an update and further analysis’, European Economy
Discussion Paper 98.

(*% Nominal long-term interest rates converge to 4.5% for Poland and Romania, and 5% for Hungary, given these countries’
higher inflation targets.

(*Y For more details, see Box 3.1 in European Commission (2020), Debt Sustainability Monitor 2019, European Economy,
Institutional Paper, 120.

(*?) This factor of 0.5 reflects the standard slope of the euro area yield curve.

(Continued on the next page)
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Box (continued)

In

Implicit interest rates are derived endogenously in the debt projection model based on the above
assumptions on market interest rates, the maturity structure of government debt and projected financing
needs (*3).

The exchange rate for non-euro area countries is the Commission forecast for T+1 (currently 2024), with
no appreciation or depreciation afterwards.

The stock-flow adjustment (SFA) is set to zero beyond the T+2 forecast horizon, except for some specific
cases. This new, more realistic approach is discussed in Chapter 11.2.

addition to the baseline, this report includes five deterministic scenarios. They reflect alternative

assumptions for two types of factors that affect debt paths, namely discretionary fiscal policy decisions and
changes in macroeconomic conditions (see Map 1).

Alternative fiscal policy scenarios

This report includes two fiscal policy scenarios, in - Map 1:  Deterministic scenarios for debt projections:
which fiscal policy differs from the baseline no- alternative fiscal policy and stress-test scenarios

fiscal-policy-change assumption. These scenarios
incorporate a feedback effect of fiscal policy on GDP
growth via a fiscal multiplier of 0.75, meaning that a
fiscal consolidation of 1 pp. of GDP reduces GDP
growth by 0.75 pp. in the same year compared to the
baseline — and, conversely, a fiscal expansion raises
it by 0.75 pp. (*).

1.

Alternative fiscal policy Stress test

scenarios scenarios

Adverse T-g’
differential

Historical SPB

Financial stress

The ‘historical SPB’ scenario uses the
Commission forecast until T+1, after which it
assumes that the SPB converges gradually to its
historical average in 4 years, i.e. by 2028. The
historical average is based on available data for
2008-2022. This scenario helps assessing
whether the baseline is realistic, given past fiscal performance.

Lower SPB

Exchange rate

The ‘lower SPB’ scenario assumes that, from 2023 to 2024, the SPB improves by 50% less (or
deteriorates by 50% more) than what is included in the Commission 2023 autumn forecast. The SPB
remains at that reduced level afterwards.

Stress-test scenarios

Three stress tests indicate how shocks to macro-financial variables may affect debt trajectories
compared to the baseline. The shocks affect real GDP growth, interest rates and exchange rates.

1.

The ‘adverse r-g’ scenario assumes that the interest-growth rate differential is permanently higher than
in the baseline, by 1 pp., as of 2024. This higher differential is obtained by applying simultaneous adverse
shocks to short- and long-term market interest rates and to economic growth. This scenario illustrates the
risk of a moderate worsening or reversal of the interest-growth rate differential, while the baseline currently
still rests on the assumption of relatively contained financing conditions (in line with markets’
expectations) for most Member States.

(%) For a detailed discussion, see Annex A3.2.
(**y Carnot, N. and de Castro, F. (2015), ‘The discretionary fiscal effort: an assessment of fiscal policy and its output effect’,

European Economy Economic Papers 543.

(Continued on the next page)
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Box (continued)

2. The “financial stress’ scenario assumes a one-year increase in market interest rates by 1 pp. in 2024 for
all countries. Moreover, a risk premium is added for those countries where debt exceeded 90% of GDP in
2023, in line with the findings in Pamies et al. (2021) (*5).

3. Thesensitivity test on the nominal exchange rate applies a shock — equal to the maximum annual change
in the country’s exchange rate observed over the last 10 years — for the first year of the forecast horizon
(2024), after which the baseline assumption prevails. This stress test only applies to non-euro area
countries.

(*%) The risk premium is equal to 0.06 times the excess of the 2023 debt level over 90%, in those countries where debt
exceeded 90% of GDP in 2022. This is based on Pamies, S., Carnot, N. and Patarau, A. (2021), ‘Do fundamentals
explain differences between euro area sovereign interest rates?’, European Economy Discussion Paper, No. 141.




1.3. LONG-TERM FISCAL SUSTAINABILITY ANALYSIS

Main takeaways

The long-term risk classification is based on two complementary fiscal gap indicators that show the
fiscal effort required to achieve two specific long-term fiscal goals. The S2 indicator measures the
fiscal effort needed to stabilise public debt over the long term. The S1 indicator measures the fiscal effort
required to bring the government debt-to-GDP ratio to 60% in 2070, hence capturing vulnerabilities due
to high debt levels. Importantly, the results reflect the updated ageing costs (see forthcoming Ageing
Report 2024 and Box 1.3.3).

Combining the S2 and S1 results, the overall long-term fiscal sustainability risks are considered to
be high in five Member States (Belgium, Luxembourg, Malta, Slovenia and Slovakia). The driving
factor behind the high-risk assessment is the S2 indicator reflecting both increasing ageing costs and
unfavourable initial budgetary positions in some cases. The latter is a large driver in Belgium, Malta and
Slovakia. The rise in the cost of ageing is mainly due to the significant projected increase in pension
spending, the largest component in all five countries.

The overall long-term fiscal sustainability risks are considered to be medium in fourteen Member
States. The driving factor behind this risk assessment is generally the S2 indicator, reflecting projected
increases in ageing costs (largest component in Czechia, Germany, Ireland, Spain, Lithuania, Hungary,
the Netherlands and Austria) and/or an unfavourable initial budgetary position (largest component in
Bulgaria, France, Poland and Romania), for Finland the role of the two drivers is broadly equal. Only in
the case of Italy, the overall risk classification is modified by the S1 indicator, with a significant fiscal
effort needed to reduce the debt-to-GDP ratio from the current high level to 60% by 2070.

The overall long-term fiscal sustainability risks are considered to be low in eight Member States.
This reflects both favourable initial budgetary positions and limited projected costs of ageing in most of
the cases (as in Denmark, Estonia, Greece, Portugal and Sweden). In the case of Cyprus, the relatively
higher increase in the projected cost of ageing is offset by a very favourable initial budgetary position,
while in Croatia and Latvia, decreasing ageing costs offset the impact of a relatively less favourable initial
budgetary position. In some cases (Cyprus and Portugal), the low-risk classification rests on the
assumption of sustaining a relatively large structural primary surplus by historical standards.

Compared to the 2022 Debt Sustainability Monitor, long-term risks remained unchanged in twenty
three Member States, are higher in one Member State and lower in three Member States. For
Lithuania, long-term risks are now medium compared to low in the 2022 edition due to a higher projected
increase in ageing costs. Croatia had S2 and S1 values at the lower bound of the medium risk band in the
previous report, the indicators now show low long-term risks due to both a somewhat more favourable
initial budgetary position and slightly more decreasing projected ageing costs. For Hungary and the
Netherlands, the improvement of the long-term risk classifications (going from high to medium) is due to
an improvement of the value of the S2 indicator, capturing a more favourable initial budgetary position,
and a somewhat lower increase in ageing costs in the case of the Netherlands.

Table 1.3.1:  Overview of overall long-term risk classifications, $2 and S1
BE BG Cz DK DE EE IE EL ES FR HR IT CY LV LT LU HU MT NL AT PL PT RO SI SK FI SE
Overall - - - --
2 [l H B ] |
s1 [ ]

_ Medium risk Low risk

Source: Commission services.
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This chapter assesses fiscal sustainability risks over the long term. The assessment is based on two
complementary fiscal gap indicators that show the upfront fiscal adjustment required to achieve two
specific long-term fiscal goals:

e the S2 indicator measures the fiscal effort required to stabilise government debt in the long term
(infinite time horizon);

o the S1 indicator measures the fiscal effort required to bring the government debt-to-GDP ratio to 60%
by 2070.

The Chapter is structured as follows. Section 1.3.1 describes the results for the S2 indicator, Section
1.3.2 focuses on the findings of the S1 indicator, before Section 3.3 concludes with the overall risk
classification.

1.3.1. THE S2 INDICATOR

$2 - baseline

The S2 indicator measures the permanent adjustment of the structural primary balance (SPB) that
is required to stabilise public debt over the long term. It consists of two components, namely (i) the
‘initial budgetary position’, which measures the gap between the initial SPB and the debt-stabilising
structural primary balance and (ii) the future ageing costs.

Graph I.3.1:  $2 - baseline (pps. of GDP)

12 —
high risk

10 + M Initial budgetary position B Cost of ageing = S2

low risk

SK MT LU BE SI ES CZ NL LT HU IE PL RO AT FI FR BG DE LV IT CY HR EE SE PT EL DK

Source: Commission services.

The S2 indicator identifies five Member States as having high fiscal risk in the long term (see Graph
1.3.1, Table 1.3.1). Member States are considered at high risk if an overall adjustment of at least 6 pps. of
GDP is needed to stabilise debt in the long term. For Slovakia, Malta and Luxembourg the required
adjustment is 8.6 to close to 10 pps. of GDP. In the case of Belgium and Slovenia, the S2 indicator is
about 6-7 pps. of GDP.

Based on the S2, thirteen Member States are considered to face medium fiscal risks in the long
term. Member States are considered at medium risk if an overall adjustment between 2 and 6 pps. of
GDP is needed to stabilise debt in the long term. The S2 indicator points to medium risks in Spain,
Czechia, the Netherlands, Lithuania, Hungary, Ireland, Poland, Romania, Austria, Finland, France,
Bulgaria and Germany, with values ranging from 5.9 pps. of GDP (Spain) to 2 pps. of GDP (Germany).



1.3. Long-term fiscal sustainability analysis

The S2 signals low fiscal risks for nine countries in the long term. Member States are considered at
low risk if an overall adjustment below 2 pps. of GDP is needed to stabilise debt in the long term.
According to the S2 indicator, the following countries are considered at low risk: Latvia, Italy, Cyprus,
Croatia, Estonia, Sweden, Portugal, Greece and Denmark. In few countries (Denmark, Greece, Portugal,
Sweden and Estonia), no adjustment would be needed to ensure debt stabilisation over the long-term
(conditional to maintaining a fiscal position close to its initial value).

Table 1.3.2:  $2 - breakdown (pps. of GDP)

S2 S2 components
Initial Cost of ageing components
Cost of
budgetary ageing Pen- Health-  Long-term Edu-
position* sions** care care cation

B s 3.1 36 22 05 15 07
BG 2.4 2.9 -0.5 -1.0 0.3 0.2 0.0
cz 4.8 0.8 4.0 2.0 0.6 1.2 0.1
DK -1.7 -2.5 0.8 -2.1 0.7 2.8 -0.6
DE 2.0 0.5 1.5 0.5 0.5 0.4 0.2
EE -0.4 0.1 -0.5 -1.1 0.5 0.5 -0.5
IE 4.0 -0.5 4.5 2.6 1.3 1.1 -0.5
EL -1.7 -1.1 -0.6 -1.0 0.7 0.0 -0.3
ES 5.9 1.9 4.0 2.7 11 0.7 -0.5
FR 3.1 3.1 0.0 -0.6 0.6 0.6 -0.7
HR 0.7 1.7 -1.0 -1.3 0.6 0.1 -0.4
IT 0.9 1.9 -1.1 -1.5 0.6 0.5 -0.7
cY 0.7 -3.0 3.7 33 0.7 0.1 -0.4
LV 13 2.1 -0.8 -1.3 0.5 0.3 -0.2
LT 4.4 0.8 3.6 2.5 0.7 0.7 -0.3
[ 1.0 7.7 5.7 0.9 13 0.2
HU 4.3 -0.1 4.4 3.5 0.4 0.3 0.1
N o 3.1 6.3 3.1 16 17 0.1
NL 4.5 1.7 2.8 1.2 0.6 1.6 -0.7
AT 3.3 1.1 2.2 0.1 1.1 13 -0.3
PL 3.8 2.7 11 -0.6 0.9 0.7 0.1
PT -1.4 -1.6 0.2 -1.5 1.2 0.4 0.1
RO 3.7 35 0.2 -0.8 0.6 0.3 0.0
6.2 15 4.7 3.1 0.9 0.9 -0.2
9.9 5.5 4.5 19 11 1.2 0.2
FI 33 1.6 1.6 0.4 0.6 1.5 -0.9
SE -0.6 -1.2 0.7 -0.5 0.6 1.1 -0.6
EU 2.9 14 1.4 0.3 0.7 0.8 -0.3
EA 3.0 1.5 1.4 0.5 0.7 0.7 -0.4

* gap between the initial and the debt-stabilising SPB (it thus ignores future ageing costs, which are measured separately).
** net of taxes on pensions and compulsory social security contributions paid by pensioners.
Source: Commission services.

For a majority of countries, both the initial budgetary position and the projected ageing costs
matter for the S2 indicator. The ‘initial budgetary position’ measures the gap between the initial SPB
and the debt-stabilising structural primary balance. It thus ignores future ageing costs, which are
measured separately. The sum of the initial budgetary position and the projected ageing costs determines
the overall S2 value. In all Member States except for Greece, a fiscal adjustment is required based on at
least one of the two components. In Denmark, Ireland, Greece, Cyprus, Hungary, Portugal and Sweden,
the initial budgetary position is negative, which means that the structural primary balance could
deteriorate without destabilising the debt ratio — not accounting for any ageing costs (see Table 1.3.2). In
Bulgaria, Estonia, Greece, Croatia, Italy and Latvia, ageing costs are projected to decline over a long-
term, which implies that no fiscal adjustment (even some deconsolidation) is needed to stabilise debt all
else being equal.

For the EU as a whole, both the unfavourable initial budgetary position and the ageing costs are
important drivers of the S2 indicator. In the EU as a whole, S2 indicates that an average fiscal
adjustment of 2.9 pps. of GDP would be required to stabilise debt in the long term. Both the initial
budgetary situation and ageing costs necessitate an adjustment of 1.4 pps. of GDP.
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For the five high-risk countries, ageing costs are a main determinant of the S2. For Luxembourg and
Malta, the ageing component exceeds 6 pps. of GDP, meaning that ageing costs alone suffice to put these
countries in the high-risk category. The projected increase in ageing costs in those countries mainly stems
from pension expenditure and, to a lesser extent, from healthcare and long-term care expenditure (see
Table 1.3.2). The increase in ageing costs is somewhat lower but also a significant factor in the S2
indicator in the other high-risk Member States (Belgium, Slovenia and Slovakia).

$2 - implied structural primary balance

In most countries a significant improvement of the SPB would be needed to stabilise the debt ratio
in the long term. The required SPB to stabilise the debt ratio in the infinite time horizon can be
calculated as the sum of i) the SPB in 2024 — the last forecast year before the projection starts and the
adjustment is calculated — and ii) the fiscal adjustment required to stabilise the debt ratio in the long term
as measured by S2. As shown in Graph 1.3.2, to stabilise debt in the long term a SPB as high as 8% of
GDP would be needed for Luxembourg, close to 7% of GDP for Malta and of around 4-5% of GDP in the
cases of Hungary, Slovenia, Spain, Slovakia, Ireland, Czechia, Belgium, Cyprus, the Netherlands and
Lithuania.

Graph1.3.2:  $2 - required structural primary balance (% of GDP) For many Member States, the S2
_ _ indicator implies particularly
2024 SPB fiscal adjustment (S2) SPB implied by §2 . . .
W demanding fiscal positions compared
MT with historical evidence. A
HU —_—5

comparison with past fiscal
> performance gives an idea about the
> plausibility of effectively achieving the
; required SPBs. The required SPB can
> be compared with the distribution of
" o available SPBs for each country since
i _ 1980. (*¥) This allows assessing how
. 527
_
—_—
—

sl 3
ES
SK
IE
cz
BE

o realistic the required fiscal position is,
relative to actual past performance. In

PL
DE particular, it identifies the cases where

. AT B the S2 implies a SPB that would be
RO _— challenging to sustain in the long term,
°T 07 €——11 assuming this required SPB can be
FR é - - -

B 03 g 2.0 achieved in the first place. Graph 1.3.3
i —> -0 orders the required SPBs according to
BG S

e 0400 their percentile ranks. It shows that the
v —_ S2-implied SPB has, in the past,
R - (nearly) never been achieved in
Hungary, Czechia, Spain, Lithuania,
countries are fanked by target SPB Luxembourg, Malta, the Netherlands,
Source: Commission services. Austria, Poland, Slovenia and
Slovakia. (**) In Ireland, Cyprus and
Romania, the SPB implied by the S2 was reached only occasionally, only a handful of times at best; in
France, Germany and Belgium still less than the quarter of the time over the past three decades. In the
case of Cyprus, the low-risk classification as per the S2 indicator thus rests on the assumption of a
relatively large primary surplus by historical standards.

(%) For some countries, data are not available for the entire period since 1980.
(*) This factual observation doesn’t mean that such structural primary balance level couldn’t be achieved in the future, through
policy action.
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Graph I.3.3: 82 - plausibility of the required structural primary balance (% of cases achieved in the past)

100%

50%

25%

0%
DK SE BG EE IT FI PT EL LV HR BE DE FR RO CY IE HU CZ ES LT LUMTNL AT PL SI SK

Based on available SPBs since 1980.
Source: Commission services.

$2 - comparison with previous results

For the EU as a whole, the S2 indicator points to slightly more ambitious structural primary
balance needed to stabilise debt in the long term compared with last year. Graph 1.3.4 compares the
latest S2 with those in the 2019, 2020 and 2022 Debt Sustainability Monitors (DSM) and in the 2021
Fiscal Sustainability Report (FSR). S2 values for the EU as a whole have been relatively close to the
lower bound of the medium risk category in recent years with a temporary dip in the 2020 DSM. It
dropped from 2.4 pps. of GDP in the 2019 DSM to 1.5 pps. in the 2020 DSM (%) and bounced back in
the 2021 FSR to 3.0 pps. Results in the 2022 DSM showed a slight decrease to 2.7 pps. of GDP and in
this report another slight rise to 2.9 pps. of GDP, with some cross-country heterogeneity. Compared to the
2022 DSM, the Member States that recorded the largest increase in the S2 are Spain, Lithuania and
France, reflecting the impact of latest changes in the pension systems and/or in the underlying
demographic and macroeconomic assumptions. The largest negative differences, i.e. lower S2 implying
smaller adjustment needs, are recorded in Slovenia and the Netherlands, also in line with revisions of the
underlying assumptions (see Box 1.3.3). The S2 risk classification deteriorated from low — in the 2022
DSM — to medium for Spain, France and Lithuania. It improved compared to last year for Hungary and
the Netherlands (high to medium) and for Croatia (medium to low).

The slight increase in the S2 for the EU as a whole compared to the previous year masks larger
changes in several countries mainly due to changes in projected ageing costs. The 2022 DSM was
based on the Commission 2022 autumn forecast and on the projections from the 2021 Ageing Report. The
2023 DSM is based on the Commission 2023 autumn forecast and the latest update of ageing related
budgetary projections to be published in the 2024 Ageing Report (See Box 1.3.1). Graph 1.3.5 provides a
comparison with the S2 calculated in the 2022 DSM, including a breakdown of the difference between the
initial budgetary position and ageing costs. It shows that the changes in the projected ageing costs are the
key driver behind the changes in the S2, causing changes in both directions to the S2 in the different
cases. The increase in projected ageing costs contributed the most to the change in the S2 indicator for
Spain (4.6 pps of GDP), Cyprus (2.6 pps) and Lithuania (2.3 pps). By contrast, the decrease in projected
cost of ageing reduced the S2 the most for Slovakia (3.1 pps of GDP), Slovenia (2.7 pps) and Bulgaria

(®) For the 2020 DSM, the improvement reflected an adjustment to the baseline fiscal assumption due to the COVID-19 crisis.
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(2.9 pps). In all cases, these changes reflect latest pension reforms and / or revisions of the underlying
demographic and macroeconomic assumptions (see Ageing Report 2024, volume 1 (%9)).

Graph I.3.4:  $2 - comparison across recent Commission forecasts
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* No S2 indicator was calculated for EL in the 2019 and 2020 DSMs;

* 2019 DSM: Commission 2019 autumn forecast & 2018 Ageing Report (ageing costs 2022-2070);

* 2020 DSM: Commission 2020 autumn forecast & 2018 Ageing Report (updated for HR, IT, RO & SK to reflect pension reforms;
ageing costs included once the pre-crisis SPB was projected to be reached);

¢ 2021 FSR: Commission 2021 autumn forecast & 2021 Ageing Report (ageing costs 2024-2070).

¢ 2022 DSM: Commission 2022 autumn forecast & 2021 Ageing Report (ageing costs 2025-2070).

* 2023 DSM: Commission 2023 autumn forecast & 2024 Ageing Report (ageing costs 2025-2070).

Source: Commission services.

Graph I.3.5:  $2 - difference to 2022 DSM (pps. of GDP)
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Source: Commission services.

(*%) European Commission and EPC (2023), ‘2024 Ageing Report: Underlying assumptions and projection methodologies’,
European Economy, Institutional Paper 257



https://economy-finance.ec.europa.eu/publications/2024-ageing-report-underlying-assumptions-and-projection-methodologies_en

$2 - sensitivity analysis

Four sensitivity scenarios were run to capture uncertainty surrounding the S2 indicator. Long-term
projections are surrounded by uncertainty. In order to illustrate the impact of this uncertainty, the S2 ‘no-
fiscal policy change’ baseline results are compared with results under alternative macro-fiscal scenarios.
To this purpose, four such scenarios are considered. Box 1.3.2 provides the technical assumptions for each
of these scenarios, as well as the detailed results. Graph 1.3.6 presents the results in terms of deviation

from the baseline.

The non-demographic risk scenario adjusts
the healthcare and long-term care expenditure
projections for possible developments in non-
demographic factors such as technological
progress and convergence process. Under this
scenario, the S2 would be considerably higher in
all Member States (see Graph 1.3.6-A). For
Portugal, Lithuania, and Estonia, the S2 would
be at least 5 pps. of GDP higher than the
baseline results. Compared to the baseline, seven
additional countries would be assessed at high
risk, namely Czechia, Spain, Lithuania,
Hungary, the Netherlands, Poland, and Romania.
In addition, Estonia, Croatia, Italy, Cyprus,
Latvia and Portugal would be assessed at
medium risk compared to low risk in the
baseline.

The lower productivity scenario determines
the S2 value in case ageing cost projections are
based on lower productivity growth than
assumed in the baseline. For a majority of the
countries, the S2 value would be limitedly
affected by such a scenario (see Graph 1.3.6-B),
with the impact notably reflecting pension
benefit indexation rules. For most countries, this
scenario would increase the S2 indicator. The
adverse impact of lower productivity is highest
in Portugal, Greece, Italy, Spain, France,
Belgium and Romania (0.5-1 pps. of GDP higher
than in the baseline). This would not affect the
risk classification, however.

The historical SPB scenario assumes that the
SPB converges to its historical average level,
thus improving (deteriorating) the initial
budgetary position when the SPB forecast for
2024 is below (above) the historical average.
Convergence to past fiscal performance
reduces/increases the fiscal effort required to
stabilise debt over time for about the same
proportion of Member States (see Graph 1.3.6-
C). For Slovakia, the S2 indicator would be close
to 3 pps. of GDP lower than its baseline value,

1.3. Long-term fiscal sustainability analysis

Graph I.3.6: 82 - sensitivity analysis (deviations from
baseline in pps. of GDP)

A. Non-demographic risk scenario*
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*2024 Ageing Report scenario; see Box 1.3.2.
Source: Commission services.
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for Malta, Bulgaria, Luxembourg, Italy and Belgium, the difference is around 2 pps. of GDP. On the
other hand, the fiscal gap would be significantly higher for Ireland, Cyprus, Greece and Portugal,
reflecting the fairly strong fiscal position forecasted in 2024 compared with historical performance.
Under this scenario, the risk classification would deteriorate in Ireland and Spain from medium to
high risk, in Cyprus from low to medium risk, while it would improve in Belgium from high to
medium risk and in Bulgaria and Germany from medium to low risk.

e The adverse ‘r-g’ scenario assumes a 1 pp. higher difference between interest rates and GDP growth.
This implies a less favourable snowball effect and, especially for countries with high debt stocks, a
higher required fiscal adjustment to stabilise the debt ratio. (") Italy, Greece and Portugal would be
the most affected if the interest-rate growth differential were indeed to widen (see Graph 1.3.6-D).
Their S2 value would go up by more than 1 pp. of GDP since a larger improvement in the SPB would
be needed to counteract the impact on the debt ratio of a higher r-g. Under this scenario, Spain moves
from medium to high risk and Italy from low to medium risk.

1.3.2. THE S1 INDICATOR

S$1-baseline

The S1 indicator measures the permanent fiscal effort needed in 2025 to bring the debt-to-GDP to
60% by 2070. The S1 indicator consists of three components, namely (i) the ‘initial budgetary position’,
which measures the gap between the 2024 SPB and the debt-stabilising structural primary balance, (ii) the
debt requirement, which is related to the distance of the current debt-to-GDP ratio to the 60% reference
value and (iii) the future ageing costs.

Graph I.3.7:  $1 - baseline (pps. of GDP)
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Source: Commission services.

According to the S1 indicator, one Member State is identified as having high risks in the long term.
Member States are considered at high risk if an overall adjustment of more than 6 pps. of GDP would be
needed to bring debt to 60% of GDP by 2070. The S1 indicator suggests that Slovakia has an adjustment
need of 8.7 pps. of GDP to have its debt-to-GDP ratio at 60% in 2070 (see Graph 1.3.7).

The S1 indicator signals medium fiscal risks for fifteen Member in the long term. Member States are
considered at medium risk if an overall adjustment between 2 and 6 pps. of GDP would be needed to
bring debt back to 60% of GDP by 2070. The following countries fall in the medium risk category: Spain,

() In exceptional circumstances, the impact can be favourable due to debt stabilising at a low level.
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Belgium, Romania, Slovenia, Malta, Luxembourg, France, Italy, Lithuania, Poland, Czechia, the
Netherlands, Austria, Hungary, and Finland.

Eleven Member States are considered to have low fiscal risks in the long term according to the S1
indicator. Member States are considered at low risk if an overall adjustment below 2 pps. of GDP would
be needed to bring debt to 60% of GDP by 2070. According to the S1 indicator, the low risk countries
are: Ireland, Bulgaria, Latvia, Germany, Portugal, Croatia, Greece, Cyprus, Estonia, Sweden and
Denmark.

For the EU as a whole, the S1 is driven in particular by ageing costs followed by the initial
budgetary position and the debt requirement. Table 1.3.3 breaks down the overall S1 value into its
three components. For the EU as a whole, the average S1 of 2.6 pps. of GDP is composed of (i) 1.2 pps.
of GDP to absorb the budgetary impact of rising ageing costs, (ii) 1.0 pp. to close the gap between the
2024 SPB and the debt-stabilising structural primary balance and (iii) 1.0 pp. to bring government debt
down from an expected 82.7% of GDP in 2024 to 60% in 2070. This average hides important country
differences.

Table 1.3.3:  §1 -breakdown (pps. of GDP)

S1 S1 components
Initial Debt Cost of ageing components
. Cost of
budgetary  require- ageing Pen-  Health-  Long- Edu-
position ment sions* care termcare cation

BE 53 2.2 1.0 2.1 13 0.4 1.0 -0.6
BG 1.6 2.7 -0.7 -0.4 -0.9 0.3 0.1 0.0
Ccz 3.0 0.4 -0.3 2.9 1.6 0.5 0.7 0.1
DK -2.7 -2.9 -0.7 0.8 -1.2 0.4 1.9 -0.4
DE 1.2 0.0 0.1 1.2 0.3 0.3 0.4 0.1
EE -0.9 0.0 -0.8 -0.1 -0.4 0.4 0.3 -0.4
IE 1.7 -1.1 -0.4 3.2 2.0 0.9 0.7 -0.4
EL 0.3 -1.7 1.8 0.2 -0.2 0.7 0.0 -0.2
ES 5.4 1.3 0.9 3.2 2.3 0.9 0.4 -0.5
FR 3.5 25 1.0 0.0 -0.4 0.5 0.4 -0.5
HR 0.5 1.3 0.0 -0.7 -0.9 0.5 0.1 -0.4
IT 3.4 2.0 15 0.0 -0.4 0.5 0.4 -0.5
CcY -0.4 -3.4 0.2 2.8 2.6 0.5 0.1 -0.3
LV 1.3 1.9 -0.3 -0.3 -0.7 0.4 0.2 -0.2
LT 33 0.6 -0.4 3.0 2.3 0.5 0.5 -0.3
LU 3.5 0.3 -0.7 3.9 2.9 0.5 0.7 -0.2
HU 25 -0.3 0.2 2.5 1.9 0.3 0.2 0.1
MT 4.4 2.4 -0.1 2.1 0.8 0.8 0.8 -0.3
NL 2.8 1.1 -0.3 2.0 0.9 0.4 1.2 -0.5
AT 2.5 0.5 0.3 1.6 0.3 0.8 0.8 -0.3
PL 3.2 2.5 -0.1 0.8 -0.2 0.7 0.4 0.0
PT 0.6 -2.1 0.8 19 0.6 1.0 0.3 0.0
RO 4.7 3.4 -0.2 15 0.8 0.5 0.2 0.1
SI 4.7 0.8 0.2 3.7 2.5 0.7 0.6 -0.2
Bl 5.0 0.0 3.7 1.9 0.9 0.7 0.2
Fl 2.0 1.2 0.4 0.5 -0.2 0.4 1.0 -0.7
SE -2.2 -1.6 -0.7 0.1 -0.5 0.4 0.7 -0.4
EU 2.6 1.0 0.4 1.2 0.4 0.5 0.5 -0.3
EA 2.8 1.0 0.6 1.2 0.5 0.5 0.5 -0.3

* net of taxes on pensions and compulsory social security contributions paid by pensioners
Source: Commission services.

As for S2, for the majority of the Member States, ageing costs are the main determinant of S1. In
fourteen countries, the increase in ageing costs by 2070 is the main driver of the S1 indicator and in
another four Member States (Romania, Belgium, Malta and Slovakia), although the initial budgetary
position contributes even more to the S1, this component is responsible for between 1.5 and 3.7 pps. of
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GDP of the S1 value. A high ageing cost contribution is primarily driven by rising pension expenditure in
several Member States with at least 1.5 pps. of GDP coming from this element (Luxembourg, Cyprus,
Slovenia, Spain, Lithuania, Ireland, Slovakia and Czechia), though higher spending for healthcare and
long-term care also play a role. In fact, healthcare and long-term care spending are projected to increase
fiscal gaps as captured by S1 for all Member States, while falling pension expenditure reduces the
sustainability gap in several cases, reflecting past pension reforms.

In most Member States, the unfavourable budgetary position also increases the S1 indicator. The
unfavourable initial budgetary position in 2024 implies a debt increase over the projection period in 20
Member States, all else equal. Bridging the gap with the debt-stabilising SPB requires an improvement of
the SPB of 5 pps. of GDP in Slovakia and between 2 and 3.4 pps. in Romania, Bulgaria, France, Poland,
Malta, Belgium and Italy. Seven countries can allow their SPB to deteriorate to a varying extent while not
endangering debt stabilisation all else being equal.

The government debt ratio in 2024 exceeding the 60% threshold further leads to an increase in the
S1in twelve Member States. Since the S1 indicator requires debt ratios to converge to 60% of GDP, the
larger the gap to this mark, the larger the required fiscal adjustment. On the other hand, countries with
debt above 60% of GDP in 2024 need to improve their SPB. Projected debt ratios for 2024 range from
151.9% of GDP for Greece to 20.5% for Estonia. As a result, they have the largest and smallest debt
requirement contributions to S1, 1.8 pps. and -0.8 pps. of GDP respectively (see Table 1.3.3). Debt
convergence requires a fiscal adjustment of 0.8-1.8 pps. of GDP in Member States with the highest debt-
to-GDP ratios, i.e. Greece, Italy, France, Belgium, Spain and Portugal. (%)

(®®) For countries below the 60% mark, the required effort is negative, i.e., ceteris paribus, a deterioration of the SPB is compatible
with reaching the 60% of GDP level.



$1 - implied structural primary balance

The S1 adjustment determines the
SPB required for convergence to a
debt-to-GDP ratio of 60% in 2070.
This required SPB is the sum of i) the
structural primary balance in 2024 — the
last forecast year before the projections
and calculated adjustment — and ii) the
S1 value. A SPB of more than 4% of
GDP would be needed in Spain to bring
government debt to 60% of GDP (see
Graph 1.3.8). For Slovenia, Slovakia,
Hungary, and Cyprus the required SPB
also amounts to at least 3% of GDP.

The percentile rank of the required
SPB gives an indication of the
plausibility of the fiscal adjustment
implied by S1. The required SPB can
be benchmarked against the distribution
of available SPBs for each country
since 1980. (*°) This allows assessing
how realistic the required fiscal
position is  relative to  past
performance. (*°) Graph 1.3.9 orders the
required SPBs according to their
percentile ranks. The required SPB has

1.3. Long-term fiscal sustainability analysis

Graph 1.3.8: 81 -required structural primary balance (% of GDP)
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Source: Commission services.

never been achieved in Czechia, Spain, Lithuania, Romania, Slovenia and Slovakia. In the Netherlands,
France, Austria, Portugal, Malta, Hungary and Poland, the SPB implied by the S1 was achieved less than
20% of the time during the past three decades. In the case of Portugal, the low-risk classification as per
the S1 indicator thus rests on the assumption of a relatively large primary surplus by historical standards.

(*) For some countries, data are not available for the entire period since 1980.
(*%) This factual observation doesn’t preclude future policy action to improve public finances.
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Graph 1.3.9: 81 - plausibility of the required structural primary balance (% of cases achieved in the past)

100%

50%

25%

0%
DK SE BG EE FI BE LV DEHR IE LU IT EL CY NL FR AT PTMTHU PL CZ ES LT RO SI SK

Based on available SPBs in 1980-2021.
Source: Commission services.

$1 - sensitivity analysis

Four sensitivity scenarios were run to capture uncertainty surrounding the S1 indicator. The same
scenarios as for the S2 indicator are considered (see definitions in the previous section and in Box 1.3.2).
Graph 1.3.10 presents the results in terms of deviations from the baseline.
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Under the non-demographic risk scenario,
the S1 is about 1-3 pps. of GDP higher for
all Member States (see Graph 1.3.10-A). The
biggest differences are for Portugal,
Lithuania and Estonia with an S1 of at least
2 pps. above the baseline value. Belgium,
Spain, Lithuania, Romania and Slovenia are
considered at high fiscal risk under this
scenario in addition to Slovakia. The risk
category moves from low to medium for
Bulgaria, Germany, Ireland, Latvia and
Portugal.

Under the lower productivity scenario, the
S1 changes to a lesser extent compared to
the baseline (see Graph 1.3.10-B). For
Portugal, Spain, Greece, Italy, Belgium and
France, the S1 indicator is at least 0.4 pps. of
GDP higher than in the baseline. There is no
change in the risk classification compared to
the baseline.

Under the historical SPB scenario, the
budgetary position improves (deteriorates),
if, for a country, the SPB forecast for 2024 is
below (above) the historical average. As a
consequence, this lowers (increases) the S1
value. If the past fiscal performance were
assumed to be repeated, the fiscal effort to
reduce the debt ratio to 60% of GDP by
2070 would fall by more than 2 pps. of GDP
in  Slovakia, Bulgaria, Malta and
Luxembourg (see Graph 1.3.10-C), while it
would increase by more than 2 pps. of GDP
for Ireland and Cyprus. As regards the S1
risk classification, Italy, Luxembourg and
Finland would go from medium to low risk.
Ireland and Portugal would make the
opposite move and Spain would go from
medium to high risk.

Under the adverse ‘r-g’ scenario, a less
favourable snowball effect is assumed so
that a higher fiscal adjustment is needed to
push the debt ratio to the 60% mark, in
particular for countries with current high
debt ratios. Italy, Greece, France and

Portugal would be the most affected by a higher interest-growth rate differential (see Graph 1.3.10-D).
Their S1 value would go up by 0.7-1.1 pps. of GDP because a larger improvement in the SPB would
be needed to offset the increase in the debt ratio caused by a higher ‘r-g’. Yet, risk classifications

would not change compared to the baseline.

1.3. Long-term fiscal sustainability analysis

Graph I.3.10: 81 - sensitivity analyses (deviations from baseline in

pps. of GDP)

A. Non-demographic risk scenario*
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B. Lower productivity scenario*
06
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C. Historical SPB scenario
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D. Adverse 'r-g' scenario
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*2024 Ageing Report scenario; see also Box 1.3.2.
Source: Commission services.
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1.3.3. OVERALL LONG-TERM FISCAL SUSTAINABILITY RISKS

The overall long-term fiscal sustainability risks are assessed based on both the S2 and S1 indicators.
As discussed in Box 1.3.1, the S2 indicator provides the starting point for the overall assessment of long-
term fiscal risks. In addition, the S1 indicator, capturing vulnerabilities due to high debt levels, might lead
to a one-notch deterioration of the risk classification. Table 1.3.4 shows the risk classifications based on
both indicators separately and provides the overall long-term risk classification.

Five Member States have high fiscal sustainability
risks in the long term (Belgium, Luxembourg, Malta,
Slovenia and Slovakia). The main driving factor
behind this risk assessment for all countries is the S2
indicator (for Slovakia also supported by the S1), and
largely reflects increasing ageing costs. The latter is
due to the significant projected increase in pension
spending (largest component in all five countries).

Fourteen Member States face medium fiscal
sustainability risks in the long term (Bulgaria,
Czechia, Germany, Ireland, Spain, France, Italy,
Lithuania, Hungary, the Netherlands, Austria, Poland,
Romania and Finland). The driving factor behind this
risk assessment is generally the S2 indicator, reflecting
projected increases in ageing costs (largest component
in Czechia, Germany, Ireland, Spain, Lithuania, and
Hungary) and/or an unfavourable initial budgetary
position (largest component in Bulgaria, France,
Poland, Romania and Finland). Only in the cases of
Italy is the overall risk classification modified by the
S1 indicator, which causes a deterioration of the
overall risk classification from low to medium risk
over the long term, given debt vulnerabilities captured
by the S1 indicator.

Eight Member States have low fiscal sustainability
risks in the long term (Denmark, Estonia, Greece,
Croatia, Cyprus, Latvia, Portugal and Sweden). This
reflects both contained cost of ageing over the long-
term impact and favourable initial budgetary positions

Table 1.3.4:  Overall long-term risk classification, $2
and $1
Overall S2 S1
st [NNHIGHIN MONHIGHIN  veDium
BG MEDIUM MEDIUM LOW
cz MEDIUM MEDIUM MEDIUM
DK LOowW LOW LOW
DE MEDIUM MEDIUM LOW
EE LOW LOW Low
IE MEDIUM MEDIUM LOW
EL LOW LOW Low
ES MEDIUM MEDIUM MEDIUM
FR MEDIUM MEDIUM MEDIUM
HR LOowW LOW LOowW
IT MEDIUM LOW MEDIUM
cY LOW LOW Low
LV LOW LOW LOW
LT MEDIUM MEDIUM MEDIUM
L [NHIGHIN IHGHNN  vEDium
HU MEDIUM MEDIUM MEDIUM
mr - [NHIGHI INHIGHIN  mepium
NL MEDIUM MEDIUM MEDIUM
AT MEDIUM MEDIUM MEDIUM
PL MEDIUM MEDIUM MEDIUM
PT LOW LOW LOW
RO MEDIUM MEDIUM MEDIUM
s |EGHI MINHGHI  veDum
Sk HGH  HIGH  HIGH
FI MEDIUM MEDIUM LOW
SE LOW LOW LOW

Source: Commission services.

in most cases. In the cases of Croatia and Latvia decreasing ageing costs offset the impact of a
relatively less favourable initial budgetary position, while in the case of Cyprus, it is the favourable
initial budgetary position that offsets the impact of the significant projected increase in ageing costs.
In some cases (Cyprus and Portugal), the low-risk classification rests on the assumption of a relatively

large structural primary surplus by historical standards.

In most cases, the S1 indicator confirms the conclusion derived from the S2 indicator alone. The S2
and S1 indicators show a high correlation despite capturing somewhat different objectives: debt
stabilisation over the long term — irrespective of the debt level — versus debt convergence to the 60% of
GDP reference threshold (see Graph 1.3.11). (*!) S1 and S2 depend on present values which are calculated
over different periods. Anything that weighs on public finances over an infinite horizon (as for S2), rather

(*Y) The correlation between S1 and S2, as measured by the R squared value, amounts to 0.73 (see Graph 1.3.11).
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than only until 2070 (as for S1), will imply a larger present value. In the case of Belgium, for instance, the
cost of ageing is projected to be higher in 2070 than it is now. If we assume that that high level does not
stop in 2070 but continues over an infinite horizon (as we do to calculate S2), the present value of this
‘eternal” high cost is larger. The same holds for interest expenditure, implying that stabilising a high debt
over an infinite horizon is more demanding than over around 50 years, hence a higher initial budgetary
position (see also Box 1.3.1). The signals provided by both indicators are identical for 18 countries. In 9
cases, the risk classification based on S1 differs from that based on S2. In almost all cases, the S2 signal
determines the overall long-term risk classification; only in the case Italy, the overall risk classification is
modified by the S1 indicator.

Graph I.3.11: Relationship between $2 and $1
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Compared to the 2022 DSM, overall long-term fiscal sustainability risks ... :
¢ remained unchanged in twenty-three countries (see Table 1.3.5 for a comparison).

e worsened in one country. For Lithuania, long-term risks are how medium, compared to low in the
2022 DSM. This deterioration is driven by a revision of ageing cost projections worsening both the S1
and S2 indicators.

e declined in three countries (Croatia, Hungary and the Netherlands). For these countries, the S2
indicator was the main driver of the classification and the S2 was relatively close to the lower bound
of the corresponding threshold of the risk category in the 2022 DSM. In all three cases, both
components of the indicator improved somewhat leading to the change in the classification.
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Table 1.3.5:  Overall long-term risk classifications in the 2022 and the 2023 DSM

2023 DSM

DK, EE, EL, CY, LV,

PT, SE LT
2 BG, CZ, DE, IE, ES,
& Medium HR FR, IT, AT, PL, RO,
S FI
HU, NL BE, LU, MT, SI, SK

Note: The risk classification of countries in bold and green/red has improved/deteriorated compared to the 2022 DSM.
Source: Commission services.




1.3. Long-term fiscal sustainability analysis

Box 1.3.1: Methodology behind the long-term fiscal sustainability analysis

This box explains the methodology behind the Commission’s long-term fiscal sustainability analysis.
Long-term fiscal sustainability relates to the achievement of governments’ intertemporal budget constraint.
This constraint, also known as the solvency condition, refers to a country’s capacity to meet its net debt
obligations through future primary surpluses. Other things being equal, the higher the projected cost of ageing,
the more difficult it is to fulfil the intertemporal budget constraint, as higher revenue — in present terms — is
required to cover these costs, in addition to the other non-interest expenditure and debt service.

The fiscal sustainability challenges that arise from demographic ageing in the EU have been monitored
for several decades. Since the early 2000s, the Commission and the Economic Policy Committee prepare on
a regular basis long-term budgetary projections. The 2021 Ageing Report was published in May 2021 and the
upcoming 2024 Report is to be published in spring 2024. Following an agreement in the Economic Policy
Committee, this Debt Sustainability Report is based on the latest update of those ageing related budgetary
projections, covering the period up to 2070, that is to be published in the 2024 Ageing Report. To account for
ageing costs, a long-term fiscal gap indicator was introduced in the 2006 Fiscal Sustainability Report, the ‘S2
fiscal sustainability indicator’. The S1 indicator also factors in future ageing costs as well as the EU fiscal
rules’ debt anchor. Together they determine the long-term risk classification.

The $2 indicator

The S2 indicator is the central element of the long-term sustainability analysis. It is based on the infinite
version of the government budget constraint. More specifically,

— this fiscal sustainability gap indicator shows the immediate and permanent adjustment to the current
structural primary balance — subsequently kept constant at the adjusted value forever — that is required to
stabilise the debt-to-GDP ratio over the infinite horizon; (%)

— this upfront adjustment is assumed to take place in 2025, based on the forecast for 2024 included in the
Commission 2023 autumn forecast;

— the 2024 structural primary balance — the primary balance adjusted for the cycle and one-off fiscal
measures — as provided by the Commission 2023 autumn forecast serves as starting point, providing a
proxy for the ‘no-fiscal policy change’ assumption;

— overthe T+10 horizon, GDP projections are based on the EU Commonly Agreed Methodology (EUCAM)
updated to the Commission 2023 autumn forecast;

— ageing costs as projected for the upcoming 2024 Ageing Report are accounted for as from 2025 onwards,
as this change in (net) expenditure affects the structural primary balance; (%)

— beyond the T+10 horizon, (long-term) interest rate assumptions and GDP projections are from the
upcoming 2024 Ageing Report. Over the long term, a progressive normalisation of financing conditions
is assumed, with the “r-g’ differential stabilising at around 1 pp. for the EU.

— the following thresholds are used to assess the scale of the sustainability challenge: if the S2 value (in
percentage points of GDP) is lower than 2, the country is assigned ‘low risk’; if S2 is between 2 and 6, the
country is assigned ‘medium risk’; and if S2 is above 6, the country is assigned ‘high risk’. These threshold
values are identical to those applied in earlier reports.

(1) See Annex A5 for the precise calculation of the S2 and S1 indicators.
(» The S2 and S1 indicators include pension expenditure net of taxes on pensions and compulsory social security
contributions paid by pensioners, as well as health care, long-term care and education expenditure.

(Continued on the next page)
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Box (continued)

S2’s focus on the intertemporal budget constraint is relevant. It is a well-established element of long-term
fiscal sustainability assessments that remains ever relevant to cater for numerous factors such as interest-rate
growth differential developments that have been putting upward pressure on public finances recently; or
ageing costs that are projected to increase in many countries, putting permanent pressure on the primary
balance. This, in the context of historically high level of debt in several Member States, a succession of recent
crises, and future structural headwinds confirms the relevance of assessing fiscal sustainability challenges also
over the long-term.

S2 measures the size of long-term fiscal imbalances without relying on a specific debt target. The
intertemporal budget constraint implies that public debt stabilises in the long term, in the sense that future
structural primary balances cover future debt servicing and ageing costs. It says nothing about the level at
which this stabilisation takes place, thus ignoring risks linked to high debt levels. The adjustment implied by
the S2 indicator might in fact lead to debt stabilising at (very) high levels. As a result, based solely on S2,
some countries might be deemed on a sustainable long-term path despite their debt ratios stabilising at a high
levels. (3)

To address this shortcoming, the S1 indicator is used to complement the S2 indicator for the long-term
fiscal risk assessment (*). As described above, the S2 indicator provides an important, although partial signal
for the assessment of long-term fiscal risks. The S1 indicator is thus used to complement it imposing a
restriction on the level at which debt stabilises.

The $1 indicator

Slis afiscal gap indicator that relies on a finite version of the budget constraint, imposing convergence
to a debt target of 60% of GDP. More specifically,

— S1 measures the upfront fiscal adjustment to the structural primary balance required to reach a debt-to-
GDP ratio of 60% in 2070, the end-point of the latest Ageing Report projections;

— this upfront adjustment is assumed to take place in 2025, i.e. the first year of the projection;

— as done for the S2 indicator, the 2024 structural primary balance as provided by the Commission 2023
autumn forecast serves as starting point;

— as done for the S2 indicator, ageing costs are explicitly accounted for as of 2025;

— in terms of risk signal, the S1 thresholds are aligned with the S2 thresholds, i.e. if the S1 value (in
percentage points of GDP) is lower than 2, the country is assigned ‘low risk’; if S1 is between 2 and 6, the
country is assigned ‘medium risk’; and if S1 is above 6, the country is assigned ‘high risk’.

While the S1 and S2 are both fiscal gap indicators that measure the required fiscal effort to achieve
long-term fiscal goals, two differences exist. First, the components of S1 and S2 differ. Both indicators have
two components in common, namely the initial budgetary position and the cost of ageing. However, in the
case of S1 the “debt requirement” is the third requirement. For a high-debt country, everything else unchanged,
that third component is positive and would imply that S1 > S2. Second, S1 and S2 depend on present values
which are calculated over different periods. Anything that weighs on public finances over an infinite horizon,
rather than only until 2070, will imply a larger present value. In the case of Belgium, for instance, the cost of
ageing is projected to be higher in 2070 than it is now. If we assume that that high level does not stop in 2070

(®) For a detailed discussion of the strengths and shortcomings of the S2 indicator, see Box 3.2 in European Commission
(2018), Debt Sustainability Monitor 2017, European Economy, Institutional Paper 71.

() Until the 2022 Debt Sustainability Monitor, long-term fiscal risk assessment was based on the S2 indicator and the
DSA. For a detailed description of the change from the DSA to a then revised S1 indicator as a complement to the S2
indicator, please see Box 3.1 of the Debt Sustainability Monitor, 2022, pp 71-75; https://economy-
finance.ec.europa.eu/document/download/efcd41eb-16dd-4fac-bb9e-d01456blef6a_en?filename=ip199 en UPD.pdf

(Continued on the next page)
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Box (continued)

but continues over an infinite horizon (as we do to calculate S2), the present value of this ‘eternal’ high cost
is larger. The same holds for interest expenditure, implying that stabilising a high debt over an infinite horizon
is more demanding than over around 50 years, hence a higher IBP.

Overall long-term risk classification

The overall long-term risk classification is based on the S2 complemented by the S1 indicators. Table 1
shows how S2 and S1 indicators combine into the overall long-term risk classification. The S1 signal can
worsen the outcome based on S2 by one notch, but it can never improve the S2 results.

Table 1:  Determination of overall long-term risk classification

S1

medium risk

S2 medium risk

overall long-term risk category

medium risk: 6 >$1/2 > 2

Reading example: A country with a medium (low) S2 indicator and a high S1 indicator has an overall long-term risk
classification of high (medium).
Source: Commission services.
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Box 1.3.2: $1 and S2 - sensitivity scenarios: description and resulis

Non-demographic risk scenario

The non-demographic risk scenario adjusts the healthcare and long-term care expenditure projections for
possible developments in non-demographic factors such as technological progress and convergence process.
It is based on a sensitivity scenario from the forthcoming 2024 Ageing Report, where it is called ‘Risk’
scenario. The scenario assumes a partial continuation of upward healthcare expenditure trends, notably due to
technological progress, and an upward convergence of coverage and costs of long-term care towards the EU
average.

Lower productivity scenario

The lower productivity scenario determines the S2 value in case ageing cost projections are based on lower
productivity growth than assumed in the baseline. This scenario is based on a sensitivity scenario from the
forthcoming 2024 Ageing Report, where it is called ‘Lower TFP growth’ scenario. While the Ageing Report
baseline projections assume a gradual convergence of total factor productivity growth (TFP) to 0.8% for all
Member States, this scenario assumes convergence to a lower TFP growth rate of 0.6%.

Historical SPB scenario

The historical structural primary balance (SPB) scenario assumes that the SPB converges to its historical
average level, thus improving (deteriorating) the initial budgetary position when the SPB forecast for 2024 is
below (above) the historical average. It uses the European Commission forecasts until 2024, followed by
gradual convergence to the historical SPB average in 2028. The historical average is based on available data
for 2008-2022.

Adverse 'r-g' scenario

This scenario applies a 1 pp. higher difference between nominal interest rates (r) and nominal GDP growth
(9). The ‘r-g” differential determines the snowball effect. This implies a less favourable snowball effect and,
especially for countries with high debt stocks, a higher required fiscal adjustment to stabilise or reduce the
debt ratio.

(Continued on the next page)
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Box (continued)

Table 1:  Results of sensitivity scenarios (pps. of GDP)

S1indicator S2 indicator
Non- Lower Non- Lower
Baseline demographic . Historical SPB Adverse 'r-g' Baseline demographic . Historical SPB  Adverse 'r-g'
risk* productivity* risk* productivity*
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The cells are highlighted in line with the thresholds for the long-term risk classification (see Box 3.1), namely: greater 6

(red), between 2 and 6 (yellow) and below 2 (green). Values in bold: higher than baseline; values in italics: lower
than baseline. *Ageing Report scenario.
Source: Commission services.
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Box 1.3.3: Ageing cost projections

Population projections indicate a fast demographic ageing in the next decades, with the
working-age population expected to decrease sharply. According to Eurostat’s latest
demographic projections, the median age in the EU would rise by around 4.5 years by 2070
(Eurostat, 2023; EC-EPC, 2023). (*) Demographic ageing is expected to take place in all EU
Member States, though to varying degrees and speed. This reflects the general assumptions of a
further rise in life expectancy, below-replacement fertility rates and net migration in line with recent
trends. As a result, the population composition would change radically, due to more older people
and fewer people at working-age. This demographic shift has important budgetary consequences.
More people will receive pension, health and long-term care benefits, while at the same time the
number of contributors to Member States’ social security systems will fall, even when assuming a
higher employment rate.

According to the forthcoming 2024 1able 1:  Expected change of ageing costs between 2022 and

Ageing Report, total ageing-related 2070 (in pps. of GDP)
expenditure would rise in most pensions healthcare long-term care education total
Member States by 2070 (see Table 1). LV ii —
The Ageing Report provides long-term ¢ b1
projections for expenditure on pension,  si I i 54
healthcare, long-term care and HY l Fs2
education. Over the period 2022-2070, EE i 21
age-related expenditure is expected to e i P49
rise by 1.2 pps. of GDP on average in LT { P46
the EU. Spending would go up in 20 ?Z( ‘ ‘3‘:;
Member States and by at least 5 pps. of w0 K i 35
GDP in Luxembourg, Malta, Slovakia, F! 5 27
Slovenia, Hungary, Belgium and Spain. 7 i —
In 6 Member States, the projections p_ © 19
show an overall downward impact, due bxk B I P14
to a projected decline in pension :2 ‘ 82
expenditure by 2070 and, to a lesser o § P02
extent, lower spending on education. Ee i P00
For several of these countries, ageing "R ! t 02
costs are nevertheless expected to E; .‘ ‘E : :g:i
increase in the next decades. v E f E 19
(I i B 20
Pension expenditure would rise Eb ‘ : : E - i;

considerably in  many Member
States, especially in the next decades.
In 2070, public pension spending
would be very similar to the current average level in the EU. However, expenditure is projected to
increase in 16 Member States. The largest increases would be in Luxembourg, Malta, Hungary,
Slovenia, Spain, Cyprus, Belgium and Lithuania, with an increase of at least 3 pps. in the pension
expenditure-to-GDP ratio. By contrast, 11 Member States would see public pension expenditure
decline by 2070, despite an initial increase in pension spending in most of them. These pension

Source: 2024 Ageing Report (forthcoming).

(Y) European Commission and EPC (2023), ‘2024 Ageing Report: Underlying assumptions and projection methodologies’,
European Economy, Institutional Paper 257.

(Continued on the next page)




1.3. Long-term fiscal sustainability analysis

Box (continued)

projections are based on current legislation: they take into account planned increases in legal
retirement ages and apply the legal indexation rules. There are significant policy risks surrounding
the baseline projections. If already legislated but not yet enacted increases in the legal retirement
age are revoked, pension expenditure would rise more. The same holds for possible measures to
counteract the general decline in pension adequacy underpinning the baseline projections.

Healthcare spending is expected to increase in quasi all countries, though to varying degrees.
The forthcoming 2024 Ageing Report baseline projections assume that half of the future gains in life
expectancy will be spent in good health, that unit costs evolve in line with GDP per capita and that
the income elasticity of healthcare spending converges from 1.1 in base year 2022 to 1 by 2070. An
average increase in healthcare spending of 0.4 pps. of GDP is projected by 2070. The budgetary
impact of rising health care spending is projected at more than 1 pp. of GDP in Poland, Austria,
Luxembourg, Spain, Ireland and Slovakia, and more than 2 pps. in Slovakia. Only in Latvia health
care spending would slightly decline by 2070 as compared to 2022.

Likewise, a general increase in long-term care spending is projected to contribute to ageing
costs. The forthcoming 2024 Ageing Report baseline projections assume that half of the projected
gains in life expectancy are spent without disability. As countries become richer, they are likely to
spend a larger proportion of their GDP on long-term care. This is modelled in the baseline by
including the assumption that the income elasticity starts at 1.1 in base year 2022, falling to 1 by
2070 for those countries that are below the first quartile in terms of expenditure on long-term care
as a proportion of GDP. An average increase in long-term care expenditure of 0.8 pps. of GDP is
projected by 2070 in the EU, with a rise of more than 1 pp. in Sweden, Slovakia, Ireland, Czechia,
Austria, Luxembourg, Belgium, Finland and the Netherlands, more than 2 pps. in Malta and more
than 3 pps. in Denmark.

Education expenditure is expected to fall in most countries, though mostly to a limited extent.
The forthcoming 2024 Ageing Report baseline education projection focuses on the impact of
demographic factors, the key assumption being a constant students-to-staff ratio. At EU aggregate
level, public education spending is projected to fall by 0.5 pps. of GDP in 2022-2070. An increase
of maximum 0.3 pps. of GDP is expected in 6 Member States. For a large majority of countries,
education spending would decline because of demographic ageing (implying a lower number of
students), though by about 1 pp. of GDP at the most.

The updated figures show a similar increase in the total cost of ageing for the EU compared
with the 2021 Ageing Report though with substantial upward revisions for several countries.
The overall increase between 2022 and 2070 of +1.2 pps. compares to +1.1 pps. of GDP in the 2021
Ageing Report. The higher projected increase in ageing costs for some countries (e.g. Spain,
Lithuania, Cyprus and Malta) are driven by the updated pension expenditure projections, which are
higher for most Member States. The revisions for the other items are generally smaller.

The forthcoming 2024 Ageing Report includes a set of sensitivity tests that illustrate the extent
to which the expenditure projections react to changes in key assumptions. These include
demographic, labour force and productivity trends, as well as policy scenarios for pension
expenditure, and non-demographic cost drivers of healthcare and long-term care. Non demographic
factors could cause a considerably higher increase than estimated under the baseline healthcare and
long-term care projections. This scenario and the lower productivity scenario are among the
sensitivity scenarios for the S1 and S2 indicators (see Box 3.2).







|.4. ADDITIONAL AGGRAVATING AND MITIGATING RISK
FACTORS FOR FISCAL SUSTAINABILITY

Main takeaways

This chapter explores additional aggravating and mitigating risk factors for fiscal sustainability.
These factors are only partially reflected in the analysis of the previous chapters but are critical to provide
an overall assessment of fiscal sustainability risks. The risk factors include the structure of debt,
government liabilities beyond (EDP) public debt, in particular contingent liabilities, as well as
government assets and net debt.

Recent developments in the structure of government debt are overall favourable across the EU,
although the increased share of short-term debt in some Member States remains a potential source
of concern. Over the past years, a general trend of lengthening debt maturities has been observed.
However, in several Member States, the share of short-term debt, that had partially receded in 2021, has
increased in 2022. The investor base is large and diversified in many Member States. Asset purchases’
programmes by the Eurosystem in recent years resulted in a substantial increase of the share of
government debt held by central banks, representing a stable financing source. Though, the impact of the
on-going unwinding of such programmes needs monitoring. Lastly, few non-euro area Member States are
exposed to foreign exchange rate risks.

Risks concerning government contingent liabilities, that had increased due to the COVID-19
pandemic in 2020, appear overall limited. The recourse to government guarantees was moderate and on
a declining path in most Member States in 2022, with guarantee schemes granted in response to the
pandemic having expired in the course of 2021 and 2022. A snapshot analysis of bank balance sheets
points to contained vulnerabilities in most Member States. Simulations based on the Commission’s
SYMBOL model show that (implicit) contingent liabilities’ risks linked to the banking sector persist only
in few Member States, and mainly under a stressed scenario.

The holding of (large) financial assets in some Member States mitigate fiscal sustainability risks,
even though net debt increased across the board over the past years. Country rankings for
indebtedness are similar when comparing gross and net debt ratios. Both indicators increased in the
majority of Member States over the past decades, notably reflecting the succession of crises.
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Additional aggravating and mitigating risk factors are taken into account as a complement to the
quantitative results in order to ensure a comprehensive overall assessment of fiscal sustainability
challenges. The previous chapters presented quantitative results on the basis of the DSA risk framework
as well as fiscal sustainability indicators. Yet, these quantitative results need to be complemented by
additional aggravating and / or mitigating risk factors that are only partially factored in in the quantitative
results of the framework. Such factors are particularly relevant in times of economic stress and elevated
uncertainty.

A number of key aggravating and mitigating risk factors are analysed in this chapter. Section 4.1
provides an analysis of the debt structure, notably in terms of maturity, currency denomination and
holders, which gives an important indication of potential vulnerabilities (or strengths). Section 4.2
examines implicit and contingent liabilities, and notably those stemming from the banking sector,
including on the basis of the Commission SYMBOL model. Section 4.3 discuses other relevant factors,
including government assets. The additional risk factors considered in this chapter are treated horizontally
in the overall assessment, insofar the identified vulnerabilities or supporting factors may materialise in the
short, medium or long term. (#2)

1.4.1. RISKS RELATED TO THE GOVERNMENT DEBT STRUCTURE

The structure of government debt can play an important role in ensuring sustainable public
finances in different ways. First, by determining the level and response of interest payments to changes
in economic and financial conditions. Second, by influencing the degree of risks, notably refinancing and
rollover risks. According to the IMF (2014), an optimal government debt portfolio should minimise
interest payments subject to a prudent degree of refinancing and rollover risks (cost-risk trade-off). (*%)

The debt composition needs to be analysed along several dimensions. In this section, the analysis
focuses on three aspects: the maturity structure, the currency denomination composition and the nature of
the investors’ base. (*) With this aim, three main variables are used to analyse the debt structure: i) the
share of short-term debt in total government debt (at original maturity); ii) the share of debt denominated
in foreign currency in total government debt, and iii) the share of debt held by non-residents in total
government debt.

(**) Some other factors are not examined in this chapter. This concerns in particular the quality of institutions. As shown by a rich
literature, the quality of institutions is an important supporting factor of public debt sustainability. In the EU, a deeply integrated
region of mainly advanced economies, evidence suggests that the quality of institutions would be on average higher and less
heterogeneous than in other parts of the world (for a literature review, see Box 1.2 in European Commission (2019), Fiscal
Sustainability Report 2018, European Economy Institutional Paper, No. 094.

(*®) IMF (2014), “World Economic Outlook: recovery strengthens, remains uneven” April.

(*) Other dimensions could also be considered such as the type of interest rates (fixed / variable), and relatedly the presence of
indexation mechanisms (e.g., inflation-linked bonds), or state-contingent features, as well the nature of debt instruments (the
latter is analysed to some extent in section 4.2 of this chapter).



I.4. Additional aggravating and mitigating risk factors for fiscal sustainability

A risk-based approach is applied to capture
additional vulnerabilities or mitigating factors
stemming from the composition of government
debt. The values of the three main selected variables
are analysed against critical thresholds of fiscal risk
obtained through the same signalling approach,
which is used for the computation of SO (*°). The
results are reported for all Member States in the form
of a heat map (see Table 1.4.1) (“6)

The share of short-term government debt has
increased and remains high in 14 Member States,
while the decline initiated last year in some
countries is confirmed. With a high share of short-
term debt, a government may be vulnerable to
increases in monetary policy rate, and to rapid
changes in financial markets’ perceptions. (') From
this angle, fiscal risks persist for several EU countries
(see Table 1.4.1). The share of short-term debt is
considered high in 14 Member States, in particular in
Sweden (about 28% of total government debt) but
also in Portugal, Italy, Finland, Netherlands, Malta,
and Germany (above 10% of total government debt).
After the peak recorded during the COVID-19 crisis
and the subsequent drop in 2021, the ratio of short-
term debt slightly increased in several Member States
in 2022 while pursuing its overall decrease for the
EU/EA as a whole (see Graph 1.4.1). (“8)

Table 1.4.1:  Risks related to the government debt

structure (2022)

1. Short-term 2. Public debt in 3. Public debt
public debt foreign currency held by non-
(original maturity) residents

Shares of total debt (%):

B 6
|
i

40.8

39.7
lvesa
35.7

44.7

8
48.0
ii#s:4
14.9

(1) Upper and lower thresholds: (i) Share of short-term
government debft: upper threshold 6.57%; lower threshold
5.3%; (ii) Share of government debt in foreign currency:
upper threshold 31.58%; lower threshold 25%; (iii) Share of
government debt held by non-residents: upper threshold
49%; lower threshold 40%. (2) Share of the short-term public
debt is based on partially missing information for
Netherlands and Denmark. (3) For Croatia, the bulk of
foreign debt denominated in euro, and the country joined
the euro area in 2023.(4) Foreign-held debt figures are
shown against a double shading that blends the colour
coding of volatility risks from non-resident tenure (left side
of the shaded cells) with that of sovereign risk given by the
average spread on 10-year government bonds vs.
Germany (right side of the shaded cells).

Source: Eurostat.

(*®) For details on the signals approach see Chapter 1. This methodology shows that, based on historical events, the three variables

appear to be relatively good leading indicators of fiscal stress.

(“%) See also the statistical fiches in volume 2 of the 2021 Fiscal Sustainability Report. Fiscal risk levels are determined accordingly:
i) high risk (red), if the values are at or above the threshold of fiscal risk from the signals' approach; ii) medium risk (yellow), if
the values are below the threshold obtained from the signals' approach, but at or above a benchmark of around 80% of the same
threshold; iii) low risk (green) otherwise. For information on the methodology, see European Commission (2022), Fiscal
Sustainability Report 2021, European Economy Institutional Paper, No. 171.

(*) If the structure of debt tends to be fairly stable over time, in the wake of major (financial) crises or large scale financial
innovation (such as quantitative easing), changes in the debt composition can be large and sudden (see Abbas, A., Blattner, L.,
De Broeck, M., EIGanainy, A. and Hu, M. (2014), Sovereign debt composition in advanced economies: a historical perspective,
IMF Working papers, No. 14 / 162 and also Box 3.4 in Chapter 3 of European Commission (2019), Fiscal Sustainability Report

2018, European Economy Institutional Paper, No. 094).

(“®) This recent change in financing choices in favour of securities with shorter maturities is also confirmed by the ECB
(https://data.ecb.europa.eu/blog/blog-posts/rebound-short-term-debt-securities-issuance).
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Graph I.4.1:  Share of sort-term debt (%of total general

government debt)
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Yet, the high and increasing level of the average
maturity of government debt reduces
vulnerabilities. The average (residual) maturity of
government debt  (securities) has increased
significantly in recent years. Although its level has
stabilised lately, the average maturity remained at a
high value of close to 8 years on average end 2023
(see Graph 1.4.2). This high level is observed for

N\/ most countries, and the maturity was particularly
11 N \,

long in 2023 in Austria, Belgium, Ireland, Slovenia,

,\j‘ Greece and Slovakia (close to or above 10 years, see

gL Table 1.4.2). Moreover, the weight of short-term debt

as a share of GDP is worth considering in parallel

(e.g., for Sweden, given the low level of total

government debt as a share of GDP, this ratio is

limited) (“°). In the case of external short-term debt

(1) Share of short-term debt includes currency and deposit, of non-euro area Member State& the level of a

short-term debt securities and short-term loans. s .

Source: Eurostat country's international reserves equally deserves
consideration. ()  Last,  Treasury  cash-flow
management has an influence both on the headline

short-term debt and the availability of other liquid financial assets, such as cash deposits, which could

mitigate potential stress (see also Section 4.3).
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The share of debt denominated in foreign currency is limited overall, except for few non-euro area
Member States. As advanced economies finance themselves overwhelmingly in their own currency,
currency-related fiscal risks are largely absent for the EU Member States that have adopted the euro (see
Table 1.4.1). (°Y) Yet, foreign currency-denominated debt is large in some Central and Eastern European
countries (CEEC). This is the case of Bulgaria and Romania (with a share well above 50% of total
debt), (%?) as well as to a lesser extent Hungary, Poland, Czechia and Sweden (with a share well above
10% of total debt). In the case of Croatia, the bulk of debt shown on Table 1.4.1 is denominated in euro,
and the country joined the euro area in 2023. For all these Member States, hedging of foreign currency
positions can mitigate potential exchange rate risks, (°3) whereas pegs or currency boards also
significantly reduce exposure to fiscal risks from the share of public debt in foreign currency. (%)
Moreover, in these countries, the major share of foreign currency issuances is denominated in euro. Over
time it can be noticed that while the share of the foreign currency borrowing has stabilised or slightly
decreased in some of these countries (i.e., Bulgaria, Romania, Denmark), it has increased in others (i.e.,
Croatia, Czechia, Hungary, Poland, Sweden).

(*°) See SO indicator table on fiscal variables.

(*®) The extent to which international reserves are greater or equal than the country's stock of short-term external debt (the
Greenspan-Guidotti rule) shows whether the country has enough resources to counter a sudden stop in capital flows and its
capacity to service its short-term external debt.

(®Y) A domestic currency denomination traditionally protects governments against currency mismatches between a government’s
interest expenditure and tax revenue. Yet, in some countries, the rationale behind foreign-currency-denominated debt issuance
is to attract foreign investors, not willing to bear the foreign currency risk. Ultimately, this may reduce funding costs for these
governments (all else being equal) by reducing liquidity premia (see Eller, M. and J. Holler (2018), Digging into the
composition of government debt in CESEE: a risk evaluation, Oesterreische Nationalbank (OeNB)).

(*?) Bulgaria has a currency board since 1997 and nearly all of its foreign currency debt is issued in euro. While the peg is
maintained, shocks to debt in foreign currency are virtually zero. Croatia has tightly managed arrangements, also limiting
exchange rate fluctuations.

(*®) Hedging operations are not taken into account in the DSM.

(*) On the idiosyncrasies of different exchange rate regimes and the extent to which exchange rate shocks could impact the public
debt-to-GDP ratios see European Commission (2017), Debt Sustainability Monitor 2016, European Economy Institutional
Paper, No. 47. - Chapter 2, Box 2.2.
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Graph 1.4.2:  Average residual maturity of government
debt securities (in years, simple average
over EU Member States)
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I.4. Additional aggravating and mitigating risk factors for fiscal sustainability

EU Member States’ investor base is solid, though
in some cases, the substantial share of debt held
by non-residents creates vulnerabilities. (*)
Several euro-area Member States are found to have
large shares of foreign held government debt,
including Cyprus, the Baltic countries, Austria,
Belgium, Slovenia, Ireland and Luxembourg (all
beyond 50% of total government debt;, see
Table 1.4.1). However, in some cases, this high share
reflects important official lending associated to past
financial assistance programmes (in particular,
Greece, Cyprus and Portugal; see Graph 1.4.3 below).

5.0

2010 2012 2014 2016

2018

2020

2022

(1) Data are missing for Estonia.

Source: ECB.

Table 1.4.2:

Average residual maturity of debt (general government)

Debt securities

- All debt
Dec. Dec. Dec. Nov. Diff.
(2022)
2009 2021 2022 2023 2023 -09
BE 5.5 10.7 10.9 11.0 5.5 10.9
BG 4.3 7.4 7.1 7.4 3.1 7.8
Ccz 6.2 6.4 6.2 6.1 -0.1 6.3
DK 8.1 8.3 9.2 9.1 1.0 :
DE 5.5 7.2 7.5 7.9 2.3
EE : 6.7 7.3 6.6 : 7.6
IE 6.3 10.8 10.8 10.6 4.3 8.5
EL 7.9 9.2 9.5 8.9 1.0 20.0
ES 6.5 7.8 7.7 7.7 1.1 8.0
FR 6.4 8.2 8.4 8.4 2.0 8.5
HR : 5.5 5.5 5.4 : 6.1
IT 7.3 7.1 7.0 7.0 -0.4 7.7
cY 31 7.7 7.9 8.0 4.9 7.3
LV 3.7 8.9 7.6 7.2 3.5 6.4
LT : 9.3 8.8 83 : 9.3
LU 3.9 6.0 6.6 8.1 4.2 6.5
HU 4.1 6.8 6.4 6.2 2.1 5.8
MT 53 8.7 8.1 7.9 2.6 8.4
NL 5.2 8.1 8.1 8.8 3.6 9.3
AT 7.3 11.3 11.5 13.0 5.7 :
PL 5.3 4.4 4.2 4.8 -0.5 4.8
PT 6.1 7.1 7.0 7.5 1.4 6.7
RO 2.3 7.4 7.2 7.1 4.8 7.8
Sl 5.9 9.7 10.1 9.6 3.7 9.9
SK 4.5 85 8.2 8.6 4.1 8.5
Fl 4.1 7.3 7.4 7.5 3.4 7.5
SE 5.4 4.6 4.9 5.0 -0.4 3.4
A\./erage 5.4 7.8 7.8 7.9 2.6 8.0
(simple)

Source: ECB (debt securities), ECB, Eurostat, national sources (all debt).

(*®) Indeed, the foreign investor base tends to be more volatile and prone to sudden stops in situations of heightened uncertainty.
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Graph 1.4.3:  Holders of government debt (market value, % of GDP, 2023-Q4)
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(1) Only data for total MFIs (Monetary Financial Institutions) are reported. The split between commercial banks and central
banks is an estimate based on annual nominal data. The category ‘International reserve holders’ represents holdings by
international organisations and non-EA central banks as reserve assets. The category ‘(Rest of) Eurosystem’ includes holdings
by the ECB. The category ‘Non-financial private sector’ represents holdings by non -financial corporations (NFCs) and

households (HH).
Source: Commission services based on ECB, Eurostat and IMF.

Graph I.4.4:  Share of government debt held by domestic
central banks (% of total govt. debt, EA
aggregate)
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(1) Based on Maastricht debt (at face value).
Source: ECB.

In general, it may also be beneficial for financial and
macroeconomic stability as a higher share of foreign
investors reduces the risks of adverse loops between
the sovereign and the national banking systems. (%)
For some other non-euro area Member States such as
Romania and Bulgaria, the significant share of
foreign held debt could be associated with a search
for yield given a more emerging markets status and
relatively small local-currency markets.

A detailed overview of government debt
allocations by different holders indicates that a
significant share of government debt is held by
domestic central banks - and the ECB for euro
area Member States. By end 2023, in more than
half of euro area countries, at least one quarter of
government debt was held by domestic Central
Banks (see Graph 1.4.3). Largest shares are observed
in Slovenia (close to 35%), Slovakia, Spain, Finland
and Germany (close to 30% respectively). For high

debt countries, this share varies from less than 10% (Greece) to more than 28% (Spain). Moreover, for the
EA as a whole, the share of debt held by (domestic) Central Banks has significantly increased since 2014
(when this share amounted to less than 3%; see Graph 1.4.4), notably reflecting asset purchases’

programmes.

For almost all EA countries, the detailed overview of government debt allocation by different
holders also indicates the degree of risks, notably refinancing and rollover risks. For medium size
and larger euro area economies, comparatively significant shares of government debt are currently in the

(*®) Bouabdallah, O., Checherita-Westphal, C. D., Warmedinger, T., De Stefani, R., Drudi, F., Setzer, R., and Westphal, A. (2017),
Debt sustainability analysis for euro area sovereigns: a methodological framework, ECB Occasional Paper, No. 185.



I.4. Additional aggravating and mitigating risk factors for fiscal sustainability

hands of non-euro area central banks in the form of reserve assets (e.g., Belgium, France, Austria,
Finland, Greece, Italy and Spain). For smaller euro area economies (e.g., Slovenia, Slovakia Latvia, and
Slovenia), the rest of the euro area financial sector has become a more important holder of government
debt than these issuers' domestic financial sectors, suggesting that home bias is disappearing or
transforming as the euro area grows more integrated financially and financial institutions follow
harmonised prudential rules under the Single Rulebook (see Table 1.4.1 and Graph 1.4.3).

While evidence of domestic versus foreign debt holdings is mixed, the latter is more likely to entail
risks when the foreign tenure is not particularly safe or confidence driven. In some Member States,
such as Italy, Spain and Portugal, a high share of 2023 government debt is domestically held (see Graph
1.4.3). Conversely, in a few other cases, relatively larger shares of government debt held by foreign and /
or unidentified investors outside the euro area that are not reserve asset holders (Cunallocated’) may bear
risks associated to this uncertain and potentially more volatile basis (e.g., Romania and Hungary).

The analysis of risks arising from the debt profile needs not be confined to these indicators and the
associated benchmarks. Other factors, such as the exchange rate regime, the role of the central bank in
mitigating short-term liquidity needs, the capacity of the market to absorb debt, influence as well the
results of the analysis. The underlying reasons for debt profile vulnerabilities, such as contagion,
incomplete credit markets, weak debt management practices, may also be important in this regard.

1.4.2. LOOKING BEYOND ‘GOVERNMENT DEBT': RISKS RELATED TO GOVERNMENT OTHER DIRECT
AND CONTINGENT LIABILITIES

This section provides an analysis of the size and, when possible, the evolution of government
liabilities other than ‘EDP (or Maastricht) debt’ in the EU. Such a complementary analysis allows
identifying additional risk factors compared to the results of the standard debt sustainability analysis
provided in this report (see Chapter 2). The section 4.2.1looks in particular into government direct
liabilities that are not included in the EDP debt, while sub-sections 4.2.2 to 4.2.3 discuss risks linked to
contingent liabilities. Assessing the potential risks related to those liabilities, including the additional
risks stemming from the banking sector, is particularly relevant in times of economic stress and high
uncertainty, as vulnerabilities could eventually materialise.

1.4.2.1.EDP debt, other debt and non-debft financial instruments: a snapshot overview

The EDP debt liabilities were the main component of on-balance government gross liabilities in
2022 in all Member States. In the EU as a whole, the EDP debt was around 84% of GDP in 2022 and
accounted for about nine tenths of total gross financial liabilities in 2022 (see Graph 1.4.5). In terms of
instrument coverage, debt securities, commonly in the form of bills, commercial papers and bonds,
account for more than height tenths of the government gross debt in most Member States. Contributions
of loans, coins when issued by governments and deposits held by entities classified inside general
government tend to be less significant across Member States. (°7)

The difference between total gross liabilities and the EDP debt varies widely across Member States.
In 2022, the portion of total gross government liabilities (at market value) not reflected in the EDP debt
(measured at face value) ranged from 26 to 45% of GDP in Sweden, Croatia and Greece, and below 10%
of GDP in Czechia, Luxembourg, Lithuania, and Germany. This difference consists of other debt

(®) The share of loans can nevertheless be significant in some Member States, in particular in those that have benefited over the
past years from financial assistance in the form of official loans.
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instruments (so-called non-EDP debt), non-debt financial instruments and a gap due to different valuation

and consolidation methods applied to financial liabilities. (°8)

Among non-EDP debt liabilities, ‘other accounts
payable’ is the most significant component. Other
accounts payable include trade credits and advances.
These are in most cases outstanding short-term
liabilities of the government from transactions of
goods and services, and to a lesser extent other
timing differences in settling obligations. During
periods of financial distress, this debt instrument can
become an important government financing
alternative. For instance, in few Member States, such
as Croatia, Italy, Portugal, Romania, and Spain
government trade debt tended to be higher during the
Global Financial Crisis. Over time, stocks of trade
credits and advances have receded in these Member
States, while increasing in others, e.g., Denmark,
Finland and Germany (see Graph 1.4.6). In 2022, as a
share of GDP, these liabilities were highest in
Belgium, Austria and Romania (2.8% of GDP each),
Croatia (2.7%), Finland (2.6%), Italy (2.5% of GDP),

Graph 1.4.5:

Debt and non-debt financial liabilities (% of
GDP, 2022)
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Source: Commission services based on Eurostat.

Czechia and Germany (2.0% each), Estonia (1.8%), Denmark (1.7%), and Bulgaria and Slovenia (1.5%
each), compared to an EU average of 1.8% of GDP. (%)

Graph 1.4.6:
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Source: Eurostat.

Other liabilities (debt and non-debt financial
instruments) are typically a narrow set of total
government liabilities (see Graph 1.4.5). In 2022,
these other liabilities were more relevant for Sweden
(11% of GDP — of which mainly insurance, pensions
and standardised guarantees), Finland (7.2% - of
which mainly insurance, pensions and standardised
guarantees), Austria (3.7% - of which mainly
insurance, pensions and standardised guarantees),
Slovenia (3%- of which mainly financial derivatives
and employee stock options), Greece (2.9%), Italy
(1.6%), Latvia (1.9%) and Slovakia (1.5%) , while
accounting for less than 1% of GDP in other Member
States.

The gap reflecting valuation and consolidation
effects can be relatively large in some Member
States. Ranging from -1.7% to 26% of GDP in 2022,
this gap was highest in Greece, Croatia, and Portugal,

In most cases, the magnitude of this gap is affected largely by the impact of different valuation bases for
the EDP debt (face value) and gross financial liabilities (market value) and to a lesser extent by the
impact of the consolidation method (EDP debt is consolidated both within and between the subsectors of

(*®) The valuations of the EDP debt and ESA 2010 balance sheets are different. In particular, total gross EDP debt of the general
government is valued at face value, while in ESA 2010, government gross liabilities are valued at market prices.
(*®) See Eurostat (2015), Note on Stock of Liabilities of Trade Credits and Advances, and Eurostat (2021a).
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the general government, gross financial liabilities only within subsectors). The consolidation effects are in
fact small in most Member States. (5°)

1.4.2.2. (Explicit) contingent liabilities in the EU

As part of the analysis of contingent liabilities presented in this report, this section contains an
overview of explicit contingent liabilities, as reported by Eurostat. These explicit contingent liabilities
comprise government guarantees, including those related to government interventions in the financial
sector, and liabilities related to off-balance PPPs (public private partnerships). (6%)

Government guarantees and PPPs

Graph 1.4.7: Developments in government guarantees in selected Government guarantees represent a source

EU Member States (% of GDP, 2010-2021) of potential fiscal cost in several Member
100 States, in case they are called. (°?) In 2021,
the highest stock of outstanding government
guarantees was recorded in Germany, Austria
8 and Finland (about 17% of GDP respectively
70 — see Graph 1.4.7). In Germany and in
60 Austria, guarantees were largely provided to
50 non-financial private entities for export
promotion, to public and private financial

S0

40

. institutions during the crises, and to non-
financial public corporations such as road and

20

rail infrastructure companies. (%) As for
10 Finland, a sizeable part of the guarantees was
0 related to export guarantees, student loans and
funds for supporting housing construction.
For the EU as a whole, after a peak at 14% of

DE ES cY AT GDP in 2012, public guarantees have

PT Fl o= o= EU27 e [E (ths) progressively declined around 8% of GDP in

2019 reflecting mainly the decline in the use

Source: Eurostat. of government guarantee schemes for

financial institutions granted in the context of
the 2007 Global Financial Crisis in a number of Member States. After a rebound in 2020 due to COVID-
19 related government guarantee schemes, the recourse to public guarantees has decreased to stabilise
around 13% of GDP in 2021 (see Graph 1.4.7).

In most Member States, the largest category of government guarantees relates to one-off
guarantees granted under individual contractual arrangements, usually involving more sizeable
amounts. In 2021, the stock of one-off guarantees ranged from 17% of GDP in Germany and Austria
respectively to less than 1% of GDP, i.e., in Czechia, Lithuania, Bulgaria, Estonia, Ireland, and Slovakia

() See Eurostat (2023), Stock-flow adjustment for the Member States, the euro area and the EU, for the period 2019-2022, April
2023 EDP notification.

(Y This information can also be found in the statistical country fiches of this report. Note that some of this information may be
overlapping, e.g., guarantees issued in the context of government interventions in the financial sector form a subset of total
government guarantees. For this reason, evaluating the total risk by summing up the indicators could overestimate the potential
impact.

(®3) Government guarantees are typically designed to reimburse a lender in case of possible losses linked to the loans it has
provided. Government guarantees are issued to promote economic stability or pursue other public policy objectives, with the
examples of guarantees on student loans or guarantees on the losses incurred by exporters in case of non-payment by a trading
partner.

(®®) See for instance IMF (2018), Austria. Fiscal Transparency Evaluation, Country Report, No. 18/193.
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(see Graph 1.4.8). The total amount committed in standardised guarantee schemes (issued in large
numbers for small amounts) carries a more modest risk for future public expenditure in most Member
States. These schemes account for more than 1% of GDP in Italy (10% of GDP), Spain (9%), Romania,
Portugal and Hungary (3% each), France, Finland, Poland and Estonia (2% each), Latvia, Malta and
Luxembourg (1% each).

Contingent liabilities linked to off-balance public private partnerships (PPPs) are a modest source
of risk for most Member States. The use of public private partnerships (PPPs) for economic and social
infrastructure projects, such as for the development of transport infrastructures and hospitals, can generate
additional liabilities for the government. Depending on the distribution of risks and rewards between
private and public partner, assets and liabilities related to PPPs can be recorded either on government’s
balance sheet or on the private partner’s balance sheet. The first ones (on-balance PPPs) affect
government’s debt directly. However, also for those PPPs where the private partner is exposed to the
majority of risks and rewards, and which are therefore recorded off government’s balance sheet,
government may be contractually obliged to step in under certain circumstances (for example, failure of
the private partner). Overall, off-balance PPPs are only affecting few Member States (see Graph 1.4.8). In
2021, more sizeable contingent liabilities related to off-balance PPPs were recorded in Portugal (2%),
Slovakia (1.5% of GDP), and Hungary (0.9%).

Graph 1.4.8:  Government guarantees and off-balance As a response to the COVID-19 crisis, Member

PPPs in EU Member Stafes (7% of GDP, 2021)  gtates also provided significant liquidity support
in the form of guarantees to households and
businesses. During the COVID-19 crisis, the total
stock of government guarantees for the EU as a
whole increased from about 9% of GDP in 2019 to
about 13% in 2021, and stabilised around 12% in
2022. (*%) Large differences exist across Member
States (see Graph 1.4.9). While in 2022, limited
increases were still recorded in Poland, Hungary
(slightly above 1 pp. of GDP respectively), and
Croatia (close to 1 pp.), the stock of guarantees in the
remaining Member States has either stabilised (with a

HR H One-off

e | ) _ rise by less than 1 pp. of GDP) or decreased. The
LT | Standardised . . .

s« [ - Ot balance pop highest decrease was observed in Belgium (about -3
ec "o batance TR pps.), Greece, Germany, Austria, France and Portugal
‘EO : " - > (about -2 pps. respectively). Overall, in most EU

Member States the recourse to government
guarantees has decreased over the period 2020-2022
(Graph 1.4.9).

Source: Eurostat.

(**) The surge in government guarantees in response to the COVID-19 crisis was contained in most cases, and overall lower than
during the Global Financial Crisis. These guarantees schemes have expired in the course on 2020-21, and some of the
guarantees might still be called over the near future and eventually be reflected in public debt and deficits.
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Contingent liabilities related to government
interventions to support financial institutions

Contingent liabilities related to government
interventions to support financial institutions
pursue its declining trend since 2013. Following an
increase during and immediately after the Global
Financial Crisis (GFC), the financial exposure of the
government due to the financial stability schemes has
been declining since 2013 in most Member States
and in some countries already since 2012 (see Graph
4.10). In 2022, the contingent liabilities linked to
financial stability schemes were close to zero in most
Member States. Exceptions are Greece (9% of GDP),
Cyprus (5%), Belgium (4%), Luxembourg, France
and Italy (about 1% respectively). The lower level of
outstanding contingent liabilities in recent years
reflect the fact that improved financial stability did
not require a renewal of the expiring guarantees
issued as part of support packages for financial

institutions and that the creation of the Banking Union and its bank resolution framework provides a
credible alternative to direct public support.

Graph 1.4.10: Contingent liabilities linked to the financial

sector in the EU (2010-2022)
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Source: Eurostat.

In order to complement the analysis of potential
(implicit)  contingent  liabilities,  additional
information is provided related to the banking
sector. This consists of a heat map reporting values
of variables that indirectly capture potential building
risks in the banking sector and that have proven in
the past to be good leading indicators of banking —
fiscal crises. Adverse developments in terms of
private sector credit flows, bank loan-to-deposit
ratios, non-performing loans and house prices, can
represent substantial risks to the government’s
financial position in the future and thus give rise to
contingent liabilities, though recent regulation,
notably under the Banking Union, helps mitigate
such risks.
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1.4.2.3. Risks from contfingent (implicit) liabilities related to the banking sector

A snapshot overview

Graph 1.4.11: Non-performing loans ratio in the EU and Key financial indicators point to contained
selected countries (7% of total loans) vulnerabilities, though caution in interpreting

60% T these developments is still warranted since the
oy recent crisis might still affect credit quality. (%)

50% T Overall, recorded non-performing loans (NPLSs)

ratios significantly declined over the past years (see
Graph 1.4.11). Between mid-2022 and mid-2023,
NPLs ratios continued to decline in most Member
States, with more sizeable reductions in Bulgaria (-
1.4 pps.), Croatia, Cyprus, Hungary, Ireland and
Slovenia (about -1.0 pp respectively.). As of 2023Q2,
the NPL coverage ratio shows that in the majority of
Member States, NPLs are provisioned for in
proportions of at least one third. Only in Cyprus,
NPLs appear both high as a share of total loans, and
Source: EBA. provisioned for a level close to 33%. Additional

indicators point to only contained vulnerabilities.
Liquidity risks as indicated by the bank loan-to-deposit ratio are identified only in few Member States,
e.g., in Denmark, Finland, Sweden and Luxembourg. Finally, after the post-pandemic period that saw
strong increases in many Member States’ overvalued housing markets (building on years of house price
growth exceeding household incomes), house prices begun to moderate since mortgage interest rates
increased coupled with high inflation putting pressure on household disposable income. However, in
several Member States (e.g., Estonia, Hungary, Czechia, Lithuania, Croatia, Latvia, Slovenia, Slovakia,
Bulgaria and Netherlands), risks related to developments in house prices have increased mostly in light of
the very high inflation rates in these countries in 2022 and mortgage rates that have not increase
substantially yet, or financing in flowing in from abroad (see Table 1.4.3)

40%
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(*®) When interpreting recent figures and inferring the impact of the crises on credit risk, it should be borne in mind that the figures
and risk indicators might still be affected by public support measures adopted by Member States. For instance, in the case of the
COVID-19 pandemic, loan moratoria and public guarantee schemes adopted as a response to the COVID-19 crisis have
provided relief to borrowers and mitigate the impact of the pandemic on bank balance sheets, while potentially deferring NPLs
to the post-crisis period. In addition, in some Member States, firms in needs that benefited from State guaranteed loans have
started to reimburse these loans. Given the challenging economic context, this would warrant monitoring as it could also be a
source of concerns. See for instance the November 2021 issue of the risk reduction monitoring report, jointly prepared by the
services of the European Commission, the European Central Bank (ECB) and the Single Resolution Board (SRB), which
provides a regular assessment on risk (reduction) within the Banking Union
(https://www.consilium.europa.eu/media/52788/joint-risk-reduction-monitoring-report-november-2021-for-publication.pdf).
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Table 1.4.3:  Potential triggers for contingent liabilities from the banking sector

Private Bank loan-to- NPL ratio (% NPL ratio NPL coverage House price
sector ] ) } - .
. deposit ratio of total change ratio nominal index
credit flow (%) gross loans) (pps.) (%) change (%)

(% GDP) ’

BE 5.7 100.5 1.1 -0.2 47.4 5.6

BG 5.9 73.9 2.1 -1.4 64.8

cz 4.5 81.2 1.1 -0.1 53.3

ok IESHNSe2SI 1S -0.2 -0.5

DE 6.7 122.9 1.1 0.1 33.0 5.3

EE 9.2 100.8 0.6 -0.1

IE 2.0 70.5 1.8 -0.6 12.3
EL 1.1 59.6 -0.6 43.0 11.1
ES 0.3 101.8 0.0 42.8 7.4
FR 8.7 107.8 1.9 0.1 45.6 6.3

HR 6.0 64.5 2.1 -0.8 67.8 SN
IT 2.9 92.8 -0.2 54.1 3.8

cY | -39 49.5 -0.7 34.2 2.7

LV 3.0 71.9 0.5 -0.1 36.8

LT 6.8 45.2 0.6 -0.4 40.4

LU -19.5 1.4 0.1 40.6 9.6
HU 9.2 80.7 -0.6 57.7

MT 6.4 56.4 2.3 -0.3 6.7
NL 6.9 111.2 1.3 0.0

AT 5.0 98.8 1.8 0.0 47.8 11.4
PL 2.0 72.4 0.1 63.5 11.8
PT 2.9 73.3 -0.3 59.1 12.6
RO B 61.3 -0.5 67.4 7.2
SI 5.2 66.4 1.6 -0.6 56.2

SK 9.3 112.7 1.6 0.1 56.8

FI 2.3 1.0 0.0 1.2
SE 10.3 0.2 0.0 34.8 3.6

(1) Upper and lower thresholds (see Annex A4): (i) Private sector credit flow (% GDP): upper threshold 11.7%, lower threshold
9.4%; (ii) Nominal house price index (Y-o-Y Change): upper threshold 13.2%, lower threshold 11.0%; (i) Bank loans-to-deposits
ratio: upper threshold 133.4%, lower threshold 107.0%; (iv) NPL ratio: upper threshold 2.3%, lower threshold 1.8%; (v) NPL ratfio
(Change): upper threshold 0.3 pps, lower threshold 0.2 pps; (vi) NPL coverage ratio: lower threshold 66%; upper threshold 33%.
Source: Eurostat (2022- for private sector credit flows and change in house price nominal index), EBA (June 2023 - for other
variables reported).

Implicit contingent liabilities from severe stress scenarios on the EU banking sector (SYMBOL
model) (¢¢)

The banking sector is a critical component of the global economy, providing essential financial
services and playing a key role in the capital allocation. In the aftermath of the 2008 global financial
crisis (GFC) and the 2012 euro area sovereign debt crisis, several new mechanisms and legal provisions
have been put in place over the last decade to increase the resilience of the financial sector, and notably
the banking sector, to crises and cushion their impacts on public finances. However, some risks for EU
public finances stemming from the EU banking sector may still arise in a hypothetical severe stress
scenario, and calling for a close monitoring of the fiscal risks arising outside the realm of public
finances. (°) The aim of the present analysis, which differs from stress test exercises performed by EU
bank supervisors, is to estimate, in the context of a probabilistic analysis, the impact of potential banking

(®%) This section has been prepared by the European Commission — DG JRC (Ispra).

(°") See, for instance (i) ECB (2020), ‘Liquidity in resolution: estimating possible liquidity gaps for specific banks in resolution and
in a systemic crisis. Occasional Paper Series No 250 / November 2020, and (ii) BIS (2020) Bank failure management in the
European banking union: What’s wrong and how to fix it. Occasional Paper No 15, July 2020.
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losses on (implicit) contingent liabilities to public finances in case of the realisation of a hypothetical
severe financial crisis originating from a financial shock similar of that of 2008. (%) (%)

To assess to which extent vulnerability from the financial side of the economy can affect public
finances in the EU, banking losses are being simulated in a severe stress scenario, based on the
Systemic Model of Banking Originated Losses (SYMBOL). SYMBOL is a micro simulation model
that was developed during the aftermath of the GFC by the European Commission's Joint Research
Centre (JRC) and Directorate General Financial Stability, Financial Services and Capital Markets Union
(DG FISMA). (°) By exploiting the information from EU banks’ balance sheets and accounting for the
existing internal loss-absorbing capacity, resolution tools and safety nets (i.e., total capital, bail-in,
resolution funds), SYMBOL allows to simulate — in the event of a severe systemic banking crisis - the
size of residual banking losses and recapitalisation needs that may need to be absorbed by the public
sector. (%) Failure of any individual bank is determined by the size of the losses, compared to the actual
regulatory capital available to absorb them. A bank is resolved or liquidated as soon as its actual total
capital is below its minimum capital requirements. (72 In every simulation, the model considers whether
resolution tools (only bail-in tool is used in the simulation) ("®) and the use of resolution funds would
allow to overcome the shock and cover losses, also including recapitalisations need to reach the minimum
capital requirements. If not, the excess losses are assumed to impact the public finances and can be
considered as contingent liabilities.

Overall, the approach used can be described as follows: (™)

e  First, the scenarios are calibrated to reproduce the severity of the 2008-2012 crisis in terms of stress
on the value of banking assets, i.e., a severe and systemic financial crisis. (")

(®®) Instead of estimating the impact on individual banks (e.g., on CET1) following an economic financial stress on the economy,
the SYMBOL modelling framework looks at the consequences in terms of systemic losses when bank losses are correlated.

(°®) The analysis does not include all second-round effects, which could also result from the fiscal impact of possible bank failures.
According to the European Commission (2016 and 2019), the relationship between the government's budget and the balance
sheets of banks is not uni-directional, but rather circular and dynamic. However, the analysis presented here does not consider
all dynamic effects, which are deemed beyond the scope. For example, it does not account for the fact that a downgrade of
sovereign bonds can decrease the value of bank assets, leading to increased funding costs and further downgrades for banks.

(™) The SYMBOL framework is not intended as a stress test of individual European banks as it is done in the context of the
EBAJECB stress testing framework, but rather as an assessment of the potential for the system as a whole to generate
contingent losses in extreme stress or tail risk scenarios. As such, it is not appropriate to make any comparisons between the
SYMBOL and EBA/ECB stress testing frameworks, since both the aims and underlying modelling assumptions (including the
assumed stress levels) are different. Furthermore, the model has been used by (i) the EBA for the call for advice regarding
funding in resolution and insolvency part of the review of the crisis management and deposit insurance framework (available
here), and (ii) the European Commission in the impact assessment accompanying the proposal for the reform of bank crisis
management and deposit insurance framework (available here).

(™) The SYMBOL results presented in this section do not take into account in the safety net cascade the Common Backstop to the
Single Resolution Fund (SRF) recently added to the existing arsenal.

(") Under all scenarios, the required level of recapitalisation is set at 10.5% of risk weighted assets (RWA) for each bank plus
global systemically important banks (GSIBs) and other systemically important institutions (OSII) buffers. This represents the
minimum level of capital and capital conservation buffer set by the Capital Requirement Regulation (CRR) and Capital
Requirement Directive (CRD). Pillar 2 requirements are not included in the recapitalisation needs, as in the past this data was
not uniformly published.

(™) Resolution in this exercise refers to bail-in with recapitalisation, i.e., banks are resolved by restructuring and continuing on the
market. In practice, other instruments can be used such as sale of business/bridge bank tool where the bank may exit the market
and there is no need to recapitalise it so that it continues to comply with minimum capital requirements. See the SRB MREL
dashboard for more information (https://www.srb.europa.eu/en/content/mrel-dashboard-0).

(") The approach follows Benczur P., Berti K., Cariboni J., Di Girolamo F. E., Langedijk S., Pagano A., and Petracco Giudici M.
(2015). Banking Stress Scenarios for Public Debt Projections. European Economy Economic Papers 548, and the Commission
2022 Debt Sustainability Monitor.

(™) The period 2008-2012 covers two sub-periods: the 2008-2009 GFC and the euro area sovereign debt crisis in 2011-2012. The
stress and severe stress scenarios impose a similarly sized underlying shock but use different assumptions on other model
parameters, i.e., the severe stress scenario explicitly models that banks are forced to fire-sell their assets which gives rise to
significantly higher bank losses (see more details in the Methodological annex). Also, to estimate the banking loss and
recapitalisation needs that each Member States would be expected to face in case of a future major financial crisis, the focus is
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Second, the scenarios consider the latest available data on banking balance sheets (as of end 2022)
and account for the quality of banking assets based on current situation. (76)

Third, the scenarios take into account, in addition to banks' total capital, the existing tools and safety
nets for bank recovery and resolution (bail-in and resolution funds — RF) to partly cover banks’ losses
and recapitalisation needs. (")

Fourth, banks’ excess losses (i.e., losses in excess of the available total capital of a bank) and
recapitalisation needs (i.e., funds necessary to restore the bank's minimum level of capitalisation) that
cannot be covered by legal safety net are assumed to fall on national public finances.

Fifth, the bail-in and safety nets are assumed to prevent the onset of any further contagion effects. (%)

Finally, less significant institutions are assumed to be liquidated in case of residual losses and
recapitalisation needs, while significant institutions might be recapitalised or liquidated. (°)

SYMBOL also allows splitting final losses into excess losses (i.e., losses in excess of total capital) and
recapitalisation needs (before and after the private safety nets). (5%) This provides differentiated
impacts of these two types of funding needs on national public finances. Bank losses in excess of capital,
usually covered by capital injections (subsidies) in the banking sector, are considered to affect public
deficit and debt. As for recapitalisation needs, they are assumed be recouped (and thus "reintegrating”
public finances at a later stage) as government receives shares in the bank in exchange. (8') Consequently,
recapitalisation needs affect only gross debt (through stock-flow adjustments).

)

@)

)

)

)
*)

on the extreme realisations of the common factor (including recapitalisation needs) obtained from SYMBOL. For instance, bank
losses and recapitalisation needs triggered by the global financial crisis are proxied by state aid data, in particular the total
recapitalisation and asset relief provided to banks over 2008-12 (around EUR 615 billion), see European Commission (2014),
State Aid Scoreboard 2014, and Benczur et al (2015) op.cit.

The ‘current situation’ refers to ‘short-term’ results - occurring in one-year time - assuming constant bank balance sheets (end
of 2022) in line with the current situation where there is a full implementation of the EU financial Regulation. Since NPLs have
been a significant concern for banks and supervisors, the model includes specific adjustments, reflecting the potential
insufficient provisioning for NPLs in a severe banking crisis: non-collateralised NPLs are assumed to count as loan losses for
the system, while those that are collateralised (by immovable property) are redeemable subject to a recovery rate. Extra losses
from NPLs are then added to those obtained from the SYMBOL simulation before the intervention of any safety net tools. The
mechanism generates extra losses which might materialise in case of a severe banking crisis, even for banks that are not failed.
See the technical annex for more details.

It should be borne in mind that the focus of the SYMBOL model being the banking sector, it assumes that the banks’ losses and
recapitalisation needs (partly) disappear once the safety nets are applied. In practice, these losses and recapitalisation needs are
transferred to other sectors (e.g., domestic insurance, pension funds or households, or foreign sector) that hold bail-inable bonds
and related contingent liabilities. When including these effects, final results could be higher.

In the SYMBOL model, potential contagion across banks through bail-in is disregarded due to scarce data. Moreover, the model
assumes that contagion across global systemically important banks (GSIBs) due to the bail in has been already addressed by the
EU banking reform package, where crossholdings of total loss-absorbing capacity (TLAC) instruments are to be deducted
between GSIBs.

This assumption is consistent with the fact that entities under direct ECB supervision do not go automatically into resolution, as
the SRB decides on a case-by-case basis the resolution of the bank. To model the decision on public interest, we divide the
banks into three groups: GSIBs, significant institutions s (excluding GSIBs), and less significant institutions. We associate each
group with a probability of going into resolution if failing or likely to fail. For GSIBs and their subsidiaries, this probability is
set to 100% (i.e., GSIBs will always be resolved); for significant entities, we consider an 80% resolution probability, and the
remaining institutions will always go into insolvency when failing (i.e., with a resolution probability equal to 0%). Furthermore,
it should be noted that some less significant institutions in the Banking Union are currently earmarked for resolution and not for
liquidation, thus it might be that this assumption is not fully aligned with the actual choice of liquidating versus resolving a
bank.

The estimates from the waterfall of loss allocation according to the liability structure is presented in Table 1 below.

The recapitalisation needs are considered recoverable, as the capital injection is exchanged for shares (resulting in partial
government ownership of the bank), which is recorded as a financial transaction affecting neither the deficit nor the net debt,
but only the gross debt through the stock-flow adjustment. This is valid under the assumption that such recapitalisations meet
the following criteria of the Eurostat's decisions on the statistical recording of public interventions to support financial
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We report results for two alternative scenarios, both referring to the same minimum required level
of recapitalisation (82), namely:

Stress scenario: In this scenario, bank losses are simulated for a hypothetical stress scenario, without the
modelling for ‘fire sales’ mechanism. The losses due to NPLs (as per balance sheet) are calculated by
using a constant recovery rate (RR).

Severe stress scenario: Building on the stress scenario, this scenario includes a ‘fire sales’ mechanism,
which assumes that, during financial crisis, banks that are exposed to the same shock would have a
common negative impact on the value of the assets and would be forced to liquidate assets to keep their
liquidity position. This generates a fire-sales environment that is included by increasing the asset
correlation among banks. This eventually affects the banks’ asset value, and severity of the crisis,
compared to the stress scenario. In addition, NPL losses are modelled by linking the level of recovery
rates to the size of the common shock. (8%) Hence, the higher the correlation, the more important are the
losses. This reflects the markets’ pressure to clean up their balance sheets during a financial crisis, and to
what extent the dynamics are correlated across countries.

institutions and markets: the financial instrument used ensures a sufficient non-contingent rate of return and the State Aid rules
are complied with (see March 2013 Decision and the earlier July 2009 Decision).

(®2) The required level of capitalisation considered is 10.5% of the bank’s Risk Weighted Asset (RWA), i.e., the minimum level of
capital and capital conservation buffer set by the CRR and CRD, plus any buffer for Global Systemically Important Institution
(G-Slls) or Other Systemically Important Institutions (O-Slls). Although mandatory, we do not include Pillar 2 Requirements
(P2R) to keep consistency with the exercise from past years, when data on P2R was not consistently available for all
institutions.

(®%) See the methodological annex for additional details.
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The analysis relies on the latest available unconsolidated
banks’ balance sheet data (as of end-2022), covering
commercial, saving, and cooperative banks. (8) The sample
includes 2635 EU banks and accounts for around 75% of the
total assets of the EU banking system. (%) The sample ratio
changes for each Member States ranging from 31% in Ireland
to higher than 100% in Finland and Estonia. (8%) This
variability calls for a cautious reading of the results, notably
for countries with a low coverage ratio (i.e., low share of total
assets) and small number of banks as any change in the data
could have large effects on results. For the reference year
2022, unconsolidated data for commercial, saving and
cooperatives banks are included. The data provided by Orbis
Bank Focus occasionally lack information on specific
variables for some banks in the sample (e.g., capital, risk
weighted assets (RWA), provisions, NPLs). In those cases,
complementary data sources are used, and statistical
methodologies are applied to impute missing data. (¢7)

When estimating the impact of potential bank losses on
public finances, SYMBOL implements the loss allocation
cascade according to the legislation currently in force to
partly cover banks’ excess losses and recapitalisation needs
before the involvement of general government. Throughout
the cascade of safety net interventions, it can then be traced
how much of each of these two types of financing needs are
picked up by the different tools, e.g., total capital, bail-in of
liabilities and Resolution Fund interventions (Table 1.4.4).

() The main source for these banks' financial statements is the Orbis BankFocus database. Other sources, for aggregated data at

EU level, are the ECB statistical warehouse and the EBA risk dashboard.

(®) Descriptive statistics on the representativeness of the sample by country and additional balance sheet data are provided in the

methodological annex.

(®%) The sample ratio refers to ratio between the sample total assets (source: Orbis Bank Focus) and the population total assets
(source: ECB), and it is used to adjust (by upscaling or downscaling) the amount of SYMBOL potential losses. The sample ratio
changes per Member States. Usually, when this ratio is above 100%, this reflects discrepancy issues due to different accounting
principles between the ECB data and the balance sheet from the Orbis Bank Focus database. In the case of Finland and Estonia,

Table 1.4.4:

Leftover financial needs after

each safety net tool (% of GDP

2022), stress scenario

Excess losses

Excess losses Excess losses

lus reca lus reca
plus recap aF;ter bail ipn ’;ﬁer RFE
BE 0.4% 0.3% 0.1%
BG 0.1% 0.1% 0.1%
cz 0.2% 0.2% 0.1%
DK 0.2% 0.1% 0.1%
DE 0.4% 0.1% 0.0%
EE 0.2% 0.2% 0.1%
IE 0.4% 0.4% 0.1%
EL 1.0% 1.0% 0.2%
ES 1.1% 0.9% 0.3%
FR 1.1% 0.5% 0.2%
HR 0.1% 0.1% 0.0%
IT 0.5% 0.4% 0.1%
CcYy 0.6% 0.4% 0.1%
LV 0.1% 0.1% 0.0%
LT 0.2% 0.1% 0.0%
LU 7.0% 6.6% 2.4%
HU 0.2% 0.2% 0.1%
MT 0.2% 0.1% 0.0%
NL 0.4% 0.3% 0.1%
AT 0.3% 0.3% 0.1%
PL 0.2% 0.2% 0.1%
PT 0.5% 0.4% 0.1%
RO 0.0% 0.0% 0.0%
SI 0.2% 0.2% 0.0%
SK 1.0% 1.0% 0.4%
Fl 0.4% 0.1% 0.0%
SE 0.1% 0.0% 0.0%

(1) The results are presented as- occurring in
one-year time - assuming constant bank
balance sheets (end of 2022) in line with a

situation where there is a duly implementation

of the EU legal financial safety nets as
presented in Annex Aé.
Source: Commission services.

the final balance sheets include higher Total Assets than the value collected and reported by the ECB (December 2022).

(®") Capital is imputed via a robust regression by using common equity, while RWA are approximated using the total regulatory
capital ratio (at bank or country level). Missing values for provisions have been estimated by country aggregates coming from

the EBA dashboard (https://www.eba.europa.eu/risk-analysis-and-data/risk-dashboard), while missing values for NPLs have
been imputed by applying a robust regression using provisions as explanatory variable. Recovery rates (country aggregates) are

taken from the World Bank (2020 Doing Business report 2020). Also, see the Methodological Annex for further details.
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In fact, if after depletion of capital, a bank is failing or left undercapitalised with respect to the minimum
level established in the scenarios, the bail-in tool is applied at individual bank level. (%) If this is not
enough, and a Resolution Fund (RF) is allowed to intervene, it is then assumed to intervene up to 5% of
the total assets of each bank. (8%) Given that the coverage in terms of the number and total assets of banks
in the sample is not complete, the RF is assumed to have ex-ante funding equal to 1% of covered deposits
in the sample. Any leftover losses or recapitalisation needs not covered after all available tools have
intervened are finally assumed to be covered by the government, taking into account the ratio between the
total assets (TA) in the sample and the population of all banks.

Overall simulated (residual) banks’ losses and recapitalisation needs are overall limited thanks to
the safety nets. Table 1.4.5 shows the simulated bank losses in excess (i.e., after duly applying all the
different layers of the legal safety nets), and which would be considered as (implicit) contingent liabilities
for governments. (*°) This positive development is captured by the SYMBOL thanks to the fundamentally
stronger bank capital and liquidity positions in the EU. Banks also rely on strengthened risk management
processes brought about by the EU financial reforms agenda.

In details, the results point to limited (implicit) contingent liabilities risks coming from the banking
sector for almost all Members States, but Luxembourg, where this is mainly explained by the size of
the banking sector in relation to national GDP. Under the stress scenario, the expected budgetary
impact of a major crisis seems contained for most Member States with losses and recapitalisation needs
generally not exceeding 1% of the GDP (see Table 1.4.5). (*1) The highest figures are recorded for
Luxembourg (2% of GDP). Under the severe stress scenario, a more significant impact is being
simulated, with combined potential losses and recapitalisation needs reaching up to 1% of GDP in most
Member States. In a few countries, they would exceed 1% of GDP (Greece (1.2% of GDP) and Spain
(1.5%), and up to 7% of GDP in Luxembourg (7.5%). There are several reasons why Luxembourg
exhibits a high magnitude of losses. First of all, the size of the banking sector (in terms of assets) in
Luxembourg is nearly EUR 1 trillion as compared to its GDP of approximately EUR 80 billion. In
addition, about 25% of its GDP comes from the financial sector. As a result, any substantial change to
even a mid-sized bank in terms of its capital management is expected to imply non-negligible effects in
the SYMBOL results. (%)

(®®) The Bank Recovery and Resolution Directive (BRRD) does not establish a harmonised level of liabilities eligible for bail-in,
but Art. 44 sets out that the Resolution Fund (RF) can kick in only after shareholders and holders of other eligible instruments
have made a contribution to loss absorption and recapitalisation of at least 8% of total liabilities and own funds (TLOF),
approximated by total assets or TA). Since bank-level data on bail-inable liabilities is unavailable, the bail-in tool is modelled in
both the short- and long-term by imposing that individual banks hold a Loss absorbing capacity (LAC) of at least 8% of their
TLOF. In practice banks with total capital under this threshold are assumed to meet the 8% minimum threshold via bail-inable
liabilities. In the simulation, bail-in stops once the 8% of TA limit has been reached. If a bank holds capital above 8% of TA,
there would be no bail-in, but capital might be bearing losses above 8% of TLOF.

(®) Art. 44 of the BRRD sets out that the contribution of the resolution financing arrangement cannot exceed 5% of the total
liabilities. In case of excess demand for Single Resolution Fund (SRF), funds are rationed in proportion to demand (i.e.,
proportionally to excess losses and recapitalisation needs after the minimum bail-in, capped at 5% of TA at bank level).

(*®) SYMBOL provides the important advantage of allowing incorporating features of the national banking systems, while
remaining within a unified conceptual framework across EU Member States. In particular, in a DSA context, it takes into
account the distribution of the size (total assets), the asset quality (risk-weighted assets or RWA), and the capitalisation
(regulatory and total capital) of each Member State’s banking sector. All these elements can lead to important cross-country
differences in terms of simulated losses and recapitalisation needs pointing to heterogeneous level of fiscal risks stemming from
the banking sector.

(°*) We consider the 1% of GDP as a threshold to provide a comparison with the historical cost of banking crises, including the
GFC.

(®3) It is also worth noting that most of the banks in Luxembourg are part of large European and international banking groups.
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Table 1.4.5:

Implicit contingent liabilities from banks’ excess losses and recapitalisation needs

2024 DSM 2019 DSM
Severe stress Stress Severe stress
Scenarios: (a) (b)
Excess Recap Excess Recap Excess Recap Excess Recap
losses needs losses needs losses needs losses needs
10.5% 10.5% 10.5% 10.5%
To deficitand Directlyto  To deficitand  Directly to To deficitand Directlyto  To deficitand Directly to
debt debt debt debt debt debt debt debt
BE 0.0% 0.1% 0.0% 0.5% 0.0% 0.1% 0.0% 1.5%
BG 0.0% 0.0% 0.0% 0.1% 0.0% 0.1% 0.0% 1.6%
cz 0.0% 0.1% 0.0% 0.2% 0.0% 0.1% 0.0% 1.2%
DK 0.0% 0.1% 0.0% 0.2% 0.0% 0.1% 0.0% 0.4%
DE 0.0% 0.0% 0.0% 0.2% 0.0% 0.2% 0.0% 1.4%
EE 0.0% 0.1% 0.0% 0.3% 0.0% 0.1% 0.0% 0.5%
1E 0.0% 0.1% 0.0% 0.6% 0.0% 0.3% 0.0% 4.0%
EL 0.0% 0.2% 0.1% 1.1%
ES 0.0% 0.3% 0.1% 1.4% 0.0% 0.9% 0.0% 5.9%
FR 0.0% 0.1% 0.1% 0.7% 0.0% 0.3% 0.0% 2.7%
HR 0.0% 0.0% 0.0% 0.1% 0.0% 0.1% 0.0% 1.0%
IT 0.0% 0.1% 0.0% 0.5% 0.0% 1.0% 0.1% 6.4%
CcY 0.0% 0.1% 0.1% 0.6% 0.1% 2.7% 1.7% 15.6%
LV 0.0% 0.0% 0.0% 0.1% 0.0% 0.1% 0.1% 0.5%
LT 0.0% 0.0% 0.0% 0.1% 0.0% 0.0% 0.0% 0.5%
LU 0.0% 2.4% 0.2% 7.3% 0.0% 0.5% 0.0% 8.7%
HU 0.0% 0.1% 0.0% 0.3% 0.0% 0.1% 0.0% 0.7%
MT 0.0% 0.0% 0.0% 0.2% 0.0% 0.5% 0.0% 5.2%
NL 0.0% 0.1% 0.0% 0.5% 0.0% 0.1% 0.0% 1.0%
AT 0.0% 0.1% 0.0% 0.3% 0.0% 0.2% 0.0% 1.6%
PL 0.0% 0.1% 0.0% 0.3% 0.0% 0.2% 0.0% 1.7%
PT 0.0% 0.1% 0.0% 0.5% 0.1% 1.8% 0.9% 7.0%
RO 0.0% 0.0% 0.0% 0.1% 0.0% 0.0% 0.0% 0.6%
Sl 0.0% 0.0% 0.0% 0.3% 0.0% 0.3% 0.0% 2.0%
SK 0.0% 0.4% 0.0% 0.9% 0.0% 0.5% 0.0% 1.9%
Fl 0.0% 0.0% 0.0% 0.2% 0.0% 0.1% 0.0% 1.4%
SE 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.2%

(1) The scenarios for 2023 DSM and 2019 DSM estimate the potential excess losses and recapitalisation needs for 2024 and
2020 (in % of GDP 2022 and 2018) respectively. (2) In 2019 DSM, Greece was under enhanced surveillance and therefore was

not included in the debt sustainability analysis.

Source: Commission services.

When comparing latest results against the last pre-COVID exercise (based on the data of year 2020,
published in the 2019 DSM), the overall assessment in terms of contingent liabilities’ risks appears
more favourable. Being mindful that SYMBOL is not designed for comparison of intertemporal model
outcomes or their main drivers, Table 1.4.5 shows lower simulated implicit contingent liabilities
stemming from the banking sector, especially with respect to the stress scenario where a majority of
Member States were simulated to experience losses above 1% of their GDP, with Cyprus reaching over
15% of GDP. These more favourable results in terms of simulated losses can be attributed to a sharp
decrease in non-performing loans (NPLs) in almost all EU countries (see Graph 4.12). The cross-country
average ratio of NPLs has decreased from 6.9% in the DSM 2019 to 2.9% in this report.
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Graph 1.4.12: Ratio of non-performing loans by Member State — 2019 DSM vs. 2023 DSM
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(1) 2019 DSM refers to 2018 data, Q4 and 2023 DSM to 2022, Q4.
Source: ORBIS, Commission services.

In case of a systemic banking crisis, the probability for implicit contingent liabilities to have an
impact on public finances greater than 3% of GDP is significant only for a limited set of Member
States (Luxembourg, Spain and to a lesser extent Cyprus and Greece) (Table 1.4.6). (*®) Drawing
from the previous results, SYMBOL allows estimating at country level the probability that public
finances are significantly hit by losses and recapitalisation needs in case of a major banking crisis. (**) As
shown in Table 1.4.6, stress scenario estimates point at a very low probability to have a significant impact
on public finances (of banks excess losses and recapitalisation needs) for most Member States except
Luxembourg. (®*) Under the more extreme stress scenario, this probability becomes more significant in
few additional Member States, in particular Spain, Greece, Cyprus, France and Ireland.

The latest model-based probabilities are more favourable compared with the last pre-COVID
exercise, i.e., based on the data of year 2020 (published in the 2019 DSM). Table 1.4.6 shows lower
expected implicit contingent liabilities stemming from the banking sector in this edition of the report,
especially in the stress scenario. Indeed, in the 2019 DSM, a majority of Member States were expected to
face significant probabilities to have their public finances being hit by more than 3% of their GDP in case
of systemic banking crisis. The difference can again be attributed to a sharp decrease in non-performing
loans (NPLs) in almost all EU countries.

(°®) It should be noted that these are not “real world” probabilities but theoretical ones, i.e., model-based measures that should not
be interpreted in absolute terms.

(*) By reporting the theoretical probability that public finances are significantly (i.e., by at least 3% of GDP) affected in a systemic
banking crisis, SYMBOL provides additional contingent liability risk measure i.e., the probability distribution of the amount of
public funds needed to cover losses after exhausting the protection provided by the financial safety nets.

(*) Benczur, P., Cannas, G., Cariboni, J., Di Girolamo, F., Maccaferri, S. and Petracco Giudici, M. (2017). Evaluating the
effectiveness of the new EU bank regulatory framework: a farewell to bail-out, Journal of financial stability, 33, 2017, pp. 207-
223, ISSN 1572-3089.

102



I.4. Additional aggravating and mitigating risk factors for fiscal sustainability

Table 1.4.6:  Model-based probabilities of public finances being hit by more than 3% of GDP, in the event of a severe crisis
(i.e., involving excess losses and recapitalisation needs in at least three different EU Member States)
2023 DSM ' 2019 DSM
Stress Severe stress Stress Severe stress
(@) (b) | (@) (b)
BE 0.02% 0.35% : 0.02% 0.78%
BG 0.00% 0.04% 1 0.00% 0.53%
CcZz 0.01% 0.12% 1 0.02% 0.56%
DK 0.08% 0.25% : 0.07% 0.45%
DE 0.00% 0.09% 1 0.01% 0.57%
EE 0.01% 0.21% 1 0.00% 0.04%
IE 0.04% 053% | 012  |INCESEENN
EL 0.07% 0.98% 1
ES 0.16% _ 0.38% -
FR 0.03% 0.56% I 0.04%
HR 0.00% 0.04% | 0.01% 0.54%
CY 0.04% 0.57%
LV 0.00% 0.01% | 0.00% 0.02%
LT 0.00% 0.02% I 0.00% 0.04%
W O o SE
HU 0.03% 0.19% 1 0.01% 0.12%
MT 0.02% 0.23% : 018% [N
NL 0.05% 0.46% | 0.05% 0.68%
AT 0.01% 0.15% : 0.01% 0.56%
PL 0.00% 0.11% I 0.00% 0.59%
PT 0.02% 03% 1 o70% (NI
RO 0.00% 0.00% : 0.00% 0.04%
Si 0.00% 0.08% I 0.00% 0.75%
SK 0.01% 0.30% | 0.01% 0.74%
Fi 0.01% 0.16% : 00s% |G
SE 0.01% 0.04% 1 0.03% 0.20%

(1) The scenarios for 2023 DSM and 2019 DSM estimate the potential excess losses and recapitalisation needs for 2024 and
2020 (in % of GDP 2022 and 2018) respectively. (2) In 2019 DSM, Greece was under enhanced surveillance and therefore was
not included in the debt sustainability analysis. (3) The losses considered are the excess losses after the safety net (i.e.,
including bail-in and the resolution funds). (4) Green: low risk (model-based probability lower than 0.50%), Yellow: medium risk
(model-based probability between 0.50% and 1%); Red: high risk (model-based probability higher than 1%). (5) We include
the current results as well as the analysis from a pre-COVID period. The map is calibrated conditional on having (a) the
banking sector in distress, and (b) at least three Member States with government's contingent liabilities. See the
methodological annex for more details on the computation of the heatmap.

Source: Commission services.

1.4.3. GOVERNMENT ASSETS AND NET DEBT

In 2022, the net debt (*) in the EU was about 17 pps. of GDP lower than gross debt, with sizeable
differences across Member States. This essentially reflects the large variation of government financial
assets across Member States, which is due to the set-up of pension systems, the past realisation of
contingent events, or country-specific fiscal policies such as maintenance of large cash buffers. The
difference between gross and net debt was more than 30 pps. of GDP for Cyprus, Finland and
Luxembourg (see Graph 1.4.13) and between 20 and 30 pps. in the cases of Sweden, Denmark, Slovenia,
Greece, and Germany. For Luxembourg, among the Member States with the lowest gross debt, net debt is
even negative as the value of financial assets exceeds the outstanding government debt at face value. The

(°®) Measured as the difference between, on the one hand, EDP debt and, on the other hand, financial assets in the form of currency
and deposits (AF.2), debt securities (AF.3) and loans (AF.4).
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difference between gross and net debt is less than 10 pps. of GDP for Ireland and Romania. Among the
Member States considered, for those with the highest government debt, i.e., Greece, Italy, Portugal, Spain
and France, net debt is around 15 pps. of GDP lower than gross debt (though for Greece, the difference is
higher at about 25 pps. of GDP due to large cash buffers). Also in net terms, these countries have the
highest debt burden among EU Member States. Overall, country rankings for indebtedness are similar
when comparing gross and net debt.

Graph 1.4.13: Gross and net debt, total liabilities and financial assets in 2022 (% of GDP)
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W Gross debt (EDP) Total liabilities (at market value) ® Financial assets (AF.2, AF.3, AF.4)

O Currency and deposits (AF.2) ® Net debt (gross debt - financial assets)

Source: Eurostat.

In most Member States gross and net debt ratios have increased over the past decade (see Graph
1.4.14). In the majority of Member States, debt increased under both gross and net terms over the last
decade. The largest decrease in both gross and net debt ratios decreased between 2010 and 2022 is
recorded in Ireland, Germany, Malta and Denmark. A large (positive) difference between changes in
gross and net debt is found for Cyprus. In this country, gross debt rose by about 30 pps. of GDP between
2010 and 2022, while over the same period, net debt only decreased by 6 pps. of GDP. The large-scale
financial sector rescue operations led to higher deficits and debt but also involved the accumulation of
financial assets. This example illustrates how net debt figures help interpret increases in gross debt that
result from financial assistance to the private sector.
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Graph I.4.14: Change in gross and net government debt ratio (pps. of GDP, 2010-22)
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(1) The following financial assets are considered for the calculations of net debt: currency and deposits (AF.2), debt securities
(AF.3) and loans (AF.4).
Source: Commission services based on Eurostat.
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