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Quake-damaged buildings in Christchurch, New Zealand.
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key government task in managing public finances
is to forecast how government revenues, expendi-
tures, budget deficits, and public debt will evolve
over time. Armed with this knowledge, policy-
makers can determine whether changes in tax and spending
policy are needed to maintain overall economic stability.
Recent experience, however, indicates that public finances
frequently evolve in unexpected ways. Adverse events often
cause higher budget deficits and larger increases in public debt
than anticipated. In other words, public finances are subject to
“fiscal risks”—events that may cause fiscal outcomes to devi-
ate from expectations or forecasts. These can arise from unan-
ticipated macroeconomic developments (such as a slowdown
in economic activity) or the realization of “contingent liabili-
ties”—obligations that are triggered by an uncertain event.
These can be either explicit liabilities that are legal in nature
(such as government loan guarantees to farmers when there is
a crop failure) or implicit liabilities, public expectation of gov-
ernment responsibility not established in law (for example, to
bail out banks after a financial crisis).
A better understanding of fiscal risks and how to manage
them is critical if countries wish to avoid large and unexpected
increases in public debt that knock fiscal policy off course.

Fiscal risks

To examine the size and nature of fiscal risks countries have
confronted, the IMF undertook a comprehensive survey
(2016), looking at fiscal “shocks”—that is, the point at which

48 Finance & Development December 2016

fiscal risks become reality and affect public finances—to gov-
ernment debt in 80 countries over the past quarter century.
The survey confirmed that fiscal shocks are large and frequent,
with countries experiencing an adverse shock of 6 percent of
GDP once every 12 years on average and a large event—cost-
ing more than 9 percent of GDP—every 18 years on average
(see chart). Because these figures are only averages, the size
and frequency can vary greatly from country to country.

Fiscal shocks have a number of causes. Sharp downturns in
economic growth (macroeconomic shocks) and financial sector
bailouts have been the most damaging, averaging about 9 per-
cent of GDP per event. But legal claims against the government,
bailouts of troubled state-owned enterprises, and claims from
subnational governments (such as provinces, states, or cities)
have also imposed large fiscal costs—averaging about 8 and 3%
percent of GDP, respectively. While natural disasters, on average,
cost about 1% percent of GDP, these events are more frequent
and the impact is much higher for disaster-prone countries. In
some cases, fiscal costs have been considerably larger, such as
after New Zealand’s Canterbury earthquake in 2010, which cost
about 5 percent of GDP, and costs of 4 percent of GDP after the
Great East Japan earthquake in 2011. Besides macroeconomic
shocks, the majority of fiscal shocks have come from implicit,
rather than explicit, contingent liabilities.

Despite the frequency and cost of fiscal risks, they are
poorly understood and managed. For example, only about
a quarter of the countries surveyed publish balance sheets
(which detail assets and liabilities), and in many cases these



are incomplete. Slightly fewer than one-third publish quan-
titative estimates of the impact of changes in key macroeco-
nomic variables—such as the exchange rate or inflation—on
public finances, and fewer than one-fifth publish quantified
statements of contingent liabilities.

Best practice

Countries should develop a more complete understanding
of their fiscal exposures and put in place comprehensive
strategies for their management. This involves a four-
stage process of identifying the sources of fiscal risks and
assessing their potential impact on public finances, assess-
ing whether steps should be taken to reduce fiscal expo-
sure, deciding whether to budget for risks that cannot be
mitigated, and determining whether a larger safety margin
(in the form of lower public debt) is needed to accommo-
date some or all of the risks that cannot be budgeted for or
mitigated. The higher safety margin can allow countries
to absorb most negative shocks to public finances without
raising debt to undesirably high levels.

Identifying and quantifying fiscal risks: This involves
assigning a number to their magnitude and, where possible,
estimating their likelihood. For example, Chile, Colombia, and
Peru use simulations to estimate contingent liabilities associated
with minimum revenue guarantees to private contractors under
public-private partnership arrangements. Sweden estimates
price guarantees based on market and options pricing data, as
well as simulations. When quantification is too difficult, risks
can still be classified into categories (such as probable, possible,
and remote) based on judgments about their likelihood.

Mitigating fiscal risks: The diverse array of potential
shocks implies that there is no magic bullet to safeguard pub-
lic finances and that a range of tools is needed. The choice of
instrument depends on the nature of risks, the cost-benefit
trade-off between mitigating and accommodating them, and
institutional capacity. Mitigating measures can include direct
controls and limits on fiscal exposures. For example, Iceland
limits how much debt subnational governments can accumu-

Risk to reality
Costly fiscal shocks—such as natural disasters, economic
downturns, and financial sector bailouts—occur frequently.
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private, nonfinancial entities. Subnational refers to governments below the national level and
includes states, provinces, and cities. Data cover 80 advanced and emerging market economies
from 1990 to 2014.

late, and Hungary restricts the issuance of new guarantees.
Those measures can also involve regulations or incentives to
reduce risky behavior (many countries, for example, require
banks to hold capital buffers against losses; Sweden charges
risk-related fees to beneficiaries of government guarantees).
In some cases, risks can be transferred to third parties—for
example, by purchasing insurance (which Turkey has done
for natural disasters). Governments in countries in which
national revenues depend on commodities can also adopt
hedging instruments to lock in the selling price ahead of
time and protect against price declines. Mexico’s catastrophe
bonds are another way to transfer risks of certain natural
disasters to investors. If a specified catastrophe occurs, inves-
tors forgive the Mexican government’s debt. If the catastro-
phe does not occur, the government continues to pay out
principal and interest, just as for an ordinary bond.

In some cases, eliminating all
risks may be undesirable.

Budget provisions: Policymakers should incorporate in
the budget expected costs of highly probable risks (for exam-
ple, in the United States for credit guarantees and in Australia
for student loan defaults); create a budget contingency for
risks that are moderate and possible (for example, in the
Philippines for natural calamities); and consider setting aside
financial assets to meet the costs if larger risks materialize
(for example, Chile’s stabilization fund, which accumulates
money when copper revenues are high).

Accommodate residual risks: Some risks may be too
large to cover, too costly to mitigate, or simply not pre-
cisely known. For example, some remote events (such as
natural disasters that occur every hundred years) may
be too costly to insure, or markets may not be liquid or
deep enough for countries with large commodity expo-
sures to hedge fully against all risk of a downturn in price.
Governments should take these risks into account in set-
ting long-term targets for government debt to allow a
margin of safety while remaining within the debt levels
defined by their fiscal rules. To get a sense of how big a
margin is needed, it is useful to examine what potential
swings in macroeconomic and fiscal variables could imply
for the path of public debt. Because these variables can-
not be predicted with certainty, countries might consider
a probabilistic approach to predicting the path of public
debt as a part of fiscal risk management (see box).

Countries also must develop more sophisticated and inte-
grated approaches to analyzing fiscal risks. Governments should
build on conventional risk analysis tools, which tend to focus
on the impact of plausible and discrete shocks, and periodically
subject public finances to a fiscal stress test similar to those used
to gauge the health of the banking system. These tests would
enable authorities to assess the consequences of various types of
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Forecasting in uncertain times

Most fiscal forecasts begin with a baseline scenario that uses
specific macroeconomic assumptions—for example, for eco-
nomic growth. If macroeconomic developments differ from
those assumptions, public finances will be affected. To get a
good sense of the possible outcomes, it is useful to construct
fan charts, which show different probabilities for the path
of the debt-to-GDP ratio from an initial starting point. The
basis for the probable paths are econometric estimates of the
relationship between different macroeconomic variables and
how past fiscal policy has reacted to those changes. In general,
countries that have experienced greater swings in macroeco-
nomic and fiscal variables will have a wider range of potential
outcomes and more uncertainty.

This information can be useful for countries in manag-
ing fiscal risks. In the chart, for example, in a country with a
fiscal rule that limits its debt to 60 percent of GDP, the initial
debt-to-GDP ratio is about 40 percent. In the baseline fore-
cast, the debt-to-GDP ratio is assumed to be about the same
over the next six years. Based on this projection it would seem
a foregone conclusion that this country would be able to stay
beneath that 60 percent ceiling. But given the past variability of
the overall economic environment and its effect on fiscal out-
comes, there is a 15 percent chance that the debt-to-GDP ratio
will exceed the ceiling in six years. Policymakers could use this
information to decide whether they need to lower their cur-

shocks to key macroeconomic variables—such as interest rates,
exchange rates, and housing prices. The authorities would have
to take into account the interaction of the shocks and realization
of related contingent liabilities on government liquidity, sustain-
ability, and solvency. For example, fiscal stress tests could involve
scenarios similar to what happened during the global financial
crisis, when public finances were hit by the combined effects of a
housing and financial crisis and a sharp economic slowdown. In
a constellation of such shocks, spending for the social safety net
can increase dramatically while national income, and thus tax
revenues, fall sharply.

In designing strategies for managing fiscal risks, govern-
ments should also take into account the costs of mitigating
them. This analysis must be informed by data on the prob-
ability of these risks, their macroeconomic consequences,
and society’s preferences. Some countries may prefer spend-
ing programs with a near-term benefit for the population
(such as public investment), rather than provisioning funds
to help address the consequences of possible natural disas-
ters. And in some cases, eliminating all risks may be unde-
sirable. Ending all risks to the financial system, for example,
might require deposit insurance and capital requirements
that would unduly stifle lending and economic growth.

Priorities differ

Efforts to strengthen fiscal risk analysis and management
should take into account differences in countries’ abilities to
handle sophisticated monitoring and quantitative analysis of
their fiscal risks.
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Debt outlook

The potential for wide ranges in future debt levels occurs in
countries that experience large swings in macroeconomic
variables (such as economic growth) and fiscal policies.
(debt, percent of GDP)
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Note: In this example, the emerging market country has a public debt limit of 60 percent of
GDP and in the base year had public debt equivalent to 40 percent of GDP. But by year six, a
wide range of debt outcomes (including debt above 60 percent) is possible, given uncertainty
about future developments in the overall economic environment and fiscal policies.

rent 40 percent debt-to-GDP ratio to ensure that the country
has enough of a safety margin to stay under the ceiling, taking
into account the priorities of the government and how willing
policymakers are to risk exceeding their debt ceiling.

For example, countries with limited capacity in this area
should aim first to develop basic financial balance sheets,
establish rules of thumb for public finance sensitivity to key
macroeconomic variables, and better understand and disclose
major contingent liabilities. Countries with higher capacity
could focus on disclosing the size and probability of their con-
tingent liabilities and on periodic stress tests to estimate their
exposure to extreme events.

Fiscal risk mitigation strategies should also be tailored to
capacity. Low-capacity countries should focus on limiting
their exposure to guarantees, public-private partnerships,
and other explicit contingent liabilities through direct con-
trols and caps. Countries with higher capacity could make
more effective use of regulations, incentives, and risk trans-
fer instruments and recognize and provide for any remaining
exposure to risk in their budgets and fiscal plans. B
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