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Objectives

• Understand why central banks monitor fiscal policy developments

• Understand where the monitoring sits in terms of overall macroeconomic 
assessment

• Strengthen essential skills for experts monitoring these sectors

• Learn basic tools for monitoring fiscal policy developments



Outline

1. Setting the scene

2. Key data

3. Key economic concepts

4. Key measurement techniques



Setting the scene
Why do central banks employ experts to monitor fiscal policy developments?

What information are the sector experts expected to provide to policymakers?

What signals should they look for in the data, and recent data in particular?



Why do central banks employ experts to monitor fiscal policy developments?

• Government is a major market participant
• Tax revenues as a share of GDP 14%

• Expenditures as a share of GDP 19%

• Contribution to GDP 6-12%

• Fiscal policy affects aggregate demand and aggregate supply (production 
potential, output gap and inflation)

• Fiscal sustainability affects internal and external macroeconomic balance

• Fiscal and monetary policy are two sides of one coin – economic policies – they 
need to be coordinated



What information are the sector experts expected to provide to policymakers?

• tracking actual fiscal developments against expectations

• approved or emerging policies that can affect aggregate demand and prices in the 
future

• perception of fiscal sustainability (level and investors grading of public debt)

• fiscal financing (in countries with fiscal dominance problems)



What signals should they look for in the data, and recent data in particular?

• Is current fiscal policy is expansionary, neutral, or contractionary (tightening)?

• Pressures on aggregate demand and prices
• fiscal stance

• fiscal impulse (changes in fiscal stance)

• Pressures on risk premium that the country pays to their (foreign) lenders
• changes in investors’ rating of public debt



Key data
Government revenues, expenditures, overall budget balance

Primary budget balance

Gross/Net public debt

Financing



A typical set of numbers summarizing the state of public finance

Source: IMF Country report 19/135



Source: IMF Country report 19/135





Key economic concepts
Overall, primary, and cyclically adjusted primary balance

Fiscal stance, fiscal impulse, and fiscal multiplier

Sustainable fiscal balance, Twin deficits

Fiscal multiplier



Headline fiscal measures

Overall Balance =  general government revenues minus expenditures

Primary Balance = overall balance - interest payments



Overall balance

The government’s overall balance (OB) is the difference between total revenues (R) 
and total expenditures (G)

OB > 0 => 
SURPLUS

Total 
Expenditures

G

Total 
Revenues

R

OB < 0
=>       

DEFICIT

Total 
Expenditures

Total 
Revenues



Primary balance

The primary balance (P) is the difference between total revenues and primary 
spending (non-int G), which is all expenditures not related to interest payments

P  is primary deficit

G non-int

R Total 
expenditures G

OB is overall deficitG int



Overall and primary balance

Source: Ministry of Finance



Vicious circle of deficits and debt
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Debt servicing is 6% of GDP

Source: Ministry of Finance



Is fiscal policy and public debt sustainable in the long term?

Debt accumulation:

d = debt-to-GDP ratio
r= real average interest rate 
g = real GDP growth rate
p = primary balance as a share of GDP
h = other debt-creating flows as a share of GDP
i = nominal average interest rate
p = inflation rate (measured by GDP deflator)
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Is fiscal policy and public debt sustainable in the long term? (cont.)

• Assume there is only domestic currency debt and there are no other debt-
creating flows:
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Assume p = 0:   
If r > g, debt is explosive

r < g, debt will shrink
where d = ratio of debt to GDP

g  = rate of growth of real GDP
r   =  real rate of interest

Debt ratio
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Debt-stabilizing primary surplus

• How to stabilize or reduce debt?

• There is a unique constant p* that stabilizes d at a level d*. Set Dd = 0:

p* is the debt-stabilizing primary surplus
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Debt ratio dynamics

If r > g:

If actual p > p*, debt will fall continuously
If actual p < p*, debt explodes

If actual p = p*, debt explodes if d > d* and vice versa

If r < g:

If actual p > p*, debt converges to a lower ratio
If actual p < p*, debt converges to a higher ratio
(depends on the difference between p and p* and r and g)

If actual p = p*, debt converges to d*



Composition of public debt

Source: Ministry of Finance, IMF



Debt accumulation with debt both in domestic and foreign currency

where:
Dt = total debt stock at the end of time period t
Dd = domestic debt
Df = foreign-currency debt (expressed in local currency)
id = interest rate on domestic debt
if= interest rate on foreign-currency debt
E,e = nominal exchange rate, rate of depreciation
P = primary balance (overall balance excluding interest expense)
H = other debt-creating flows
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Public debt creating flows in Sri Lanka



Debt stabilizing primary balance

• Similarly as before, we get
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Fiscal sustainability affects external sustainability of the whole economy

GDP =        C    +    I       +       (X – M)g&s

GNDI (Gross National Disposable Income)  =  GDP + YF + TRFcur

=        C   +  I       +       (X – M)g&s +  YF +  TRFcur

GNDI  – C    – I     =     CA      or       S  – I    =  CA

Domestic Demand External Demand

Absorption (A) Current account balance (CA)

Gross National Saving (S)



Twin deficits (saving-investment balance)

GNDI  – C    – I     =     CA      or S  – I    =   CA

Divide the domestic economy into govt (G) & non-govt (P) :

(SG  - IG)     +    (SP  - IP)       =    CA

Examples +3%                ?                -4%

-5%                 ?                -2%

Gross National Saving 
(S)

-7%

+3% Twin deficits



Is current fiscal policy expansionary, neutral, or contractionary?

Headline fiscal measures don’t characterize actual fiscal stance

• Due to automatic stabilizers, the overall balance may be positive in a boom, 
but negative in normal times or a recession – with the same policies!

• A fiscal rule based on the overall balance may lead to pro-cyclical fiscal 
policies



Cyclically adjusted balance

• The automatic stabilizers are defined on the basis of a measure of cyclical fluctuations, 
proxied by the output gap

• Need to adjust both revenues and expenditures (e.g. income and sales tax revenues, 
unemployment insurance).

• CAB is therefore an estimate of the fiscal balance that would apply under current 
policies if the output gap were zero

OVERALL BALANCE

MINUS

AUTOMATIC STABILIZERS (AS)=

CYCLICALLY ADJUSTED BALANCE (CAB)

OVERALL BALANCE –
CAB =

CYCLICAL BALANCE



Fiscal stance

• How much does fiscal policy add (subtract) to (from) domestic demand?

The fiscal stance is defined as: FSt = – CAPBt

Expansionary  (FSt > 0)

Neutral  (FSt = 0)

Contractionary (FSt < 0)

CAPBt < 0

CAPBt = 0

CAPBt > 0

Also important for fiscal sustainability analysis



Fiscal impulse

• The fiscal impulse measures the change in the fiscal stance:

FI <0 → Fiscal policy is getting either less expansionary or more   contractionary 
(i.e., fiscal consolidation).

FI >0 → Fiscal policy is getting either more expansionary or less contractionary

• Key metric for understanding whether fiscal policy is pro-cyclical or counter-
cyclical

t t 1FI FS FS −= −



Fiscal multiplier

• Effect of increase in government spending (𝐺𝑡) on GDP (𝑌𝑡):

Δ 𝑌𝑡
Δ 𝐺𝑡

=
1

[1 − 𝑐 + 𝑚]

• This is the static (one period) fiscal policy multiplier for government 
spending. It is larger than one as long as 𝑐 > 𝑚; c is the marginal 
propensity to consume, and m is the marginal propensity to import



Key measurement techniques
Cyclically adjusted primary fiscal balance



Steps is adjusting government budget balances

STEP 1
Adjusting for 

relevant one-off 
factors

STEP 3
Other 

adjustments: 
removing impact 

of other cycles 
and factors

Relevant one-off factors

Yes No

Remove and  
proceed to cyclical adjustments

For c.a. balances, add one-offs back at the end, for 
structural balances, leave one-offs out 

Proceed to cyclical adjustments

Aggregated approach 
(applies elasticities to overall revenue 

and expenditure)

Disaggregated approach 
(applies elasticities to various revenue and 

expenditure categories)

Cyclical adjustments

Effects beyond the business cycle

STEP 2
Cyclical 

adjustments: 
removing impact of 
the business cycle 
on fiscal variables

Output composition

Asset prices 
(equity prices, house prices) 

Indirect effects 
through wealth 

Direct effects 
(correction only on 

specific revenue 
items) Commodity prices



Aggregate vs disaggregate cyclical adjustments



Fiscal policy in Sri Lanka

Source: IMF data, author’s calculations



Conclusion



Main takeaways

• The stance of fiscal policy is measured by:
• cyclically adjusted primary balance

• fiscal impulse

• The impact of fiscal impulse on the macroeconomy is determined by (impact) 
fiscal multiplier

• Perceptions of public debt sustainability affect country risk premium


