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‘This is an important book, for at least three very different reasons. First, it provides an 
excellent, and very recent, analysis of debt accumulation in a region whose financial stability 

matters to the entire world. Second, it explains in an easy-to-understand way the role that 
borrowing has in the behavior of governments, corporations, and households. And, third, 

it introduces the reader to new and powerful financial instruments that can benefit not just 
lenders and borrowers but society as a whole. A must read.’

Allan Rosenbaum, Florida International University, USA and President of the American 
Society for Public Administration

Asia has shown the world what success in economic development looks like. From the amazing 
transformations of Japan, the Republic of Korea, and the other “tigers” in the early 70s, to the 
more recent takeoffs of the People’s Republic of China (PRC), India, and the leading economies 
in Southeast Asia, the region has prospered at a startling pace. Technologies were adopted, 
productivity raised, and export markets conquered. Billions were lifted out of poverty. What was 
once a backwater is now a global engine of growth. 

That roaring progress was, however, fueled by a lesser-known factor: borrowing. Governments, 
corporations, and households financed their path to prosperity with debt—lots of debt. Today, 
the volume of debt hanging over Asian economies is huge, in both absolute and relative terms. 
It was growing fast before the pandemic and is projected to grow even faster because of it. 
Demography is bound to make matters worse in the long term. How sustainable is this? What 
should policy makers do to keep Asia’s finances stable? Should markets worry? These are the 
core questions of this book. 

Through a collection of chapters by renowned experts, a diagnosis of Asia’s debt accumulation 
is offered. The approach is both country- and issue-driven, so both idiosyncratic and common 
elements can be identified. Matters like Japan’s social insurance promises, the PRC’s state-
owned enterprises, the Pacific islands’ aid dependency, and the saving habits of households 
in the Republic of Korea are dissected. As are trends that are present across countries, such 
as population aging, shrinking fiscal space, and contingent liabilities. This allows for a deeper 
understanding of what makes borrowing sustainable—or not. And it leads directly into policy 
recommendations, especially those involving the use of new financial instruments. 

The final product is a book whose comprehensiveness and practicality are unprecedented in the 
field. It will be equally invaluable for governments, investors, and scholars in Asia and beyond. 

Benno Ferrarini is Principal Economist in the Economic Research and Regional Cooperation 
Department at the Asian Development Bank, Marcelo M. Giugale is Adjunct Professor at 
Georgetown University and former Director of the World Bank and Juan J. Pradelli is Researcher 
at the Center for the Study of State and Society and former Senior Economist at the World Bank 
and Inter-American Development Bank.

THE SUSTAINABILITY OF ASIA’S DEBT EDITED BY

Benno Ferrarini
Marcelo M. Giugale

Juan J. Pradelli

THE SUSTAINABILITY 
OF ASIA’S DEBT

Problems, Policies and Practices

JOB NO 3687   DATE SENT 25.08.2021   TITLE Debt Sustainability in Asia   EDITOR Sabrina Zaher
PRODUCTION Controller Ilsa Williamson   ORDER 77422    SPINE BULK 31mm   JACKET SIZE Reference PPC 244mm x 169mm   COLOURS CMYK
PLEASE NOTE Colours on printed laser proofs may differ slightly to those viewed on PDFs due to the nature of laser printing compared to the colour values seen on screen.

CONTACT Andy Driver
TEL 07944 643920
EMAIL andy@ombdesign.co.uk 





The Sustainability of Asia’s Debt





Cheltenham, U K  •  Northampton, MA, U SA

CO-PU BL ICATION OF THE ASIAN DEVEL OPMENT BANK  AND 
EDWARD EL GAR PU BL ISHING

The Sustainability of  
Asia’s Debt
Problems, Policies, and Practices

E dited by

Benno Ferrarini
Principal E conomist, E conomic R esearch and R egional C ooperation 
Department, A sian Dev elopment B ank

Marcelo M. Giugale
Adj unct Professor, G eorgetow n U niv ersity and former Director, W orld B ank

Juan J. Pradelli
R esearcher, C enter for the Study of State and Society and former  
Senior E conomist, W orld B ank  and I nter-American Dev elopment B ank



©  Asian Development Bank 2022 

Some rights reserved.

Published by
Edward Elgar Publishing L imited
The L ypiatts
15 L ansdown Road
Cheltenham
Glos GL 50 2JA
U K

The views expressed in this book are those of the authors and do not necessarily reflect the views 
and policies of the Asian Development Bank (ADB), its Board of Governors or the governments they 
represent. ADB does not guarantee the accuracy of the data included in this publication and accepts 
no responsibility for any consequences of their use. The mention of specific companies or products of 
manufacturers does not imply that they are endorsed or recommended by ADB in preference to others of a 
similar nature that are not mentioned.

By making any designation of or reference to a particular territory or geographic area, or by using the 
term ‘ country’ in this document, ADB does not intend to make any j udgments as to the legal or other 
status of any territory or area.

This work is available under the Creative Commons Attribution 3.0 IGO license (CC BY 3.0 IGO) http:/ /
creativecommons.org/ licenses/ by/ 3.0/ igo/ . By using the content of this publication, you agree to be bound 
by the terms of said license.  For attribution, translations, adaptions and permissions, please read the 
provisions and terms of use at https:/ / www.adb.org/ terms-use# openaccess.

This CC license does not apply to non-ADB copyright materials in this publication.  If the material is 
attributed to another source, please contact the copyright owner or publisher of that source for permission 
to reproduce it.  ADB cannot be held liable for any claims arising as a result of your use of the material.

Notes: In this publication, “ $ ”  refers to U nited States dollars. ADB recognizes “ Ceylon”  as Sri L anka; 
“ China”  as the People’s Republic of China; “ Hong K ong”  as Hong K ong, China; and “ K orea”  and “ South 
K orea”  as the Republic of K orea; “ Russia”  as the Russian Federation . This book has been edited to 
conform to this usage.

Asian Development Bank
6 ADB Avenue, Mandaluyong City
1550 Metro Manila, Philippines
Tel + 63 2 8632 4444
Fax + 63 2 8636 2444
www.adb.org

A catalogue record for this book
is available from the British L ibrary

L ibrary of Congress Control Number: 2022931030

This book is available electronically in the 
Economics subj ect collection
http:/ / dx.doi.org/ 10.4337/ 9781800883727

ISBN 978 1 80088 371 0 (cased)
ISBN 978 1 80088 372 7 (eBook)

Edward Elgar Publishing, Inc.
William Pratt House
9 Dewey Court
Northampton
Massachusetts 01060
U SA



v

Contents

List of contributors vii
Foreword by Yasuyuki Sawada ix
Acknowledgments xi
List of abbreviations xii

Overview and synthesis 1
Benno Ferrarini, Marcelo M. Giugale, and Juan J. Pradelli

PART I A DIAGNOSIS OF ASIA’S DEBT

1 Debt in Asia: anatomy, evolution, and prospects 31
Juan Pablo Paladino and Juan J. Pradelli

2 Japan’s public debt sustainability before and after COVID-19 66
Jérémie Cohen-Setton and Keita Oikawa

3 People’s Republic of China: features and recent evolution of corporate debt 87
Ninghua Zhong and Mi Xie

4 Asia’s lower-income countries: concessional public debt, concessional rescues 108
Nicolas Depetris-Chauvin

5 Pacific Islands’ debt: financing post-COVID-19 recovery amid 
precarious sustainability 136
Roland Rajah and Alexandre Dayant

6 Subnational debt: developing a sustainable market 167
Lili Liu

7 Asia’s corporate debt: assessing its role in financial vulnerability 188
Hernán D. Seoane

8 Household debt: supply-driven sugar rushes 214
Maria Teresa Punzi

PART II THE RISKS BEHIND ASIA’S DEBT

9 Fiscal uncertainty: the thankless task of forecasting Asia’s fiscal accounts 239
Ugo Panizza



The sustainability of Asia’s debtvi

10 Fiscal space: Asia’s fiscal safety net has shrunk 269
Andrea F. Presbitero

11 Contingent liabilities: monitoring exposures that are difficult to measure 299
Timothy C . I rw in

12 Debt generators: the case of energy subsidies  317
K laus E nders

13 Population aging and debt 342
Sang-H yop L ee, A ndrew  M ason, and D onghyun Park

PART III WHAT NEXT?  POL ICIES TO K EEP ASIA’S DEBT SU STAINABL E

14 Debt management capacity: a tale of three Asias 367
Phillip Anderson

15 Fiscal insurance: a new tool of fiscal stability 389
L uis de la Plaz a

16 Thematic bonds to diversify fiscal sources 409
Farah I mrana H ussain

I ndex  426



vii

Contributors

Phillip Anderson is an Independent Consultant and former senior manager at the World Bank 
Treasury.

Jérémie Cohen-Setton is a Senior Economist at the IMF Independent Evaluation Office in 
Washington, DC, United States (US).

Alexandre Dayant is a Research Fellow at the Lowy Institute in Sydney, Australia.

Nicolas Depetris-Chauvin is an Associate Professor at the Geneva School of Business 
Administration, University of Applied Sciences Western Switzerland.

Klaus Enders is a former consultant at the IMF in Washington, DC, US and GIZ in Bonn, 
Germany and a former IMF member of staff.

Benno Ferrarini is Principal Economist at the Office of the Chief Economist and Director 
General at the Economic Research and Regional Cooperation Department of the Asian 
Development Bank (ADB) in Manila, Philippines.

Marcelo M. Giugale is an Adjunct Professor at Georgetown University in Washington, DC, 
US and a former director at the Financial Advisory and Banking Services Department of the 
World Bank.

Farah Imrana Hussain is a Senior Financial Officer and Sustainable Finance Specialist at the 
Capital Markets and Investment Department of the World Bank Treasury.

Sang-Hyop Lee is a Professor at the Department of Economics of the University of Hawaii at 
Manoa and a nonresident senior fellow at the East–West Center.

Timothy C. Irwin is an Independent Consultant.

Lili Liu is former global lead on intergovernmental finance at the Governance Global Practice 
of the World Bank, Washington, DC, US.

Andrew Mason is a Senior Fellow at the East–West Center and a former professor at the 
Department of Economics of the University of Hawaii at Manoa.

Keita Oikawa is an Economist at the Economic Research Institute for ASEAN and East 
Asia in Jakarta, Indonesia and former Deputy Director at the Economic and Industrial Policy 
Bureau of the Ministry of Economy, Trade and Industry in Japan.

Juan Pablo Paladino is a Researcher at Ecolatina in Buenos Aires, Argentina.

Ugo Panizza is a Professor at the Graduate Institute of Geneva in Switzerland.



The sustainability of Asia’s debtviii

Donghyun Park is Principal Economist at the Macroeconomics Research Division of the 
Economic Research and Regional Cooperation Department of ADB.

Luis de la Plaza is a consultant and lecturer to several international organizations and a former 
L ead Financial Officer at the Treasury Department of the World Bank.

Juan J. Pradelli is a Consultant at the IMF and a former senior economist at the World Bank 
and the Inter-American Development Bank. He has worked as an advisor to various financial 
ministries in Africa and the Middle East.

Andrea F. Presbitero is an Economist at the IMF and Associate Professor of Economics at 
the Johns Hopkins U niversity School of Advanced International Studies in Bologna, Italy.

Maria Teresa Punzi is an Assistant Professor of Economics at Webster U niversity in Vienna, 
Austria.

Roland Rajah is L ead Economist at the L owy Institute in Sydney, Australia.

Hernán D. Seoane is an Associate Professor of Economics at the U niversidad Carlos III in 
Madrid, Spain.

Mi Xie is a Research Assistant and PhD candidate at the School of Economics and Management 
of Tongj i U niversity in Shanghai, People’s Republic of China (PRC).

Ninghua Zhong is a Professor at the School of Economics and Management of Tongj i 
U niversity in Shanghai, PRC.



ix

Foreword
Yasuyuki Sawada

Fiscal sustainability has not been a major policy concern in developing Asia. Reflecting 
conservative policies and speedy responses to fiscal slippages, budget deficits in the region 
have generally been small, and public debt has not climbed to the very high levels seen in 
many other parts of the world, in relation to gross domestic product. For the most part, Asian 
governments have displayed the same frugality that has characterized many of the region’s 
households and enterprises, and public saving has been an important contributor to the 
region’s exceptionally high savings rates.

Sure enough, Asia has had its crises too. In 1997, a financial crisis spread through East 
Asia and Southeast Asia, hitting the hardest economies where corporate borrowing had been 
excessive and mismatched in terms of both its time structure and currency denomination. 
After cleaning up affected financial and nonfinancial corporate sectors, governments tightened 
corporate laws and surveillance as well as monetary and fiscal policies. The region as a whole 
emerged from the crisis stronger and more disciplined, and with its banks, corporations, and 
foreign currency reserves less leveraged. The years to follow would also mark significant 
accomplishments in establishing or deepening domestic bond markets in Southeast Asia and 
elsewhere in the region.

Large current account surpluses and strong fiscal positions built since the late 1990s helped 
Asia weather the global crisis triggered by the 2008 United States subprime crisis, which 
spread from across the North Atlantic financial centers to Asia through the region’s heavy 
involvement with the global trade and supply chain networks. Huge and largely unprecedented 
fiscal stimulus programs, together with monetary and other policies to stem the crisis’ social 
and economic impacts, contributed to a rapid recovery from the economic slowdown, and the 
region quickly resumed a path of rapid growth that had set it apart from the rest of the world 
for the better part of the past four decades.

However, the global crisis did accelerate some major structural shifts in the region. Most 
notably, rebalancing in the People’s Republic of China toward domestic consumption and 
a gradual move away from export and investment-led growth had become overdue. This 
cast waves across the regional supply chains, with effects magnified by a growing backlash 
against globalization. The region also witnessed a gradual shift toward higher South–South 
investment and capital flows, especially toward the lower-income countries and reshaping 
the traditional creditor composition. Meanwhile, advanced economies’ ultra-easy monetary 
policy lowered global interest rates and flattened yield curves on reserve currencies to levels 
unseen before, triggering a massive flow of hot capital toward emerging markets – in Asia and 
elsewhere – in a desperate run for higher yields.



The sustainability of Asia’s debtx

These and other risk factors sent some warning lights flashing well before the coronavirus 
disease (COVID-19) pandemic caught the world by surprise in early 2020. Among Asia’s 
lower-income countries, risk ratings from debt sustainability analyses had long been signaling 
rising concerns about possible distress. Maj or structural hurdles, extreme exposure to natural 
hazards, and typically weak debt management and governance were perpetuating and sharpen-
ing these countries’ dependence on concessional loans and grants at a time when complex debt 
profiles were complicating the prospects for debt workouts and creditor coordination. Among 
the region’s emerging markets, worrying signs had emerged in relation to ballooning corporate 
leverage in some, rising household debt and financial sector vulnerabilities in others, and to 
the risk of sudden stops and capital reversals in economies with a large exposure to unhedged 
foreign-owned positions or j ittery domestic investors.

When the pandemic hit, Asia’s economies ground to a halt, j ust like the rest of the world. 
Governments’ fiscal response has been robust so far, especially in the larger emerging econo-
mies with sufficient fiscal space available. Financial support by the Asian Development Bank 
and the creditor community more broadly helped bridge the financing gap from heightened 
spending on health, social, and economic measures, especially in lower-income countries 
unable to stem by themselves the revenue compression from collapsing growth, lack of 
tourism receipts, dwindling remittances, and faltering commodity export prices. Thanks to 
strong international support, and to still favorable global liquidity conditions, the pandemic 
has not morphed into a full-blown emerging and lower-income market debt crisis. The outlook 
for debt sustainability in the region remains generally favorable, assuming that global vacci-
nation programs will effectively break the pandemic’s deadlock on the global economy and 
robust economic growth will return to Asia in 2022.

But there is no room for complacency, and policy makers had better prepare for the risks 
ahead. Amid much uncertainty, continued access to international capital markets and the 
avoidance of flow reversals and rollover constraints remain critical to sustainability of exter-
nal debt, including private leverage where it looms large. Rising interest rates or less than 
accommodating conditions in support of countries already pressed hard for liquidity could 
spell trouble in several parts of the region. As if this was not enough, policy makers and their 
development partners are also facing new challenges from a sharp trend reversal in inequality 
and poverty brought about by the pandemic, on top of inexorable massive fiscal pressures 
arising from aging populations and the fulfillment of long-standing development prerogatives 
such as to close the large infrastructure gaps still present in the region.

Against this tall and urgent task, and without the aim of comprehensiveness, this book and 
the 17 chapters it collects put forward deep, rigorous, and policy-relevant analyses to help Asia 
prepare for what is to come.

Yasuyuki Sawada
Chief Economist and Director General (March 2017–August 2021)

Economic Research and Regional Cooperation Department
Asian Development Bank
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Overview and synthesis
Benno Ferrarini, Marcelo M. Giugale, and Juan J. Pradelli1

1. INTRODUCTION AND CONTEXT

For the past five decades, the world has marveled at the fast, sustained, and poverty-reducing 
growth of the Asian economies. Since the early days of Japan’s export-led strategy and the 
success of the Southeast Asian “tigers” to the rise of the People’s Republic of China (PRC) 
and India, the region has shown what is possible in economic development. Along the way, it 
became a core engine of the world’s economy, a key pillar of financial stability, and a major 
component of geopolitical balance. Today, keeping Asia growing is a matter of global 
importance.

The sustainability of Asia’s growth depends, of course, on many factors. Some, like envi-
ronmental protection and social inclusion, have been the focus of much attention and analysis. 
Others, like good management and cultural norms, are seen as specific to each country. But 
there is one crucial factor that is less understood and runs through the entire Asian economic 
narrative: debt. Governments, firms, and households have borrowed, and continue to borrow, 
their way to prosperity. The outbreak and aftermath of the coronavirus disease (COVID-19) 
will only accelerate that process. Is this sustainable? And what needs to be done to keep it 
sustainable? These are the central questions addressed in this book.

In a collection of 16 commissioned essays by renowned experts and practitioners, this book 
studies the anatomy and dynamics of debt accumulation in Asia (before and after the pan-
demic), the incentives of all those involved (financiers, families, private corporations, public 
enterprises, ministers, municipalities, regulators, and many more), and the options that policy 
makers have to keep debt in check.

The approach is factual, analytical, and practical—what actually happened, why it hap-
pened, which policies have been tried and worked and which ones have not, and what should 
be done next. This allows for deep dives into subregional, country, and sector cases that 
provide rich lessons for others. How come Japan’s public debt is so large and still so seemingly 
sustainable? What does the PRC’s great rebalance from investment to consumption mean for 
the debt of its corporations, provinces, and municipalities? How best should small or poor or 
isolated Asian countries be financed? Can fiscal deficits be reined in, fiscal space created, and 
fiscal risks hedged, especially after the struggle with the COVID-19 outbreak? Where will the 
money come from when Asia’s population grows older and more dependent?

These are the kind of issues this volume dissects and debates to explore the sustainability 
of Asia’s debt. But it also explores the new instruments that policy makers have at their 
disposal to tackle those issues—instruments they did not have only a decade ago. Think of 
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the creation of fiscal space by targeting energy subsidies through biometric identification and 
mobile finance. Or the hedging of fiscal risk through market insurance. Or the diversification 
of financing sources through thematic bonds. These are some of the largely untapped options 
that Asian policy makers and public debt managers have.

A final word on timing. Before COVID-19, actionable knowledge of Asia’s debt would 
have been important. After COVID-19, it will be even more urgent. As progress with cures and 
vaccination combats the virus, governments and corporations will have to deal with the debt 
they ran up to pay their way through the crisis—a  buildup on top of an already large pile. The 
reckoning and the rush for policy solutions will likely accelerate in the second half of 2022 and 
will last for several years. That is why this book is published now.

2.  THE MAIN MESSAGES

Whether one looks across the entire region in all its vast diversity, at groups of countries 
of similar income or geography, or at individual economies, there is no question that Asia 
has been borrowing fast. This is true whether the debtors are governments, corporations, 
households, or subnationals. Every sector has tapped finance with gusto. Debt burdens—t hat 
is, debts as a percentage of gross domestic product (GDP)—ha ve grown large, and at times, 
massive.2 The pandemic has made them much worse.

And yet, for a number of reasons, the debt seems sustainable, at least for now. Those reasons 
span widely. L earning from previous crises, high- and middle-income Asia developed its 
domestic capital market and shifted to it most or all of its public borrowing. Others undertook 
or are undertaking painful structural reforms. Donors, notably bilaterals, have been generous 
with low-income and island-state countries. And global investors still see the region as a good 
bet, particularly when interest rates in advanced economies are close to zero.

But sustainable does not mean riskless. Behind the causes for comfort, there are significant 
dangers. To start with, Asia’s fiscal space—t hat is, its capacity to accommodate additional 
unforeseen expenses in a financially sound way—h as shrunk and is bound to shrink further. If 
economic growth does not return soon to its rapid long-term path, it is difficult to see how the 
post-pandemic reconstruction will be funded. Then there is the question of contingent liabili-
ties. By law or by necessity, Asian central governments are, or are expected to be, responsible 
for the obligations of other entities, public and private. The values at stake sometimes dwarf 
those governments’ own debt. Finally, there is the debt-equivalent to an elephant in the room: 
aging. Societies in East Asia are growing old so quickly that, short of maj or reforms or a tech-
nological miracle, their public debts will be multiples of their current levels. The beginning 
of this surge is only 20 years away. And all this assumes that forecasting the region’s fiscal 
accounts can be done accurately— it can’t. While not worse than elsewhere, proj ections for the 
evolution of fiscal deficits and public debt in Asia j ust one or two years out rarely pan out. The 
volatility of budgets is too high.

What should Asia’s policy makers do about a debt burden that is huge, growing, risky, 
sustainable today, and unsustainable in the future?  In a nutshell, they should build on their 
successes, put in motion today the reforms that will defuse a crisis in the future, and tap into 
new instruments. The region’s public debt managers—a nd, more generally, financial sector 
authorities—ha ve much to be proud of. Their efforts to develop domestic capital markets have 
become a key asset and should be furthered and extended to lagging countries. Those manag-
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ers have begun to wrestle with contingent liabilities—m ore than anything by bringing them 
out in the open. And they have started to create national awareness about the cost and realism 
of price subsidies and social security promises. On both fronts, the time for action has come.

L ooking forward, fiscal risks—na tural, operational, financial, commodity, and others—
capable of derailing public borrowing plans can be reported more accurately and addressed 
more thoroughly. In fact, Asian governments can now buy insurance against those risks, 
directly from investors or through multilateral banks. They should leverage the market for 
impact finance, in particular for thematic bonds (green, blue, social, gender, etc.). This market 
has become a maj or alternative source of funding for countries and companies ready to make 
commitments on the use of the proceeds. Not all of these instruments currently fit all coun-
tries, because financial standing and institutional capacities differ. But the menu is ample and 
flexible.

Diagnosis, risks, policies—t hese three angles on Asia’s debt provide the structure of 
this Overview and synthesis. In what follows, the substance of each chapter is distilled and 
threaded into that structure. Those chapters are the source and reference for the data presented 
here. The analysis draws on the experience of economies across the region, and identifies 
challenges and opportunities.

3.  A DIAGNOSIS OF ASIA’S DEBT

The analysis of debt in a region as diverse as Asia calls for both the evaluation of aggregates 
and the study of countries and sectors. Part I offers both. It starts with a description of trends, 
outcomes and forecasts, in both public and private financing. It then digs deeper and draws 
lessons from the two regional giants—J apan and the PRC— and from the lower-income 
countries, including those in the Pacific. It completes the picture by looking at the behavior 
of borrowers over which central governments have only indirect control—c orporates, house-
holds and subnationals.

3.1 Debt’s Anatomy: Asia Before and After COVID-19

From the point of view of debt, there are many Asias. Data can be cut by levels, geography, 
vulnerability, or even institutional capacity. A further categorization can be crafted around the 
economies’ relationship with the Asian Development Bank (ADB). Within Asia, this includes 
Japan, as well as a broad and heterogenous group of ADB’s 49 regional members—w hich 
range from the PRC, the Republic of K orea (ROK ), and India to Armenia, Fij i, and Maldives.3

With those definitions in mind, five stylized facts could be established at the end of 2019—
that is, before the pandemic. First, Asia as a whole accounted for about a third of the world’s 
public debt, some $25 trillion out of $72  trillion. About half of that $25 trillion was owed by 
ADB' s regional members, and about half of these economies'  public debt comes from the PRC.

Second, the public debt burden of developing Asia, measured as the ratio of public debt to 
GDP, was not exorbitant for global standards—53 percent, compared with a world average of 
75 percent, and more than 100 percent in advanced economies.

Third, while their public indebtedness was relatively modest, ADB’s 49 regional members 
led the world in private debt. It stood at almost $3 8 trillion. Nonfinancial corporations owed 
j ust over two-thirds of that ($26 trillion). And four-fifths of that corporate debt ($21 trillion) 
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was owed by Chinese firms. Behind those absolute values, there was also a world-topping 
burden: the private debt of ADB’s regional members was equivalent to more than 170 percent 
of their GDP. Again, the PRC and its nonfinancial corporates carried more than half of it.

Fourth, Asia, and its ADB’s regional members in particular, were not always this indebted. 
Their public and private sectors went on a borrowing spree after the global financial crisis of 
2008. Just before COVID-19 arrived, there were signs of moderation, driven mainly by the 
PRC’s effort at supply-side structural reform—a s it will be described later on. When the virus 
arrived, heavy borrowing returned.

And fifth, there was—a nd there still is—a  relieving feature in Asia’s total debt: only a small 
portion ($8 trillion out of some $70 trillion) is external, that is, owed to nonresidents and in 
foreign currencies. This is essentially due to the unparalleled ability of Japan’s government 
and the PRC’s corporations to finance themselves locally and, to a lesser extent, efforts of 
other emerging countries to develop their domestic capital markets.

So, ov erall, until the end of 2019, Asia’s debt problem was not the traditional—L atin 
American? —one  of governments overborrowing in foreign currency and heavily depending 
on global investors to keep them afloat. That “ overall”  comfort hid a good deal of fiscal 
vulnerability and country heterogeneity. On the one hand, since the global financial crisis of 
2008, economic growth in the ADB’s regional members had been falling (from over 8 percent 
to less than 6 percent per year on average), fiscal balances had been deteriorating (from an 
average deficit of 1.4 percent of GDP to almost 4 percent), and saving and investment had 
remained stagnant (albeit still at a high level of about 35 percent of GDP). On the other hand, 
most governments in lower-income countries, including in the Pacific, and countries in the 
Caucasus and Central Asia had bucked the region’s trend and had grown more dependent on 
external funding, at a time when their current accounts were deteriorating and their interna-
tional reserves were dwindling. For the Caucasus and Central Asia, the problem was double: 
not only had their governments borrowed in foreign currency, so had their private sectors—i n 
some cases by more.

Along came COVID-19 and warning lights began to appear in Asia’s debt radar. The 
ADB’s regional members added $1.6 trillion to their collective fiscal deficit in 2020—a nd 
will have added more in 2021. That is on a par with the rest of the world—e xcept for the 
much higher U nited States (U S). By the beginning of 2022, the simple average public debt in 
ADB’s regional members will be almost 9 percentage points of GDP higher. A fifth of those 
governments (Bhutan, Fij i, the L ao People’s Democratic Republic [ L ao PDR] , Maldives, 
Mongolia, India, Pakistan, and Sri L anka) will be above the “ high scrutiny”  threshold of the 
International Monetary Fund (IMF) for public debt monitoring, that is, they will have debts 
worth 70 percent of GDP or more.

More of concern, those high-scrutiny countries (minus India), the small Pacific island states, 
and the nations in the Caucasus and Central Asia will continue to depend—p erhaps more 
heavily—on external financing to cover their public financing needs. They cannot develop 
their domestic capital markets fast enough. And, in places like Georgia, K azakhstan, or the 
K yrgyz Republic, the (in)ability of governments to raise funds abroad at reasonable rates will 
have a direct impact on the financial viability of their corporate sectors, where much of the 
external debt sits.

Outer years do not look much better for countries with public debts above 70 percent of 
GDP. Even if growth averages 4 percent per year over the next four years—a  solid recovery— 
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their governments’ indebtedness will not come below or significantly below that threshold. 
They will not be alone in their financial predicament. Only three ADB regional members are 
expected to shave 10 percentage points of GDP or more from their public debt ratios in the 
medium term— and that assumes that the economic rebound and fiscal consolidation both 
happen.

In sum, Asia as a whole, or as its developing Asia cohort, is in a sobering debt position, one 
which is best understood through the lens of countries and sectors. At one end are Japan and 
the PRC with their towering debts and their ability to borrow in local currency. At the other 
end is a group of low- and middle-income countries dealing with high indebtedness, acute 
external dependence, or both. In the same vein, the borrowing behavior of governments has 
been quite different from that of corporations, households and, less obvious, subnationals. The 
following subsections investigate each of these cases.

3.2 Japan’s Public Debt: A Case of Irreplicable Sustainability

Mention a country whose public debt is twice as big as its GDP and any investor would worry. 
Say that the debt was growing fast and, because of a pandemic, it will now grow even faster, 
and you should expect a bond sell-off and a downgrade in credit rating. That is what Finance 
101 would predict. Not, it seems, if the country is Japan. What lies behind that gravity-defying 
resilience?  Two factors: the debt is denominated in yen—t he local currency—a nd its interest 
rate is lower than the economy’s rate of growth. This means that to stabilize or reduce the ratio 
of debt to GDP, the Japanese government does not need maj or cuts in its fiscal deficit. The 
adj ustment is feasible, politically or otherwise. Ergo, investors feel comfortable.

Basic simulations show the point. The key variables are the interest rate, the nominal 
growth rate, and the primary fiscal balance. Initially, abstract from COVID-19 and assume that 
nominal growth stays at 1.5 percent per year over the medium term—a  conservative assump-
tion. Now think of three scenarios for annual nominal interest rates: zero (close to today’s), 1 
percent, and 2 percent. In these cases, Japan can put its debt stock as a percentage of GDP on 
a steep downward path even if it did little fiscal “ consolidation” —w ith expenditures growing 
at half the speed of revenues. To be sure, that debt would still be between 100 percent and 160 
percent of GDP in 2050, that is, large but much less than today and declining. Conversely, if 
interest rates stayed around zero, the debt ratio would stay constant even if the government ran 
an annual primary fiscal deficit equal to 3 percent of GDP.

Interestingly, those trends are not affected by the economic and fiscal impacts of the 
pandemic—onl y their starting points are. The stimulus package applied by the Japanese 
government in 2020 swelled its primary deficit by 10 percent of GDP and its debt ratio by 25 
percentage points. But, if the recovery means returning to previous levels of fiscal consolida-
tion and growth by the end of 2021, the long-term fall in the debt burden for our three interest 
rate scenarios holds.

The magic behind this arithmetic is the premise that growth will top interest rates. Will that 
be the case post-COVID-19?  There are arguments both ways. If the health crisis lingers on, 
it may permanently reduce human and physical capital—i t could “ scar”  the economy. This 
would certainly dampen long-term growth. But it is also possible that the pandemic may force 
a faster and broader adoption of technology, even for Japanese standards—r emote working, 
artificial intelligence, robotics, digitalization, and others. This, if it happens, should raise pro-
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ductivity and, thus, growth. Similarly, it is unclear which way interest rates will go in Japan. 
They may fall if the virus scares consumers into saving more. Or they may rise if, because of 
its much larger absolute size, public debt crowds out private investment.

But, if growth falls below interest rates, would buyers of Japanese public bonds retrench at 
the sight of a rising debt burden?  U nlikely. For two main reasons. First, with corporate and 
individual income tax rates that are low for the standards of advanced economies, more fiscal 
austerity is doable. Second, and ultimately, those bonds are denominated in a currency the 
government can print and the Japanese people want to hold. In fact, measured by a narrow 
definition of money (known as “ M1” ), Japanese hold yen worth about 160 percent of GDP. 
This is a world-beating level of confidence in your own currency. Not many countries in Asia 
or elsewhere can count on that. By comparison, K oreans hold won worth about half of their 
GDP, not unlike Britons, Canadians, and Danes do with the pound, the loonie, and the krone. 
The corresponding number for Americans and the dollar is “ j ust”  30 percent.

While this “ home bias”  makes Japan’s debt situation unique—a nd its sustainability difficult 
to replicate—t here is another country characteristic that points in the opposite direction. The 
Japanese nation is aging at high speed, something that, without reforms, could make the debt 
sky-high and unbearable. This long-term risk, which is happening in other Asian countries too, 
is analyzed in section 4 below.

3.3 The PRC: Corporate Debt as a Tool for Macroeconomic Management

The size and sustainability of debt in the Chinese economy matters well beyond the 
PRC. It could condition growth and financial stability around the world, especially in 
commodity-exporting countries. The numbers are staggering: the country’s total debt soared 
from 141 percent of GDP in 2008 to 243 percent of GDP by the end of 2019. That is approx-
imately a $30 trillion j ump—e quivalent to about a third of today’s global GDP. Much of 
the j ump was a policy response to the 2008–2009 global financial crisis, arguably the right 
macroeconomic response. As the recovery gained traction though, an effort to rein back on 
borrowing was launched in 2015. Enter COVID-19 with its enormous financing needs and the 
question now is: will the indebtedness, swollen by the pandemic, be sustainable?  To answer, 
one needs to dissect the numbers.

The first observation is that central-government or external debt is not the problem. They 
are relatively low and stable. In contrast, local governments, special-purpose vehicles, and 
households all borrowed heavily and face sizable local-currency liabilities. But, by far, the 
main drivers of the PRC’s debt have been nonfinancial corporations. In the past 12 years, 
their liabilities rose by more than 50 percentage points of GDP, and now stand at more than 
150 percent of the PRC’s GDP. No other country experienced anything remotely similar. In 
fact, in the U S, the epicenter of the global financial crisis, the debt burden of corporations and 
households has remained stable or has fallen since 2009.

But, digging deeper into a database of 4 million Chinese industrial companies, reveals that 
the buildup of the PRC’s corporate debt has two distinctive marks. First, it is concentrated 
in a very small fraction of firms—pr obably less than a thousand—w hich happen to be large, 
state-controlled, and listed on the stock exchange. In contrast, the rest of the corporate sector 
has been delev eraging over the last 10 years and, sensibly, shed mostly short-term debt. 
Second, almost all that debt is owed to local state-owned banks, not to bondholders. This 
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linked the commercial fate of those companies to individual depositors and limited the trada-
bility of the claims.

Chinese policy makers understood early on the systemic implications of the dangerous 
debt accumulation that was taking place at the core of the country’s corporate sector. Their 
response was to launch, in November 2015, a program of “ supply-side structural reform” . The 
idea was to expose deeply indebted firms to the market discipline of consumers, creditors, and 
competitors. In parallel, government support would be trimmed back, and unviable—“ zom-
bie” —f irms would be left to exit through bankruptcy. This, the argument went, would raise 
total factor productivity, increase profitability, and make corporate debt more sustainable. All 
the main economic institutions— from the ministry of finance and the central bank to the insur-
ance regulator and the stock market authority—i ssued follow-up declarations and directives 
to speed up and smooth the deleveraging process. More broadly, supply-side reform became 
a code name for the PRC’s new development model, one based on climbing the technological 
value chain while shifting resources from investment to consumption.

Has it worked?  U p until COVID-19, there were encouraging signs. Excess and outdated 
industrial capacity had been reduced. Efficiency indicators like inventory turnover time had 
improved. So had indicators of profitability like return on assets and return on equity. A slew 
of closures, mergers, acquisitions, privatizations (“ mixed ownership” ), debt restructurings, and 
debt-for-equity swaps cut the absolute value of debt across the corporate sector. The average 
interest coverage ratio—a  gauge for a firm’s ability to service debt—of  state-controlled enter-
prises rose significantly. Will the pandemic derail this progress?

The PRC was quick to control and prevent the spread of the virus. But the quarantines 
and lockdowns made its GDP tumble—to the tune of almost −7 percent year on year in the 
first quarter of 2020. The central government, like governments everywhere, responded with 
unprecedented fiscal and monetary stimuli. Tax cuts, looser credit, and targeted loans were all 
deployed. L ocal governments issued a new generation of bonds to build infrastructure. Even 
“ shopping vouchers”  for consumers were on the policy menu. While saving the economy in 
the short term, emergency corporate lifelines go against the grain of the supply-side structural 
reforms. Whether those reforms are quickly resumed, suspended for a while, or abandoned 
forever will determine whether the PRC’s debt problem returns to a path toward sustainability 
or not.

3.4 Asia’s Lower-Income Countries: Concessional Debt, Concessional Rescues

Governments in Asia’s lower-income countries—t hose elsewhere known as low income or 
lower-middle income—di d not sit out the wave of borrowing that dominated the last decade. 
By early 2020, the wave was already coming to an end, forced by an accumulation of fiscal 
and external imbalances. That year, the IMF reported that, of the 21 Asian lower-income 
economies, the risk of public debt distress was high in 12 and moderate in four—a  maj or 
deterioration from five years before.4 While differences across countries exist, the deteriora-
tion was caused by a mix of quantity and quality: not only did debt levels rise (on average, 
by 11 percentage points of GDP over the past 10 years) but the composition of that debt 
became more problematic (more from private lenders, more non-concessional, more foreign 
currency, and shorter term).5 In a way, developing Asia never did what emerging Asia did 
after its crisis of the mid-1990s: it did not switch its marginal source of finance from foreign 
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to domestic currency. It probably couldn’t, as its local capital markets stayed too small and too 
underdeveloped.

A certain level of comfort is found in the fact that, for those 21 countries, the large maj ority 
of public external debt is still with the ADB and other multilaterals, and with non-Paris Club 
bilaterals (like the PRC, India, and U nited Arab Emirates). Their loans are easier to roll over 
than traded bonds. But COVID-19, with its brutal impact on growth and fiscal balances, is 
likely to destabilize the financial position of many, if not most, of developing Asia. If it does, 
what should be done?

Debt booms and busts are not new, and each cycle has left important lessons. L atin America 
(borrowing in the 1970s and defaults in the early 1980s), Africa (late 1980s and mid-1990s), 
East Asia (early 1990s and late 1990s), and Europe (early 2000s and late 2000s), all left 
a mark. They taught us five main lessons. First, crises come suddenly and their effects on 
output last for a long time. Second, the pain of debt distress and default can be brutal but is 
rapidly forgotten, and countries tend to go back to borrowing before fundamental reforms to 
make the new debt sustainable are put in place—w itness the bond issues by African govern-
ments over the past five years. Third, heavy borrowing in foreign currency does not mix well 
with rigid foreign-exchange regimes—i t was the abandonment of Thailand’s peg that triggered 
the crisis in East Asia. Fourth, private lenders are generous when global financial conditions 
make them search for yield, but quickly withdraw at first sight of international or local trouble. 
And fifth, debt restructuring is a messy process, and is even messier when it involves private 
creditors. Official lenders usually have political incentives to organize themselves and write 
off (or not write off) debt; the Paris Club is a reflection of that. Private bondholders, on the 
other hand, have an incentive to hold out. The existence of collective action clauses to force 
them to cooperate has, in practice, produced mixed results.

K eeping those lessons in mind, and knowing that the pandemic calls for large, additional 
public expenditures, how should governments in developing Asia be financed?  The answer is 
not straightforward because, as mentioned before, most of these governments were already at 
a high risk of debt distress. For them, balancing debt sustainability and paying for response and 
recovery point to only one kind of solution, at least in the short term: concessional financing, 
whether as grants, loans, guarantees, or voluntary relief, all of them with no or light condi-
tions attached. This would provide liquidity to afford health expenses, social protection, and 
economic stimulus. It would also implicitly help roll over amortizations and avoid macroeco-
nomic adj ustments in the midst of a deep recession.

However, concessional financing can realistically come only from official creditors. Private 
ones would implicitly benefit from it—t hey would be effectively bailed out, at least in part. 
That is not easy to arrange or accept. It has been the weakness at the core of the Debt Service 
Suspension Initiative put forward by the G20 and the Paris Club in the beginning of the pan-
demic. Many countries declined the offer, fearful of being perceived or rated as heightened 
default risks. The G20 and the Paris Club also launched a Common Framework for debt 
restructuring to which all official creditors (including the PRC), but no private investors have 
committed. Others, like the U nited Nations Conference on Trade and Development, have 
called for more radical solutions, like automatic debt standstills and international agreements 
to deter j udicial action in all j urisdictions against defaulting governments—a  proposal that 
would in practice lock those governments out of the market. Intermediate solutions have also 
been proposed, whereby private lenders accept delays or even partial write-offs if there is 
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external verification—t hrough a facility at the World Bank or at other multilaterals—t hat the 
freed-up funds are used only for pandemic-related expenses.

No matter how it is tackled, the problem of uneven burden sharing between official and 
private creditors may be inevitable in low-income countries, including those in Asia. Holding 
official debt relief until no private bondholders benefit from it would inflict further pain on 
populations that have already been hurt by a one-in-a-century shock for which they bear no 
responsibility. So international politics may prevail. In exchange, countries that call for mul-
tilateral or bilateral support could and should demonstrate complete debt transparency—w hen 
you ask for help, you should be willing to open your books.

Things will be different in the medium- and long term. A mix of domestic resource mobi-
lization, fiscal retrenchment, structural transformation, and innovative financing tools will be 
the priority. Once the virus is controlled by therapeutics or vaccination, and output recovery is 
underway, it will be time to remove legal, regulatory, fiscal, infrastructure, and other obstacles 
to growth. It will also be time to construct the pillars of local financial markets. That is the 
essence of “ building back better” . For those that undertake reform, the menu of financing 
options will widen—t o include, among others, thematic bonds, blended impact funds, and 
government insurance. These instruments heed lessons from previous crises, and temper the 
tendency toward future binge borrowing.

3.5 Small Pacific Islands’ Debt: Official, Sustainable, and Precarious 

Sometimes, extreme geography j ust thwarts debt sustainability. This is the case with small 
island states in the Pacific. Isolated, at the mercy of frequent disasters triggered by natural 
hazards, and with few and concentrated sources of income, the challenge of financing their 
development has been difficult in the best of times. In the post-COVID-19 era, it seems 
unsurmountable—a t least in pure market terms. These countries were under financial stress 
before the pandemic, and many relied on donors to balance their books.

Epidemiologically, the coronavirus had a relatively mild impact on the Pacific islands—t he 
one benefit of a far-off location. But it was economically devastating for these nations that 
depend almost entirely on tourism, a single commodity, or remittances. Early estimates put 
the contraction in regional GDP at over 6 percent in 2020, followed by a very slow, pro-
tracted recovery—a bout 1.5 percent per year. Governments reacted with stimulus packages. 
But the sort and scale of policy responses seen in other parts of the world were not feasible. 
With foreign aid accounting for a large share of fiscal revenues, and with little or no capacity 
to borrow abroad, there was not much space for more public spending. And with pegged 
exchange rates, maj or loosening in monetary policy was not an option. 

Donors did their part. Their combined financial assistance topped $1.6 billion, equivalent 
to about 5 percent of the region’s GDP. They suspended debt service (G20), redirected and 
frontloaded funds (development banks), and came up with fresh funding (IMF, Australia). 
This helped. But it did not solve the fundamental debt sustainability problem, which the pan-
demic worsened. 

That poses three questions: is a wave of debt crises in the Pacific coming?  How much 
external financing is necessary for the region to recover its growth path?  What form should 
the financing take to avoid financial distress down the road?  To answer, it is important to 
keep in mind that smallness (of land, population, or GDP), remoteness (distance to trading 
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partners), internal dispersion (archipelagos), vulnerability (climate), and export concentration 
(one or two main items) have made financing the development of these islands a unique, 
perennial, and so-far-unsolved problem— pandemic or not. Their funding gap is structural and 
colossal—t he World Bank puts it at a tenth of GDP per year. Their dependency on aid is thus 
almost inescapable—t o the tune of 9 percent of GDP per year, compared with about 3 percent 
in sub-Saharan Africa. Their governments’ capacity to carry debt is limited, as is their ability 
to borrow from private lenders in global financial markets.

That aid dependency defuses the imminence of a wave of debt defaults seen in, for example, 
L atin America in the 1980s. Almost all public external debt of the Pacific islands is owned to 
official creditors in concessional or “ semi-concessional terms” , reducing both rollover risk and 
the cost of debt service. ADB is, by far, their largest lender. The PRC is the second. Workouts, 
if ever needed, would be easier to arrange. Only Fij i and Papua New Guinea (PNG) have 
tapped international bond markets. In fact, except for those two countries, the average interest 
rate on the region’s external debt (about 2 percent) is low and below its long-term rate of eco-
nomic growth—a s it should be when almost the entire funding comes from official creditors.

The analysis can be traced to four Pacific countries that account for 90 percent of the 
region’s GDP and whose financial outlooks look the most uncertain: Fij i, PNG, Samoa, and 
Tonga. A baseline scenario can be built where growth slowly resumes later in 2021 or early 
2022. That scenario can then be “ shocked”  by either a lingering effect of the pandemic on 
growth, the realization of contingent liabilities (like public guarantees in favor of state-owned 
enterprises), or severe disasters triggered by natural hazards. The conclusion is that debt 
sustainability—de fined as stable or declining public debt-to-GDP ratios—i s possible but 
precarious.

For example, if no further shock occurs, Fij i’s government needs to maintain a modest 
primary fiscal surplus of at least 0.3 percent of GDP—doa ble, by its past standards. To be 
sure, debt would be much higher than its pre-pandemic level but it would stabilize, at about 80 
percent of GDP. Should the recovery in tourism be delayed even by a year, or another cyclone 
like Winston happens, or the guarantees given to Fij i Airlines be called, debt will j ump to 100 
percent or above of GDP—m uch more if those shocks came together. That would call for 
a fiscal consolidation for which the country has no track record.

A similar conclusion—pr ecarious but sustainable debt position—a pplies to PNG, but 
for different reasons. The pandemic found the country with relatively low levels of public 
debt (around 40 percent of GDP). About two-thirds of it is in foreign currency, but in 
semi-concessional terms. The weakness is in the short maturity of the domestic portion of that 
debt, and the associated rollover risk. But the government’s solvency is not at issue. What 
could derail this benign prognosis?  A slower post-COVID-19 recovery, currency depreciation, 
or bailouts for state-owned enterprises could all hike the initial level of debt, but not to a level 
that moderate fiscal effort could not correct in the long term. This points to the main concern: 
if, instead of improving, the primary fiscal balance returned to its lax trend of the past decade 
(about 2.3 percent of GDP in the red), the burden of public debt will grow—not  explosively, 
but significantly.

The same message applies to Samoa and Tonga. Both entered the COVID-19 crisis in weak 
economic and fiscal positions—t hey had experienced, respectively, a severe measles outbreak 
and consecutive cyclones. Both were considered at high risk of being debt distressed, notably 
by the IMF. But that assumes that both governments will not be able to bring much discipline 
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to their accounts (long-term primary deficits averaging over 5 percent of GDP in Samoa and 
j ust under 1 percent in Tonga). L ooking at the countries’ performance over the last 20 years, 
they did, can, and should do better than that, even accounting for the cost of disasters caused 
by natural hazards. Just by returning their fiscal position to the past average, they would bring 
their debt burdens under control. The debt-to-GDP ratio would stabilize in Samoa and decline 
in Tonga.

These simulations highlight the absolutely central role that fiscal policy plays in small 
island states. It also hints at the criticality of concessional financing. L oading governments 
with expensive debt, even if they have market access, weakens their primary balances, and 
quickly renders their overall debt unsustainable. In a way, trying to accelerate development by 
borrowing more in more expensive terms, ends up slowing it. This is relevant in the aftermath 
of the pandemic, with its urgent search for ways to fund recovery packages. Multilateral banks 
and bilateral donors are the obvious choice. But how big does their help need to be?

The evidence shows that the “ multiplier”  effect on growth of an additional dollar of public 
spending in small islands is small. This has to do with import dependency and institutional 
capacity. U sing multipliers of 1 or 1.5, and recovery packages worth between 1.8 percent and 
2.7 percent of GDP in each of the next three years, would bring the Pacific region’s GDP to the 
upward traj ectory it was on in 2019 by the end of the decade. That would call for an inj ection 
in the range of $2.3 billion to $3.5 billion over the next three years. That inj ection would not 
affect debt sustainability, if it came either as grants or in semi-concessional terms (like those of 
multilateral banks, the PRC’s EXIM bank, or Australia’s bilateral loans). Rather, the “ growth 
dividend”  of that financing would put long-term debt in the Pacific on a declining path.

3.6 Asia’s Corporate Debt: Lack of Transparency Drives Financial Volatility

The East Asian miracle—r apid, sustained, and inclusive growth for over three uninterrupted 
decades—c ame to a sudden halt in 1997. That year, a financial crisis raced across the East and 
Southeast Asian economies. What caused the crisis were years of excessive corporate borrow-
ing in the wrong currency. The policy response was predictable: monetary and fiscal policies 
were tightened, banks were closed or recapitalized and put under more rigorous regulation and 
supervision, and corporate laws were reformed to ease exit and improve governance.

The new discipline brought about a long period of corporate deleveraging. More impor-
tantly, it ended large foreign-currency exposures in both banks and firms. Both changes 
served the subregion well in 2008, when the global financial crisis broke out. From the ROK  
to Thailand, growth recovered its pre-crisis paths within a year or two, and bank solvency 
indicators did not deteriorate.

The difference in outcomes between the events of 1997 and 2008 raises a logical question: 
is corporate debt a systemically destabilizing factor for Asia’s growth and financial stability?  
The answer is important for two reasons. First, several Asian countries (notably, the PRC) 
have, since 2010, seen a sharp resumption in borrowing by firms, albeit in local currency. 
Second, the region now faces the consequences of a much bigger crisis, which is COVID-19. 
In a way, the pandemic combined the worst element of 1997 (large corporate debt) and 2008 
(a contraction in the world’s demand for Asian exports).

Empirical analysis—t hrough vector auto regression models fit to data from the past three 
and a half decades—pr oves that, indeed, corporate debt is a significant source of financial 
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stress in Asia. Jumps in the corporate debt-to-GDP ratio lead to higher volatility in the returns 
of banking, equity, bonds, and foreign-exchange markets. The response is either immediate 
(Japan and Singapore) or over 5 to 10 quarters (the PRC; Hong K ong, China; India; Indonesia; 
Japan; the ROK ; Malaysia; Singapore; and Thailand). But the result is the same: less 
dollar-for-dollar capacity of those markets to intermediate savings.

Why would more corporate borrowing be a bad thing for financial stability?  In general, 
a firm takes on loans to implement proj ects which, controlling for risk, should pay for them-
selves. But markets may have a different perception about how risky the proj ect is. They 
would then price the stock of the firm and of its lender accordingly. This second effect seems 
to dominate in the Asian data. In other words, corporate transparency—or  lack thereof—m ay 
be at play.

Has it always been like that?  Things vary across the region. But a historical variance 
decomposition points out four distinct periods in the relationship between corporate debt and 
financial stress: pre-1997 (positive and strong, all economies in the sample), 1997 to 2008 
(positive and weak, all economies), 2008 to 2018 (roughly neutral in most economies), and 
2018 to today (positive in a few but maj or economies like the PRC; Indonesia; Japan; and 
Hong K ong, China).

Those past experiences carry lessons for Asia’s policy response to the pandemic. The rush 
to inj ect financing into the corporate sector, welcome and necessary as it may be in the short 
term, is likely to cause financial volatility well into the medium term. The effect will be worse 
the more markets perceive that public funds go to companies whose commercial viability is 
in doubt—t he “ zombie firm”  syndrome. Clear rules and transparent allocation of the public 
support are probably the best antidote.

3.7 Household Debt: Supply-Driven Sugar Rushes

Asia’s public and corporate debts have been the focus of much analysis. Are they sustainable?  
And how do they affect macroeconomic performance?  That focus is merited. But it is incom-
plete. Households have also been a maj or borrower in the region, but have received much less 
attention. Since the global financial crisis of 2008, they have taken massive amounts of debt, 
mostly to finance real estate. While households in the U S and the euro area deleveraged, credit 
to households was growing much faster than the economy in the PRC; Hong K ong, China; the 
ROK ; Malaysia; Singapore; and Thailand. By the time COVID-19 attacked, that credit ranged 
from 55 percent of GDP in the PRC and 95 percent in the ROK . That has brought risk onto the 
balance sheet of banks. And the pandemic, with its reduction in personal disposable income 
and its depreciation of illiquid assets, has turned that risk into a systemic threat.

In general, household indebtedness need not be a problem if it reflects investments that 
increase workers’ productivity (like education does) or smooth their consumption (like 
mortgages do). But when it is large, of doubtful quality, or growing too fast, it can hurt 
economic growth and financial stability. Both effects may have been present in several 
Asian countries since 2010. To assess which effect is likely to prevail, a panel vector auto 
regression model was fit to the data of nine of the largest economies in Asia.6 The results are 
clear: a j ump in household debt boosts economic growth in the short run but hurts it later. 
More specifically, an increase of 1 percentage point in the ratio of household debt to GDP 
causes a half-a-percentage-point expansion of the economy in the first year but a subsequent 
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contraction of one and a half percentage points. The net effect is negative. This is consistent 
with previous findings in the literature for earlier periods in other parts of the world. But, in 
Asia, the economy’s fluctuation due to spikes in borrowing by households is both larger (up 
and down) and shorter-lived.

A possible explanation for Asia’s relatively less benign relationship between household 
debt and growth is the supply-driven nature of the borrowing, that is, banks pushing loans 
on individuals— perhaps as a result of laxer regulations. A telltale of that push would be 
a negative correlation between the part of household indebtedness that cannot be explained 
by growth and the “ mortgage-sovereign spread”  (the difference between the interest rates 
home buyers pay and the coupon in government bonds). The data confirm that the correlation 
in East and Southeast Asia (Hong K ong, China; Indonesia; Japan; the ROK ; Singapore; and 
Thailand) is negative. In fact, it is more deeply negative than in advanced economies at large. 
The indications of loan peddling are strong.

This does not augur well. The pandemic represents a negative shock to growth, house 
prices, and mortgage-sovereign spreads. How households will react now will bear on the 
sustainability of their debt—a nd of the financial sector as a whole. Will default rates rise?  
Micro simulations using panel data from the PRC and the ROK , the two Asian countries whose 
citizens have borrowed the fastest over the past decade, let us explore the question. In recent 
years, observed defaults have been concentrated among the two lowest quintiles of both coun-
tries’ income distributions. That is predictable, as the poor are expected to have more trouble 
making good on their debt. In fact, about 4 percent and 5 percent, respectively, of Chinese and 
K orean borrowers in the first quintile fail to pay back. An adverse shock (5 percent contrac-
tion in disposable income) would have raised those default rates by about 20 percent and 10 
percent, also respectively. Note that a 5 percent fall in disposable income due to COVID-19 is 
well within the realm of the possible.

Asia’s policy makers are well aware of the problem. For the past several years, they have 
been trying to manage the systemic risks behind household debts. Their macroprudential reg-
ulations target variables like loan-to-value, repayment-to-income, and debt-to-service ratios, 
especially in the financing of residential property. But none of those regulations kept house-
hold debt from growing fast. So new, even stronger restraints were being considered, among 
them broader collateral and appraisal requirements. The pandemic and the need to stimulate 
growth may have put a stop to those reforms. The time will come to resume them.

3.8 Beyond Central Governments: Keeping Subnational Debt in Check

Since the early 1990s, rapid fiscal decentralization has been the defining trend in public 
administrations around the world. The transfer to states, provinces, and municipalities of the 
power to decide over taxes and expenditures has proven popular. That was to be expected: 
for the average citizen, local authorities are easier to hold accountable than national officials 
when public services like education, roads, or sanitation fail. But decentralization also proved 
popular with financiers. They found new, eager clients for their loans. Some of that lending 
to “ subnationals”  made sense. But some of it ended in defaults and bailouts by the central 
government—w hose own creditworthiness was at times compromised, as Argentina, Brazil, 
Mexico, or the Russian Federation can attest. So, a search started for an optimal system to 
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regulate subnational borrowing. While progress has been made, the fundamental issue remains 
unresolved.

Asia is a prime example of the difficult dynamics between decentralization and debt—a nd 
of the attempts to put it on a sustainable path. The task is made even tougher by the region’s 
unprecedented scale of urbanization and the associated demand for infrastructure. The World 
Bank has estimated that demand over the two decades through 2030 at about $16 trillion. ADB 
puts the region’s need to invest in infrastructure even higher, at $1.5 trillion per year up to 
2030.7 The bulk of such spending will be the responsibility of local governments. How should 
they finance it, after a pandemic that has depressed their tax revenues?

One answer is to develop subnational bond markets. In that, four Asian countries present 
lessons that are particularly useful—t he PRC, India, Indonesia, and the Philippines. The 
Chinese experience speaks of gradualism and phases. During the first phase, spanning from 
the early 1990s to the global financial crisis of 2008, the PRC’s subnationals were not really 
allowed to tap markets. Instead, their funding came through loans from the central govern-
ment, special-purpose vehicles, and land-based leases. These instruments were not liquid or 
transparent enough to be traded in a market.

The second phase (from 2009 to 2014) was about capacity building. Provinces set up debt 
offices, integrated them into their budget decisions and, in a few cases, piloted bond issuances 
with the central government as their agent. It was not until 2014 that the third phase started 
with the “ New Budget L aw” . It allowed subnationals to issue bonds, within centrally deter-
mined limits that depended on creditworthiness. The bonds—s ome $3 trillion—w ere used to 
repay and replace loans from banks and special-purpose vehicles, effectively securitizing the 
entire provincial debt. Today, only a small but growing portion of those securities have been 
traded. Still, the trading has helped differentiate provinces by creditworthiness, form a yield 
curve along longer and longer maturities, and expand the investor base—f rom commercial 
banks toward insurance companies, mutual funds, even foreign asset managers. All of these 
are slowly bringing market discipline to subnational finance.

In contrast to the PRC’s gradual and recent approach, India has since its Constitution 
allowed its states to issue bonds, as long as they do it in local currency. But the states did not 
issue them. Instead, they preferred to have the central government borrow and onlend them 
the funds. L ooking to impose market discipline on subnationals (and avoid political meddling 
from the center), the practice of central onlending was ended in the mid-2000s. This pushed 
states onto the bond market and to the closer scrutiny of banks, insurance companies, and other 
investors—a lthough bondholders are reassured by clauses that guarantee the “ intercept”  of 
state treasury accounts. Municipalities did not follow their states, at least not yet or in the same 
dimension. Their financing through bonds is much more recent—i t started around 2015— and 
the full regulatory system was not set up until 2019. So, the j ury is out as to how the market 
will evolve. So far, only about 2 percent of the country’s 3700 “ urban local bodies”  have 
investment grade and are able to issue at reasonable cost.

Also under construction is the subnational debt market in Indonesia. While still small by 
international standards, the country’s bond market grew apace over the past decade—i t now 
stands at about 20 percent of GDP. But all the expansion was in sovereign and corporate 
bonds, in part due to a policy effort to reduce the economy’s exposure to foreign currency. 
Subnationals have not tapped the market; regulatory requirements for their bond issuances 
were relaxed only in 2020.
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Similarly, no subnational bond market has developed in the Philippines. Partly, this is 
because the “ local government units”  are not responsible for maj or expenditures—not ably, 
they are not responsible for infrastructure. Partly, this is due to strict regulatory restrictions, 
like low ceilings on debt–service ratios. And partly, it is the result of the supremacy of public 
banks, which have the capacity to intercept municipal revenues. Total subnational debt is esti-
mated at less than 1 percent of GDP, and is almost entirely owed to public banks. A guarantee 
corporation to spur lending from private investors was closed in 2019, for lack of use.

In all four cases, the systems to regulate borrowing by subnationals played a critical role in 
the development or not of their bond markets—r ightly so. At its core, the regulation is about 
preventing the problem of the “ common pool” , that is, states or municipalities taking on more 
debt than they can repay, thinking that the central government will be forced to bail them out 
with the money that belongs to the country as a whole. The incentive works for financiers 
too: if bailouts are to be expected, there is little risk in lending to borrowers that are not 
creditworthy.

The PRC tried to regulate the problem away by centrally imposing a limit on the size of 
each province’s outstanding debt, including guarantees, as well as laying out detailed pro-
cedures and control for issuances. These are accompanied by an early warning system and 
annual assessments, both managed by the central ministry of finance. India tried to tackle the 
common-pool issue through federal- and state-level fiscal responsibility laws. These put ceil-
ings over variables like fiscal deficits and debt stocks. With much less-developed subnational 
debt markets, Indonesia and the Philippines have deployed their financial services authorities 
and even their central bank to keep subnational borrowing in check.

But, controlling indebtedness is in a way equivalent to controlling the symptoms. How does 
one control the causes of subnational debt so that it stays sustainable?  The answer is in a con-
sistent balance between the intergovernmental fiscal system, the mechanism to manage debt 
distress, and the transparency of contingent liabilities. The first sets out the revenue sources 
and expenditure responsibilities of subnationals. What can they tax?  What do they have to pay 
for?  What transfers will they get from the central government?  The second tells lenders what 
to expect if a state or municipality cannot pay them back, so they can price and ration their 
credit accordingly. And the third makes sure that states and municipalities do not hide or delay 
their true spending by making promises they cannot pay—w hether to suppliers, developers, 
or pensioners. On the three fronts, the systems of Asia’s largest emerging economies are still 
in the making.

4. THE RISK S BEHIND ASIA’S DEBT

Heeding the lessons from the Asian financial crisis of the late 1990s, the region’s policy 
makers have done much to ensure that private debt does not become systemically destabilizing 
again. L aw, regulations, and practices have brought more discipline to the borrowing done by 
corporations, households, and even subnationals—a nd to the lenders that make funds available 
to them. With one exception: the same kind of discipline has, in the main, not applied to public 
debt. The one exception is the gradual shift in composition, from foreign to local currency. 
But borrowing by Asia’s central governments remains volatile, a reflection that their fiscal 
accounts remain volatile too. Part II starts by studying that volatility, in itself and through the 
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lens of fiscal space. It then looks at the three latent risks behind most of the region’s fiscal 
frameworks: contingent liabilities, subsidies, and aging.

4.1 Fiscal Uncertainty: The Thankless Task of Forecasting Asia’s Fiscal Accounts

The terms and price of public debt depend on the proj ected path of the fiscal accounts. But 
what if that path were volatile?  Markets would then demand a premium to hold sovereign 
bonds. In practice, they do, for fiscal outcomes are extremely difficult to predict. Government 
budgets rarely pan out. The evidence of this is overwhelming. But there are maj or differences 
in the volume and sources of uncertainty when comparing advanced and developing countries. 
The dichotomy is true across regions, including Asia.

Define fiscal risk as the possibility of large or systematic deviations of fiscal outcomes 
from their expected values. Focus on forecasts one and two years ahead for variables like the 
ratio of public debt to GDP and the overall budget balance. And use proj ections and outcomes 
published by the IMF—a rguably the best global source of fiscal predictions—i n, roughly, the 
decade and a half up to 2019. The results are eye-opening: across all countries, one-year-ahead 
forecasts missed debt ratios and budget balances, on average, by 1.5 and 0.6 percentage points 
of GDP, respectively. Two-year-ahead errors are, as one would expect, larger: 2.4 and 1, 
respectively.

But a better sense of the problems associated with fiscal forecasting comes from the “ inter-
quartile range”  in the distribution of errors in prediction across countries. Think of it as the dif-
ference between the lowest level of error for the most pessimistic quarter of countries, and the 
lowest level of error for the most optimistic one. That difference is 8 percent of GDP for debt 
and 3 percent for budget balances in one-year-ahead proj ections—m uch worse in two years.

Those are big margins if you have to assess the creditworthiness of a government or if you 
have to program its monetary policy. They are also heavily skewed—unde restimates of debt 
and deficits are much more common than the opposite. Optimism prevails.

There are, however, important differences across types of countries. Forecasting errors in 
advanced economies are much smaller than in emerging and developing ones. For the former, 
the gap measured in percentage of GDP between one-year predictions for debt and deficit 
ratios and the actual values are 0.3 and 0.3; for the latter, they are 2 and 0.7. Asia, with its mix 
of rich and not-so-rich economies, does not escape the fiscal volatility. In East Asia (minus 
Japan and Singapore), next-year debt ratios and fiscal balances are on average underestimated 
by 0.5 and 0.7, respectively, while in South Asia they are overestimated by 1.2 and 0.3.

The causes of the errors also vary across national income levels. For advanced countries, 
having the wrong prediction for economic growth explains a relatively large share of the miss 
(40 percent of their variance). For the rest of the world, it only explains a tenth: country-specific 
factors, like commodity dependency, disasters triggered by natural hazards, and institutional 
quality matter much more. So do the stability of their currencies—de valuations are hard on 
proj ections when a significant portion of public debt is denominated in foreign currency. 
Estimates show that a 10 percent depreciation is associated with a 2.5 percentage point unex-
pected increase in the debt-to-GDP ratio. But, for all types of countries and in all regions, the 
main source of errors remains unknown: the so-called “ stock-flow reconciliations” , that is, the 
unexplained part of the debt accounts for about half of all errors.
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The behavior of forecasting errors over the economic cycle also differs by income level. In 
emerging and developing countries, those errors are more pronounced in bad times, even if bad 
times were anticipated. But downturns make no difference to the precision (or lack thereof) 
of forecasts in advanced economies. Their capacity to implement countercyclical fiscal policy 
may be behind that.

This analysis raises the question: are Asian countries—a s represented by ADB’s regional 
members—f iscally riskier than their peers in other regions?  No, as a group, they are not. But 
their average forecast error is still quite large—1  percent of GDP for budget balances. So 
is the variance among them, with small island states, commodity-dependent countries, and 
those with large foreign-currency debt burdens being, by far, the toughest to predict. Places 
like Azerbaij an, the K yrgyz Republic, K azakhstan, Maldives, and Tuvalu have over the past 
decade been outliers, both for vastly underperforming their fiscal plans in some years and 
overperforming them in others. And in a delightful illustration of the underlying uncertainty, 
for the av erage ADB borrower forecasts are more precise two years out than one.

The overall message is clear: fiscal frameworks are difficult to predict. Governments, even 
capable ones, pay a price for that. Their credit ratings are lower and their cost of borrowing is 
higher than they would be in a world of perfect foresight. So, forecasting capacity as well as 
policies and financial instruments that reduce the uncertainty ought to be a priority, in Asia 
and elsewhere.

4.2 Fiscal Space: Asia’s Fiscal Safety Net has Shrunk

Economies can be knocked off balance by temporary retrenchments in private consumption 
or private investment, or by maj or disasters triggered by natural hazards. At those times, 
governments are expected to hike expenditures or cut taxes in order to stabilize output or to 
kick-start reconstruction. This is critical to maintain their own creditworthiness, for public 
debt is perceived as riskier during downturns and catastrophes. But not all governments have 
the capacity to spend more or tax less without putting macro-financial stability at risk, that is, 
not all have “ fiscal space” . Those who are already running deep deficits or who have limited 
access to market financing at reasonable cost could hardly afford more borrowing. In other 
words, fiscal space is to debt sustainability what seatbelts are to car safety.

Do Asia’s developing countries have fiscal space?  And how has it been affected by their 
response to the pandemic—a n event that combined both an aggregate demand contraction 
and a natural disaster?  L ooking at a group of 38 governments, the answer is mixed at best.8 
While better than other developing countries, the fiscal stance of developing Asia was not 
strong when COVID-19 arrived. As proportions of GDP, the median public debt and fiscal 
deficit in that subset of the region were 41 percent and 1.8 percent, respectively. Not too bad 
by international standards, and better than emerging and developing economies elsewhere (53 
percent and 2.5 percent).

However, a more sobering view comes from looking at the fiscal sustainability gap—t he 
difference between the actual fiscal balance and the balance required to stabilize the public 
debt burden. By this measure, those Asian economies had a median, positiv e fiscal space of 
0.7 percent of GDP at the end of 2019, while their peers in the rest of the world had a nega-
tiv e 1.3 percent. But that median fiscal space in Asia was a lot smaller than what it was right 



The sustainability of Asia’s debt18

before the global financial crisis of 2008, when it stood at a positive 5.4 percent of GDP. The 
deterioration was fast.

COVID-19 trounced whatever little fiscal space Asia had. All countries in the region suf-
fered a collapse in growth and all responded with fiscal stimulus. Judging by IMF proj ections 
right before and right after the declaration of the pandemic, developing Asia suffered an 
average loss in output of 7.4 percent and an average deterioration in fiscal deficits worth 5.4 
percent of GDP. That is, while slightly smaller than in the rest of the world, those were huge 
blows to economic and financial stability. The responses took many forms—f rom more cash 
transfers to individuals and tax relief for corporations to guarantees for bank lending and 
employment protection schemes. By all accounts, this must have consumed most, if not all, 
remaining fiscal space, at a time when bond spreads spiked and private external financing 
became much dearer.

The overall, steady decline in fiscal space before the pandemic, and its steep fall after, will 
be costly for Asia in the long run. While too early to tell, indications are that, to make ends 
meet, public investment in infrastructure has become those governments’ adj ustment variable. 
Available data for 24 of them indicate that 15 trimmed their capital outlays in 2020. The 
median trimming was about 0.2 percent of GDP, moderate compared with other developing 
countries (0.6 percent). In some, it was much more drastic than that—C ambodia, Sri L anka, 
Taj ikistan, and Viet Nam. Proj ects were postponed or delayed, not unlike what happened after 
the global financial crisis of 2008. If so, it would be a pity, for it would hamper the recovery 
and it would delay development.

How could developing Asian economies create more fiscal space?  First, structural reforms, 
especially doing away with distortive and regressive subsidies—not ably to fossil fuels. 
Second, debt relief. This goes beyond debt service suspension, as the funding need is for pro-
j ects, not liquidity. Third, precisely because proj ects are involved, participation by the private 
sector should be a priority. Multilateral development banks can then play the role of mobiliz-
ing private investors, whether by financial risk mitigation or by socialization of country and 
sector information. And fourth, for those countries who have not done it, launching now the 
long process of growing the domestic capital markets, both as a means to raise the level of 
national savings and to channel them. This would match well an aspect of public investment 
that experience tells us is highly desirable in economies with limited institutional and imple-
mentation capacity: gradualism.

4.3 Contingent Liabilities: Controlling Exposures that are Difficult to Measure

It is common practice for governments to accept payment obligations that depend on whether 
a specific event takes place. A private contractor is invited to fund a toll road and is promised 
compensation by the public treasury if traffic falls below an agreed volume. A bank is given 
a public guarantee so it extends a loan to a state-owned enterprise. Retirees are told to expect 
a minimum pension, even if their savings do not generate enough return. A city may be j ust too 
large and too politically important for federal leaders to let it go bankrupt. These “ contingent 
liabilities”  are not quite debt—t he underlying promises may never be called on. But if they are, 
they can throw fiscal plans off track. They are a maj or risk to debt sustainability. When they 
are publicly known, credit ratings will reflect them. But they are not always known, reported 
or even documented.
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The world is strewn with stories of contingent liabilities gone bad, dating back at least to the 
nineteenth century. The calls for payment usually came as a “ surprise” , were costly (several 
percentage points of GDP), and caused maj or macroeconomic turbulence. Asia has not been 
spared—w itness the bank bailouts during the 1997 crisis.

How big are Asia’s contingent liabilities?  Nobody knows for sure. The databases that exist 
differ widely in definitions, timing, coverage, and valuation methods. Debt can be defined in 
a traditional way (bonds and loans), as non-equity liabilities (to include things like account 
payables), or as only debt instruments (which would leave out options). And for a given defi-
nition, debt can be valued at face value, market value, or amortized cost.

One way to reach an estimate of possible contingent liabilities is j ust to assume that the 
central government is responsible —e xplicitly by contract or implicitly by practice—f or all the 
debts of certain kinds of entities—pr ovinces, municipalities, state-owned enterprises, public–
private j oint ventures, and so on. This relatively simple technique provides an upper-limit 
for exposure. Applying it to Asia’s five largest economies is telling, both for what it can and 
cannot reveal. Take, for example, contingent liabilities arising from subnational governments. 
They amount to 24 percent and 39 percent of GDP in India and Japan, but to only 0.3 percent 
and 2.4 percent in Indonesia and the ROK . The calculation for the PRC is trickier, at least 
using global databases. Best estimate is about 40 percent of GDP.

The same method can be applied to the other maj or source of government contingent liabili-
ties: nonfinancial public corporations. Estimates for that debt range widely, from about a tenth 
of GDP in Indonesia to more than half in the PRC. (The PRC’s figure can exceed 100 percent 
of GDP, depending on whether special-purpose vehicles are considered debt of municipalities 
or of public corporations.) How about financial public corporations?  The calculation is much 
less reliable because public banks lend to the central government. Without netting out those 
loans, the count can be enormous—i t tops almost 200 percent of GDP in Japan and about 70 
percent in India and the ROK . No global database carries this information for the PRC.

Clearly, a government’s liability exposure to public entities—s ubnational governments or 
public corporations—i s difficult to assess. This assessment is even more difficult for expo-
sures to private parties. Two of those parties stand out: private–public partnerships for infra-
structure, and commercial banks. They usually obtain—f ormally or informally— government 
guarantees that proj ects will be profitable or loans will be repaid. The probability of that 
happening is at best uncertain and at worst unknown. So, a conservative way to calculate the 
size of the contingent liability in infrastructure partnerships is to assume that the government 
may be called upon to return the entire private investment. By that measure, Asian exposure 
is relatively small—l ess than 5 percent of GDP in the PRC, India, and Indonesia. That may 
or may not be the case with commercial banks, for data on public loan guarantees or on the 
quality of the proj ects the loans fund are effectively missing—a nd not only in Asia. An indi-
rect, order-of-magnitude proxy is to look at the total liabilities of banks, assume that they are 
all covered by deposit insurance, and that the public treasury might be called to make good on 
them. By that very imperfect measure, the contingency in Asia would range from about half 
(India) to over 100 percent of GDP (the ROK ).

Fortunately, problems in calculating the exact size of contingent liabilities have not pre-
vented policy makers in Asia from trying to control them. Assuming that the liabilities are 
large and potentially destabilizing—pr obably the right assumption—t hey have looked for 
ways to control them, mostly through measurement and reporting. Countries like Bhutan, 
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Fij i, India, the Philippines, and Thailand disclose in their financial statements the outstanding 
amounts of government-guaranteed debt. This becomes part of their sovereign credit rating, 
putting a subtle but binding limit to how big that debt can be. Others not only report their guar-
antees, but also put a legal ceiling to their stock (Armenia) or flow (India). This is a welcome 
practice. The question remains, though, whether what counts is the value of the promise if 
called or that value should be adj usted down by the probability of the call (as the U S does). 
The former is more restrictive.

But guarantees are a relatively small portion of all the contingent liabilities that governments 
face. So, another approach that has gained some momentum in Asia is to enlarge the perimeter 
of what “ government”  is, and include subnational entities, agencies, or public corporations. 
This defines a “ general government” , and turns into public debt what would otherwise be con-
tingent liabilities. This approach, pioneered by Australia, the European U nion, New Z ealand, 
and the U nited K ingdom, has also been adopted by Myanmar and Thailand.9

Whatever the tool for control (disclosure, caps, perimeters, or their combinations), the time 
for action is now. As part of their response to the pandemic, Asian governments have included 
contingent liabilities—m any in the form of guarantees—i n their stimulus packages (e.g., Japan 
and the ROK ). The longer COVID-19 and its effects linger on, the more likely those liabilities 
will be realized.

4.4 Debt Generators: The Case of Electricity Subsidies

The accumulation of public debt—a nd its sustainability afterward—i s driven by fiscal defi-
cits. Simply put, government expenditures outstripping government revenues. Money being 
fungible, it is impossible to blame the need to borrow on a single outlay (for being too big) or 
intake (for being too small). But, sometimes, there is an expense in the public accounts that 
is so large, so regressive, and so inefficient that it is difficult to overlook. Price subsidies for 
electricity is one of them. In Asia, two countries best exemplify the problem and the lessons 
that others could heed. They are Pakistan and Sri L anka.

There are four ways in which subsidizing electricity, or energy in general, adds to fiscal 
deficits. First, when suppliers are forced to sell electricity below cost, and then call on the 
government to fund the losses. Second, by slowing down growth; with prices below cost, 
there is no space or incentive to invest in more supply. Third, by giving up the opportunity to 
export it at world price. And, fourth, by spreading government guarantees in favor of power 
companies—us ually compromising the domestic banking sector.

Those four channels of transmission have, at various times and with varying intensity, been 
present in both Pakistan and Sri L anka. Interestingly, the subsidies recorded in their fiscal 
accounts (the first channel) are meaningful but do not seem exorbitant: 2.3 percent and 0.5 
percent of GDP, respectively, per year on average over the past two decades. That is on a par 
with Bangladesh (2.6 percent), India (1.3 percent), Indonesia (2.5 percent), or Viet Nam (1.1 
percent). But the impact on debt accumulation has anyway been huge. How come?

The reason has to do with the method of estimation. Rather than count cash losses, it is 
better to ask the question: how much lower would the public debt burden be if, during those 
two decades, the countries had practiced a subsidy-free electricity policy?  The answer requires 
modeling and assumptions on growth, fiscal policy, and capitalization of state-owned power 
companies. Even under very conservative assumptions, the difference is dramatic for Pakistan: 
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its public debt, which today stands at about 80 percent of GDP, would be 25 percentage points 
of GDP lower. That is a much healthier and more sustainable financial position to be in. For Sri 
L anka, whose public debt also hovers at around 80 percent, the effect is smaller but still signif-
icant: 10 percentage points of GDP. This reflects its much less-generous subsidy policies. And 
for both countries, the foreign-currency-denominated portion of public debt would have fallen 
by more (Pakistan) or increase by less (Sri L anka) than it actually did.

Notice that those calculations do not take into account the entire balance sheet of the state, 
j ust its liabilities. Providing below-cost electricity discourages conservation. Pollution and 
other environmental damage coming from the excess consumption depreciate the country’s 
assets more than would otherwise be necessary. This makes the increase in net indebtedness 
greater than what our model predicts.

Still, there may be reasons to subsidize electricity, even if that weakens public finances. 
The most commonly cited has to do with giving access to all citizens as a right, sometimes 
independently of their willingness or ability to pay. If so, selling below cost may not always 
work: access in heavily subsidized Pakistan has barely moved in the last 20 years (and remains 
at about 70 percent of the population), while in much less-subsidized Sri L anka it has reached 
almost 100 percent. A similar observation can be made about the effect of electricity subsidies 
on labor force participation of women— Pakistan has been outperformed by Sri L anka. Note 
that these outcomes happened even though both economies were growing fast (4.4 percent and 
5.2 percent per year, respectively, on average during 2000–2019).

Why have countries in Asia and elsewhere not dismantled electricity subsidies?  Because it 
is politically costly. It involves raising tariffs to consumers for a service that is currently of bad 
quality. Several countries in the region have tried, at least, to target the subsidies on the poor 
(India, Indonesia, and Malaysia). Others outside the developing Asia group, like Iran, have 
tried compensatory schemes, effectively returning to citizens a portion of the fiscal savings. 
But overall progress has been slow. Ironically, COVID-19 might bring a new impetus to this 
agenda: the pandemic will leave behind bloated fiscal deficits, massive debt burdens and, 
likely, a long path to full recovery. Governments will be looking for ways to balance their 
books. Cutting price subsidies to electricity seems like the obvious first place to look.

4.5 Aging: The Demographic Elephant in the Fiscal Room

Asia’s richer economies are aging fast. The change is not j ust demographic—i t is also eco-
nomic. The effective labor force is shrinking, partly due to more schooling and later entry 
into employment. And the old-age gap, that is, the difference between consumption and labor 
income for those 65 and older as a percentage of the salary of an average worker, is widening. 
Two decades from now, the PRC; Japan; the ROK ; Taipei,China; and Thailand will look 
like Europe does today (and a far cry from Bangladesh, India, Indonesia, Pakistan, and the 
Philippines). A couple of observations are quite telling: the PRC’s effective labor supply is 
already falling by an estimated 0.7 percent per year, and Japan’s old-age gap is the largest in 
the world. For them, the era of growth fueled by population has long ended.

Will this make their debts more or less sustainable?  Difficult to say in the abstract. More 
older people relatively to the young means more fiscal expenditures relative to tax revenue—
the new old need health care and pensions, while there are fewer young to work and pay taxes. 
This means a larger “ supply”  of public debt. But the greater cohort of individuals growing in 
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age may “ demand”  more of that debt as a vehicle to hold part of their savings for retirement. 
The net outcome becomes an empirical matter.

So, to evaluate the effect that aging will have on the sustainability of Asia’s debt, 
country-specific and regional proj ections—a nd assumptions—a re required. It is also neces-
sary to estimate “ National Transfer Accounts” , that is, how much each age group pays in taxes 
and gets in government-funded age-related benefits.

The results show that, because of aging, the “ supply”  of total debt in Asia will triple over 
the next 40 years. It will more than double as a proportion of labor income, with the increase 
front-loaded in the coming two decades. The lion’s share—a bout three-quarters—w ill remain 
concentrated in East and Southeast Asia. And some 40 percent of it will be public. In fact, by 
2060, public debt in the PRC; Japan; the ROK ; Singapore; and Taipei,China will be equivalent 
to 400 percent of GDP or (much) more. It will be over 600 percent, 900 percent, and 1,500 
percent of GDP in the PRC, the ROK , and Japan, respectively. And its buildup will start soon: 
by 2040, it will have already reached 200 percent of GDP in the PRC, the ROK  and Singapore, 
and over 600 percent in Japan.

Those numbers are multiples higher than the amount of public debt that savers will be 
willing and able to hold—on average for East Asia, some 150 percent of GDP by 2060. Even 
if those savers were to shun all private debt in favor of a public one, it would not be enough. 
What to do?  Everything else equal, and short of a maj or rej uvenation through migration, the 
net benefit package that governments offer will need reform. In the long run, aging will make 
the current financial status quo unsustainable.

But everything does not need to stay equal. Technology may still save the day. A maj or 
breakthrough, say, in artificial intelligence or robotics could raise productivity well above the 
1.5 percent per year assumed in our proj ections. That would deliver faster growth and help 
balance the books. But new technologies, say in genetics, could also raise life expectancy and 
drive the fiscal accounts deeper into the red, making public debt less sustainable sooner. So, 
the uncertainty works both ways. A much safer way is to start reforming tax and social security 
systems now, making net benefits more compatible with what can be realistically afforded.

5. WHAT NEXT?  POL ICIES TO K EEP ASIA’S DEBT 
SU STAINABL E

As mentioned earlier, Asia’s policy makers learned from the crisis of 1997. They put more 
discipline over private borrowing and over bank lending. They inserted more transparency in 
corporate finance—a lbeit not nearly enough. They kept a tight(er) leash on subnational debt. 
And, more fundamentally, they developed their domestic capital markets, which became the 
main and marginal source of fiscal financing. Not all countries progressed equally far or in all 
fronts—s ome still face the basic task of strengthening their public debt management capacity. 
But the direction is clear.

So, how to build on that progress?  Two priorities. The first one is to bring debt management 
capacity up to standard where it is lacking. This is urgent, as financial conditions will tighten in 
the fiscal reckoning that will likely follow the pandemic. The second is to seek new financing 
instruments, for diversification of sources and for hedging of risk. Both priorities are discussed 
below.
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5.1 Debt Management Capacity: A Tale of Three Asias 

The Asian financial crisis of 1997 was not about government debt—i t was about banks making 
bad loans in the wrong currency. But it highlighted the need to develop the region’s domestic 
bond markets. The task naturally fell on public debt management offices—t hey were after all 
the largest domestic issuer. Two decades on, they delivered. In most countries, those offices’ 
technical capacity was enlarged and enhanced. This could not have come at a better time: the 
volume of public and publicly guaranteed debt has since then risen fast, and has ballooned 
through the pandemic. What needs to be done now both to preserve Asia’s sound track record 
in public debt management and to navigate the new reality?

The answer calls for some categorization, as the region varies widely from a debt man-
agement perspective. Three distinctive groups of countries can be identified. First, those 
whose governments are primarily or exclusively financed by foreign official creditors and 
donors, with little domestic debt, and almost absent domestic bond markets. This includes 
most of the Pacific Island economies and other developing Asian economies such as Bhutan 
and Cambodia. For their public debt managers, the j ob remains one of selecting, recording, 
auditing, and reporting the best possible loans from their official lenders. But some may soon 
be facing a new assignment: negotiating the restructuring of their debts. Do they have the 
capacity?  The evidence is patchy, and it comes mostly from assessments by the World Bank 
and regional auditing associations. While it points to recent progress, it also points to a need 
for support over the next couple of years.

At the other end is a second group of Asian countries whose public debt is entirely financed 
domestically—t heir capital markets are large, liquid, and deep. These are the likes of the 
PRC, India, Malaysia, Singapore, and Thailand. For them, the short-term priority is to manage 
refinancing and interest-rate risk. This, in turn, means monitoring and nurturing their domestic 
securities markets, where they can borrow with long tenors in local currency. Their technical 
capacity to do that is, in most cases, world-class.

Finally, there is the third and largest group of governments who fund themselves with 
a wide-ranging mix of official sources, domestic markets, and international capital markets. 
This is the practice in Armenia, Georgia, Indonesia, Pakistan, and the Philippines, among 24 
others. Since they must be able to tap and trade off any of those markets at any time, their 
capacity is always stretched. By the information available, most of them have coped well. 
Issues of coordination and transparency remain, though—t o be expected when several agen-
cies are involved. The real test of their abilities will come soon, as many of their governments 
built up large debts during the COVID-19 crisis.

For all groups, the pandemic has j olted their strategies and stressed their operational 
systems. From changing the assumptions behind their annual borrowing plans to having their 
staff working from home, public debt offices have been put to the test—a nd the test is still 
unfolding. But what will happen after the dust settles?  On which areas will Asian public debt 
managers have to focus?  Five stand out. First, transparency. This is not an area where the 
region shines. Disclosing obj ectives, communicating regulations, and publishing debt stocks, 
composition and expected trends are crucial to keep markets stable. This will also help build 
better relationships with investors.

Second, fiscal risk. This involves exposures to contingent liabilities, disasters triggered by 
natural hazards, and commodity price volatility. They are rife across Asia. They weaken fiscal 



The sustainability of Asia’s debt24

frameworks and make financing more expensive. Responsibility over them is spread across 
government agencies, which makes the work of public debt offices all the more difficult. New 
tools exist to address the problem—l ike buying insurance against earthquakes or commodity 
price swings. But they are not common, partly because the necessary institutional capacity is 
yet to be developed.

Third, sovereign asset and liability management. Neither firms nor individuals make deci-
sions about their debts without taking into account their assets. Governments, regrettably, do. 
And Asian governments are no exception. There are good reasons for that—c alculating a com-
plete balance sheet of the state is no easy task. But, at least for financial assets, it is possible. 
This would allow a better match of currencies, interest rates, liquidity, and cash flows coming 
from assets and liabilities. It would also improve the country’s credit rating. The problem is 
mainly one of coordination among central banks (who hold reserves), sovereign wealth funds 
(bonds and stocks), ministries of finance (taxation), and state-owned enterprises (dividends). 
But, as Indonesia has shown, it is not an unsurmountable problem.

Fourth, thematic bonds. Over 3,000 of the world’s largest asset managers have signed up 
to the U nited Nations-sponsored Principles of Responsible Investment. That means that they 
are committed to allocating a growing part of their portfolio to be consistent with and foster 
a public agenda of environmental protection, social progress, and good governance (ESG). At 
last count, that portfolio is worth some $100 trillion. Not surprisingly, a growing number of 
borrowers—publ ic and private—a re issuing bonds with the promise to use the proceeds for 
ESG purposes. They do not get better financial conditions for the promise. But they expand 
their funding sources. By now, many corporations in Asia, as well as a growing number of 
governments, have tapped this market—w ith “ green” , “ blue” , “ gender” , and “ Islamic”  bonds. 
This takes skills that not all public debt offices currently have.

L ast, there is the long-haul task of building domestic capital markets. This is pending or 
j ust-started in the less-developed parts of Asia— 13 of those countries have no domestic 
market at all. As explained earlier, the necessary building blocks are known and there is room 
for cross-country learning across public debt offices. The rewards will be big, as the region has 
high national saving rates, large infrastructure needs, and a healthy apprehension to borrowing 
in foreign currencies.

5.2 Fiscal Insurance: A New Tool of Fiscal Stability

A government’s debt is as sustainable as its accounts. The cost of borrowing for the public 
sector—a nd the market price of sovereign bonds—hi nges not only on the siz e but also on the 
stability of fiscal revenues and expenditures. The risk of, say, a natural disaster or the wrong 
turn in commodity prices is factored in credit ratings and spreads. That is why volatile deficits 
are more expensive to finance than stable ones. So, ministers of finance have an incentive to 
hedge risks. In advanced economies, they do. Countries like Australia, France, Japan, Spain, 
the U S, and the U nited K ingdom have found ways to insure themselves, or the people and 
sectors they would otherwise have to help when shocks happen.

But why, in spite of recent successful experiences, is fiscal insurance not more common 
among emerging economies and developing countries?  They, after all, have less financial 
capacity to deal with shocks. Their first response is usually to borrow more at higher cost. And, 
if that is not enough, they shift resources within their budgets toward the short-term emergency 
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and away from long-term proj ects—t he adj ustment variable is public investment. Either way, 
they end up with a heavier debt burden, less development, and more poverty. This is a bad 
position to be in, as global trends like climate change are making shocks more frequent and 
more severe.

In the developing world, only one country has made it a practice to buy insurance against 
its main fiscal risk. That country is Mexico which, since the early 1990s, has been hedging its 
oil income by purchasing put options—a  smart move, for oil-related income has on average 
represented a third of its fiscal revenues. The cost has not been small, about 0.1 percent of 
GDP per year. But, when the options were exercised, the benefits were not small either—s ome 
0.4 percent of GDP each time. The Mexican government has also built a sound system of 
fiscal insurance against disasters triggered by natural hazards, based primarily on the sale of 
catastrophe bonds, that is, debt whose proceeds are only accessed by the issuer, and do not 
have to be paid back, if a predefined crisis strikes.

For all its merits, the Mexican example was not followed until very recently and only by 
a limited number of countries. Their experiences have been equally positive and carry maj or 
lessons for the expansion of fiscal insurance. Take the case of the Philippines. It is extremely 
vulnerable to typhoons and earthquakes—j ust a single event in 2013 cost almost 5 percent of 
GDP in losses. Starting in 2016, the central and 25 provincial governments bought an insur-
ance policy against typhoons. The policy was “ parametric”  (as opposed to “ indemnity” ); it was 
designed to pay out a fixed amount (not an indemnification for actual damages) if a disaster 
meeting certain parameters—l ike a storm’s speed or location—ha ppened. The following year 
typhoon Vinta met those parameters, and the payout to the affected province (Davao del Sur) 
was four times the premium it had paid for the coverage. This created public support to expand 
and renew the policy to this day.

Other countries used a similar formula. U ruguay protected its fiscal accounts against 
droughts and spikes in oil prices. Since the vast maj ority of its electricity comes from 
hydropower, when rains fail it is forced to buy fuel abroad. U nable to pass the higher cost to 
consumers, the credit rating of the government was linked to the weather—pe rhaps the worst 
kind of risk. It has, since 2013, broken that link by buying insurance. Morocco (butane gas) 
and Tunisia (oil) have done the same. Several small island states in the Pacific (earthquakes, 
cyclones, tsunamis) have j oined forces to pool risks and buy coverage together. So have 16 
countries in the Caribbean (hurricanes).

But what made all these transactions possible?  What was the innovation?  In a nutshell, the 
fact that governments could buy the policy—w hether in the form of a contract or a catastrophe 
bond—f rom a multilateral development bank (mostly the World Bank). The bank, in turn, 
sold a mirror policy to international investors, carrying no risk on its own balance sheet. The 
intermediation has helped overcome the two obstacles that had all but frozen this market. The 
first is on the demand side: governments are politically reluctant to buy insurance directly from 
a private financier, lest they be accused of corruptly “ paying for nothing” . For them, it is polit-
ically easier to buy it from a developmental institution of which they are shareholders. Being 
nonprofit, those institutions pass the insurance at cost, for a nominal fee, effectively sharing 
their procurement capacity, their creditworthiness, and their market relationships (their 
“ Rolodex” ) with the country. This is no different from what development banks do with their 
loans except that, with insurance, the size of their capital is not a constraint. Moreover, as part 
of their mandate those banks are happy to form local capacity and share best practices. They 
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are also able to mobilize the best scientific expertise—de fining and monitoring the parameters 
of an earthquake is no simple task.

The second obstacle is on the supply side: global investment houses are unwilling to engage 
in this type of operation with governments that may lack technical capacity, offer unclear 
legal and j udicial frameworks, or have not previously signed master agreements that meet the 
standards of the International Swaps and Derivatives Association—t hat is, most developing 
countries. For them, the counterparty risk is too large when compared with a multilateral 
bank. A hint of that perception is in the fact that all intermediated transactions have been 
oversubscribed—i n other words, private investors were crowded in.

The wedge between demand and supply points to the path forward. The scaling up of fiscal 
insurance may require a dedicated international agency. Isolated transactions carried out by 
multilateral banks as part of their existing mandates and staff envelopes may not suffice—
beyond the initial demonstration effects. Instead, a new institution, focused on becoming the 
world’s market maker for fiscal-risk instruments, may be called for. It could provide a one-stop, 
trade execution platform, from contracting geological experts to running offer books. It could 
distill and disseminate experiences and knowledge. It could offer capacity building. It could 
help countries articulate legal frameworks for risk management products. And it could become 
a source of transparency and standardization of documents. Put differently, the world has 
several international institutions that were created to protect investors, like the Multilateral 
Investment Guarantee Agency. It may be high time to create one that protects governments.

5.3 Thematic Bonds: A New Tool for Diversification of Fiscal Financing Sources

Suppose you are an investor looking to buy a bond. If you could choose between two bonds 
that are identical except for the fact that one credibly promises to use the proceeds for a good 
cause and the other one does not, which one would you choose?  The answer is obvious. And 
it is the genesis of “ thematic bonds” —s ecurities in which the issuer commits to spending the 
funding on a certain “ theme”  or purpose. The idea was first pioneered by the World Bank back 
in 2006. At that time, the commitment was to use the funds to vaccinate 500 million children 
in 10 years. The “ vaccine”  bonds were thus born. They were so successful that, two years later, 
the same bank issued the first “ green”  bond to pay for climate-related proj ects.

Fast forward to today. Hundreds of private corporations and dozens of governments and 
multilaterals have issued thematic bonds—bl ue, gender, governance, green, Islamic, and 
social. The growth has been exponential, with over $300 billion in issuances in 2019 alone. 
What gave momentum to the trend was the launching of the U nited Nations-sponsored 
“ Principles of Responsible Investment”  in 2006, calling for investors to keep ESG concerns 
in mind when buying and managing their investments. As mentioned earlier, more than 3,000 
global asset managers have signed to those principles. They control a portfolio estimated at 
$100 trillion dollars—a bout half the size of the world’s capital market. They represent a giant 
opportunity for public debt offices to diversify their sources of finance, something that was 
valuable before the pandemic and will become priceless after it.

And yet, so far the vast maj ority of thematic bonds have been issued by private borrowers—
commercial banks and corporations—m ultilateral institutions, and state-owned enterprises. 
Governments themselves, including in Asia, have been less enthusiastic. The first to tap this 
market was Poland (2017). By the end of 2020, 18 others had followed, four of which are from 
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Asia (Fij i; Indonesia; Hong K ong, China; and Thailand). What needs to change for more of 
them to adopt this type of financing?

The answer is in the incentives. Thematic bonds are not “ cheaper”  for the issuer, meaning, 
they do not necessarily command a better price, lower coupon, or longer maturity than plain 
bonds. This is because their credit rating still depends on ability to repay, not on how the pro-
ceeds are used. There are also extra costs, in time and money, associated with interministerial 
coordination, proj ect identification, certification, monitoring, reporting, and evaluation. And, 
like in any new market, there are operational uncertainties. The “ green”  or “ social”  labeling of 
a bond is usually based on broad, voluntary guidelines from the International Capital Markets 
Association, but universally accepted standards do not exist. The Association of Southeast 
Asian Nations Capital Markets Forum, which brings together regulators from 10 Southeast 
Asian countries, launched its own green, social, and sustainability standards starting in 2017. 
And stock exchanges—L ondon and L uxembourg—ha ve put forward their own requirements 
for listing thematic bonds.

Similarly, there is no industry standard for the providers of external reviews (whether opin-
ions, verifications, certification, or scorings) for the eligibility or impact of the proj ects that the 
bonds fund. The nature of those providers ranges widely, from nonprofit research institutions 
to global credit-rating agencies. With that much discretion still at play, it is not surprising to 
see no record of legal action against an issuer for defaulting on the promise of a thematic bond, 
as opposed to defaulting on its repayment.

But, beyond those teething problems, there are benefits. The first is the diversification of 
financing sources mentioned earlier. The second is reputational, especially for governments 
that are already committed to a certain cause (say, environmental protection) and want to 
signal that commitment. For example, France issued its first sovereign green bond in January 
2017, after the signing of the Paris Climate Agreement. The third benefit is about budget sta-
bility for line ministries—t he proj ects promised by the bonds are unlikely to see their funding 
cut during a fiscal crunch. And the fourth has to do with stability. There is evidence that buyers 
of thematic bonds tend to be buy-and-hold investors. This results in less price volatility, more 
long-term relationships, and easier rollovers.

Public debt managers are right to ponder those pros and cons. But time may be running short 
for them to decide their strategies. The community of buyers of thematic bonds is expanding 
fast and now includes central banks, corporations, foundations, and religious organizations, all 
looking for investments that can generate social or environmental impact alongside financial 
return. In the not-so-distant future, no asset manager may want to be on a “ negative list”  of 
those who do not care for or cater to ESG principles. Showing how funds are spent may then 
become a practice in most bond issuances. A 2020 survey by the World Bank asked those 
public debt managers what kind of questions they get from their investors. By far the most 
common inquiry is about their governments’ plans to issue thematic bonds—8 0 percent of 
prospective buyers ask about it.

6. CONCL U SION

Whether cut by public or private, foreign or domestic, in advanced or in developing econo-
mies, Asia’s debt seems large— in some cases extraordinarily so—but  sustainable. Yes, the 
pandemic has worsened the burden—m ore borrowing, less GDP. Yes, poorer, isolated and 
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aid-dependent countries need help and need it soon. And, yes, shrinking fiscal space, contin-
gent liabilities, and sticky subsidies are real and present dangers. But one gets a sense that this 
is not a debt problem that could not be solved by a return of economic growth to its past mean 
and a doable dose of fiscal consolidation. There is no sense of imminent explosion. The key 
word is “ imminent” , as the irreversible and accelerating pace of aging will make public debt in 
East Asia impossible to carry in a couple of decades from now.

This leaves the region’s policy makers with a mix of praise and homework. They deserve 
credit for their laser focus on growth, for creating enough confidence in their national curren-
cies, and for developing their domestic capital markets. All that, which they learned from past 
crises, made debt much easier to carry. But their work is far from done. Reforms are needed 
to balance fiscal accounts in the medium term and make them more stable thereafter. They 
are also needed to bring more transparency to corporate borrowing and to rein in excessive 
lending to households. And many a social security system remains patently incompatible with 
demography. These reforms are not new. Some have been pending for years. COVID-19 has 
given them a new relevance. It would be an ironic silver lining if it took a global health crisis 
to get them done.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. The ratio of debt to GDP, or “ debt burden” , as a proxy for debt sustainability and, more generally, 
for the fiscal health of the debtor has been questioned in recent literature. In the context of real 
interest rates that are close to zero, it has been argued that either the ratio of debt to the present 
value of GDP over an infinite horizon, or the ratio of interest payments to GDP, are better proxies. 
This book works with the traditional measure, for four reasons. First, real interest rates are currently 
close to zero only for public debt in advanced economies with no sovereign risk, but not elsewhere. 
In Asia, the phenomenon applies to Japan, to which a specific chapter is dedicated. Second, even 
in advanced economies, there is no certainty that real interest rates will remain close to zero in the 
future. The forces said to be pulling them down—i ncreasing inequality, higher uncertainty, longer 
life expectancy, aging, changing corporate behaviors, technology-driven efficiency in the use of 
capital—a re neither universal nor proven causes of the decline. Third, proj ecting GDP far into the 
future is fraught with uncertainty, especially in emerging and developing economies. And fourth, 
markets and credit-rating agencies still look at the ratio of debt to GDP to rate and price borrowing, 
a key input in the fiscal sustainability of most countries. For a leading proponent of the new proxies, 
see J. Furman and L . Summers (2020), A Reconsideration of Fiscal Policy in the Era of L ow Interest 
Rates. Discussion Draft.

3. The 46 economies are grouped by subregions: Central Asia comprises Armenia, Azerbaij an, 
Georgia, K azakhstan, the K yrgyz Republic, Taj ikistan, Turkmenistan, and U zbekistan. East Asia 
is made up of  Hong K ong, China; Mongolia; the PRC; the ROK ; Mongolia; and Taipei,China. 
South Asia includes Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, Sri L anka. 
Southeast Asia covers Brunei Darussalam, Cambodia, Indonesia, the L ao People’s Democratic 
Republic (L ao PDR), Malaysia, Myanmar, the Philippines, Singapore, Thailand, and Viet Nam. 
The Pacific includes the Cook Islands, Fij i, K iribati, the Marshall Islands, the Federated States 
of Micronesia (FSM), Nauru, Niue, Palau, Papua New Guinea (PNG), Samoa, Solomon Islands, 
Timor-L este, Tonga, Tuvalu, and Vanuatu.

4. Those 21 countries are Afghanistan, Bangladesh, Bhutan, Cambodia, K iribati, the K yrgyz Republic, 
the L ao PDR, Maldives, the Marshall Islands, the FSM, Myanmar, Nepal, Pakistan, PNG, Samoa, 
Solomon Islands, Taj ikistan, Timor-L este, Tonga, Tuvalu, and Vanuatu.
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5. Note that part of the deterioration is due to methodological changes to reflect the impact of frequent 
disasters triggered by natural hazards which worsened risk ratings for several island economies in 
the Pacific.

6. The economies are the PRC; Hong K ong, China; India; Indonesia; Japan; the ROK ; Malaysia; 
Singapore; and Thailand.

7. ADB (2019), M eeting Asia’s I nfrastructure Needs. Manila. Accessed at: http:/ /  dx .doi .org/  10 .22617/  
FL S168388–2.

8. The countries in question are Afghanistan, Armenia, Azerbaij an, Bangladesh, Bhutan, Cambodia, 
Fij i, Georgia, India, Indonesia, K azakhstan, K iribati, the K yrgyz Republic, the L ao PDR, Malaysia, 
Maldives, the Marshall Islands, the FSM, Mongolia, Myanmar, Nauru, Nepal, Pakistan, PNG, 
the Philippines, the PRC, Samoa, Solomon Islands, Sri L anka, Taj ikistan, Thailand, Timor-L este, 
Tonga, Turkmenistan, Tuvalu, U zbekistan, Vanuatu, and Viet Nam.

9. In this publication, data for Myanmar were valid as of 14 December 2020 and may have changed 
thereafter because of maj or recent events affecting the country.
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1. Debt in Asia: anatomy, evolution, and 
prospects
Juan Pablo Paladino and Juan J. Pradelli1

INTRODUCTION

This chapter presents an empirical overview of debt in Asia and analyzes recent trends 
and prospective sustainability, particularly in view of the coronavirus disease (COVID-19) 
pandemic and its aftermath. It focuses on three types of debt—public, private, and external 
liabilities—and the developing member economies of the Asian Development Bank (ADB), 
referred to as developing Asia. The availability of well-established debt databases compiled 
by international organizations and the institutional relevance of developing Asia for ADB 
explains why the chapter squarely gravitates toward these liabilities and economies.

In this chapter, public debt refers to financial liabilities of the general government, compiled 
following the Government Finance Statistics standards of the International Monetary Fund 
(IMF). Private debt includes financial obligations, particularly loans and debt securities due 
by households, nonfinancial corporations—both private firms and state-owned enterprises, 
and financial corporations. Private debt data are compiled from several sources—for example, 
local sources and Bank for International Settlements—which generally follow standards such 
as the United Nations National Accounts and the International Financial Statistics of the IMF. 
Finally, external debt covers financial obligations of public- and private-sector residents 
to nonresidents. While public and private debt are defined from the perspective of debtors 
assuming financial obligations (i.e., who owes), external debt is defined from the viewpoint of 
creditors holding financial claims (i.e., who owns).2

The chapter describes the current landscape of debt in developing Asia, focusing specifi-
cally on debt sustainability issues in the region.3 The group of Asian developing economies 
stands out among other regional blocs for its moderate level of public indebtedness—measured 
relative to gross domestic product (GDP)—although it has been on a rising trend since the 
aftermath of the global financial crisis in 2008, that is, even before the COVID-19 pandemic 
unfolded in early 2020. The external debt of Asian developing economies as a whole is also 
relatively low by global standards—a legacy of the policies adopted after the Asian financial 
crisis in 1997, which geared toward deleveraging, development of domestic government debt 
markets, and self-insurance via accumulation of international reserves. On the other hand, the 
level of private indebtedness of developing Asia, relative to GDP, is among the highest among 
economic blocs worldwide, and has been growing at a fast pace in the recent past even before 
the COVID-19 pandemic, mainly driven by the leveraging of nonfinancial corporations in the 
People’s Republic of China (PRC).
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The chapter also analyzes the specific debt situation and prospects for the individual 
developing Asian economies. In fact, heterogeneity across these economies, in terms of level 
of development, economic size, production structure, government policies, and other salient 
features, makes it challenging to formulate empirical and analytical generalizations for all of 
them. Nevertheless, stylized facts and patterns are identifiable among subgroups of developing 
Asian economies concerning the level, structure, and trends of their respective debts.

The debt outlook for developing Asian economies recognizes the economic and fiscal impact 
of the COVID-19 pandemic, whose consequences are expected to continue over the medium 
term, while its definitive resolution is still a policy challenge at the time of this writing. Given 
the uncertainty of the path of economic recovery and the reversal of policy responses adopted 
to cope with the pandemic in 2020, the chapter assesses the outlook for public debt over the 
medium term on the basis of illustrative debt-dynamic simulations.

Section 1 describes the anatomy and evolution of debt in developing Asia, highlighting 
recent trends and comparing the region with other maj or economic blocs worldwide. Section 
2 analyzes the debt of individual developing Asian economies and assesses vulnerabilities 
related to solvency and liquidity. Section 3 focuses on the impact of the COVID-19 pandemic 
on fiscal and debt outcomes in 2020–2021, including the efforts undertaken to mitigate the 
economic effects triggered by the health crisis. Finally, section 4 explores medium-term pros-
pects for debt of these economies, with emphasis on public and external indebtedness in the 
aftermath of the COVID-19 pandemic, under a few illustrative scenarios.

1. DEVEL OPING ASIA’S DEBT FROM A GL OBAL  
PERSPECTIVE

Global indebtedness threatens to reach record high levels. For the world as a whole, public 
debt is approaching 100 percent of global GDP and the private debt nears $200 trillion, accord-
ing to the IMF World Economic Outlook (WEO) and Institute of International Finance Debt 
Database (IIFDD) data.4 Against this background, this section documents that by and large, 
developing Asia managed to maintain relatively safe levels of public and external debt, mainly 
due to strong economic growth, prudent fiscal policy, and cautious external public borrowing. 
However, a rising trend for public debt commenced in the aftermath of the global financial 
crisis and accelerated during the COVID-19 pandemic in 2020. Some economies, notably in 
South Asia, already exhibited high levels of public debt as early as in the mid-2000s. As far as 
private debt is concerned, soon after the global financial crisis a handful of these economies 
built up a heavy burden of nonfinancial corporate debt, which is now among the highest 
worldwide.

1.1 Public Debt

Currently, developing Asian economies contribute more to the global economy than what they 
add to the world’s total public debt. In 2020, developing Asia accounted for about 18 percent 
of government liabilities worldwide, while it generated 29 percent of the global output, when 
using GDP in current dollars to measure a country’s output valued at domestic prices.5 Public 
debt of developing Asia amounted to $14.6 trillion in 2020, while the world’s was $82.1 tril-
lion, of which two-thirds corresponded to the U nited States (U S) ($27.3 trillion), Japan ($13.1 
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trillion), and the euro area ($13.2 trillion) (see Figure 1.1). Among the group of developing 
Asian economies, the three largest economies in terms of output and population accounted for 
almost 80 percent of government liabilities: the PRC ($9.0 trillion), India ($2.2  trillion), and 
Indonesia ($0.4 t rillion).

The level of public debt relative to the economic size of developing Asia appears moderate 
compared with other regions. In 2020, the public debt-to-GDP ratio of developing Asia stood 
at 60 percent, well below the ratios for the world as a whole (98 percent) or advanced econo-
mies (129 percent), and close to the average of emerging economies (59 percent) (see Figure 
1.2). From a regional perspective, public debt is the highest in South Asia compared with other 
geographic groups defined by ADB, and this has been so for several years (see Figures 1.2 
and 1.3). As discussed in the next section, Bhutan, Maldives, Sri L anka, India, and Pakistan 
currently exhibit government liabilities well above 70 percent of GDP.6

Developing Asia managed to preserve a moderate level of public indebtedness throughout 
the last 15 years, until the COVID-19 pandemic unfolded in 2020 (see Figure 1.3). The public 
debt-to-GDP ratio of developing Asia was 39 percent back in 2005 and grew by 13 percentage 
points by 2019. This mild increase is in stark contrast with the j ump of 30 percentage points 
in the public debt ratio of advanced economies during the same period, and closer to the 
9-percentage-point variation of other emerging economies. Heterogeneity within developing 
Asia should not be overlooked. Public debt grew in East Asia (24 percentage points) and 
Central Asia (12 percentage points), whose debt ratios almost doubled between 2005 and 
2019. In contrast, the debt ratios changed little in the Pacific (5 percentage points), Southeast 
Asia (−2 percentage points), and South Asia (−6 percentage points).

For the group of Asian developing economies as a whole, the overall stability of their 
government liabilities relative to GDP, at least until 2019, primarily relates to sustained, high 
rates of economic growth. The real GDP of developing Asia expanded at an average rate of 
6.8 percent per year between 2005 and 2019, nearly five times the growth rate of 1.6 percent 
achieved by advanced economies, and twice the 3.2 percent growth achieved by other emerg-
ing economies. In addition, as a group, governments in developing Asia tended to run more 
prudent fiscal policies, and borrow less, in normal times. Developing Asia even adopted a less 
expansionary stance when coping with the global financial crisis in 2008, while advanced 
economies largely resorted to public debt for financing fiscal responses, corporate and bank 
bailouts, and other interventions.7 Thus, between 2007 and 2019, the general government 
fiscal deficit of developing Asia averaged 2.2 percent of GDP per year, about half the deficit of 
4.1 percent of GDP run by advanced economies and similar to the 2.3 percent deficit in other 
emerging economies.

More recently, the dynamics of government indebtedness in developing Asia looks less 
reassuring. Two trends have built up vulnerabilities even before the COVID-19 pandemic. 
First, the real GDP growth of developing Asia, albeit still high for global standards, has sig-
nificantly decelerated, falling from an average annual rate of 8 percent in 2007–2011 at the 
height of the global financial crisis, to 6.3 percent in 2012–2015, and further to 5.8 percent 
in 2016–2019 (see Table 1.1). Growth deceleration is actually a common pattern across all 
geographic groups, and rather visible in the PRC and India.8 Second, since the mid-2010s, the 
governments of Asian developing economies have run more expansionary fiscal policies than 
they were used to. Between 2016 and 2019, the general government fiscal deficit of develop-
ing Asia averaged 3.8 percent of GDP per year, more than doubling the deficit of 1.6 percent 
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of GDP achieved from 2007 to 2015 (see Table 1.1).9 Deteriorating fiscal balances are also 
a common pattern across the geographic groups, with the sole exception of South Asia whose 
deficits have been high for regional standards and only marginally reduced in recent years.10 

1.2 Private Debt

While developing Asian economies make a modest contribution to the world’s total public 
debt, they account for nearly one-quarter of the global private debt. The private debt of these 
economies totaled $ 50.9 trillion in 2020, equivalent to 26 percent of the world’s ($197.2 tril-
lion), similar to the U S ($52 trillion), and significantly higher than the euro area ($ 38.6 trillion) 
and Japan ($18 trillion) (see Figure 1.1). Private debt is heavily concentrated in a small group 
of large economies: the PRC ($38.3 trillion); the Republic of K orea (ROK ) ($4.8 trillion); 
India ($1.7 trillion); and Hong K ong, China ($1.8 trillion); j ointly, they account for more than 
90 percent of the private debt of the developing Asia group.11

Private debt of developing Asia peaked at 231 percent of GDP in 2020, not far from the 
ratio of the world as a whole (253 percent) (see Figure 1.2). From a regional perspective, 
East Asia ranks first in terms of private indebtedness (see Figures 1.2 and 1.3). Excluding 
liabilities owed by financial corporations, which are typically highly leveraged entities, and 
considering only household and nonfinancial corporate debt, developing Asia accounts for an 
even higher share—ne arly one-third of the global private debt. Actually, the household and 
nonfinancial corporate debts of developing Asia relative to GDP (185 percent) are among the 
highest worldwide— comparable to the indebtedness of Japan (187 percent) and the euro area 
(175 percent). As discussed in the next section, the highest private debt ratios correspond to 
either large economies such as the PRC (226 percent) and the ROK  (211 percent), or regional 
financial centers such as Hong K ong, China (350 percent) and Singapore (197 percent) (see 
Figure 1.4).

Private liabilities in Asian developing economies are owed by firms to a large extent. 
Nonfinancial corporations rely particularly on debt financing compared with other regional 
blocs. Relative to the economic size of the group of developing Asian economies, the liabilities 
of these firms are also the highest in the world, amounting to 132 percent of GDP in 2020 
(Chapter 7).12 On the other hand, developing Asia households are relatively less leveraged 
than in other regions, and their financial obligations stood at only 53 percent of GDP in 2020 
(Chapter 8).

Private debt across developing Asia is not only elevated in the present, it was also built up 
rather rapidly until 2016. Firms, particularly PRC private and state-owned enterprises borrow-
ing from banks, drove corporate indebtedness; and total private liabilities actually expanded 
much faster than GDP, which was itself growing at a high speed (Chapter 3).13 During 
2007–2016, the private debt-to-GDP ratio of developing Asia j umped from 136 percent to 
199 percent—a n increase of 63 percentage points unmatched by any other regional bloc (see 
Figure 1.3).14 Nonfinancial corporations and households fully explained the rise of the private 
debt ratio, and contributed 47 percentage points and 16 percentage points, respectively (see 
Figure 1.4). In contrast, private debt from 2016 to 2019 has been stable worldwide as well as 
in the group of developing Asian economies.15

The level and dynamics of household and corporate indebtedness in the Asian developing 
economies also present vulnerabilities. First, the real GDP growth of developing Asia is 
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decelerating, as indicated earlier, and thus the incomes of debtor firms and households may 
no longer expand as fast as they used to. Second, the private debt of developing Asia may 
have financed investment expenditures that are increasingly less efficient, including housing 
construction and the acquisition of machinery and equipment by relatively inefficient firms. 
In this regard, a decreasing level of investment efficiency in some Asian economies, crudely 
measured by the incremental capital–output ratio, may also reduce debtors’ repayment capac-
ity. As a group, developing Asian economies have maintained high investment-to-GDP ratios 
for world standards, with annual ratios in the range of 37 percent to 40 percent between 2007 
and 2019 (see Table 1.1). However, their gains in output growth narrowed significantly, with 
the average annual incremental capital–output ratio rising from 4.6 in 2007–2011 to around 6 
in 2012–2019.16

1.3 External Debt

Asian developing economies contribute more to the global output than to the world’s external 
debt. The external debt of developing Asia amounted to j ust $8.2 trillion in 2019— less than 10 
percent of the world’s ($87.2 trillion) (see Figure 1.1). The PRC ($2.1 trillion); Hong K ong, 
China ($1.7 trillion); and Singapore ($1. 6 trillion) account for two-thirds of the foreign liabili-
ties of the developing Asia group. Notably, the high volume of foreign liabilities in Singapore 
and Hong K ong, China results from their role as regional financial centers.

Relative to GDP, the foreign liabilities of developing Asia are among the lowest worldwide 
(see Figure 1.2). As developing Asian economies are rather open to international trade, and 
a significant share of their domestic output is exported, the external debt relative to their 
exports is also low by global standards. Excluding the regional financial centers, external 
debt is particularly salient in Central Asia, and protractedly so (see Figures 1.2 and 1.3), with 
a significant share owed by private-sector financial and nonfinancial corporations.17 As dis-
cussed in the next section, foreign liabilities exceed 70 percent of GDP in Mongolia, Bhutan, 
the K yrgyz Republic, Georgia, Armenia, the L ao People’s Democratic Republic (L ao PDR), 
K azakhstan, Papua New Guinea, Taj ikistan, Sri L anka, and Maldives.

Notably, the external debt ratio of Asian developing economies as a group has been fairly 
low and stable for at least the last 15 years (see Figure 1.3). Developing Asia emerged from 
the Asian financial crisis in 1997 with a more prudent approach to foreign borrowing—bot h 
public and private— which resulted in significant deleveraging (Chapter 7). For a group of 
large developing Asian economies for which data are available, the governments reduced the 
share of external liabilities in total public debt from 45 percent in 1995 to 10 percent by 2008, 
and further to about 5 percent in the present. The mirror image of reduced borrowing abroad in 
foreign currency was an increased domestic financing in local currency, supported by efforts 
to develop markets for public debt (Chapter 14).18 In addition, the governments sought to build 
up international reserves to provide self-insurance against external shocks and capital-flow 
volatility. For the same group of maj or developing Asian economies, the international reserves 
rose from 10 percent of GDP in 1995 to 40 percent by 2008, and declined to around 20 percent 
currently.19
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Notes:
GDP = gross domestic product.
Regional debt ratio computed as an average of economies’ ratios, weighted using GDP in current dollars. Advanced 
economies and emerging economies broadly correspond to the IMF WEO classification. Advanced economies 
exclude Singapore; the Republic of K orea; Taipei,China; and Hong K ong, China. Emerging economies refer to all 
non-advanced economies—of ten characterized as emerging and developing economies. Public and external debt 
reported for 44 developing economies in Asia, and private debt for 21 developing economies in Asia.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.3  E v olution of public, pr iv ate, and e x ternal debt of dev eloping Asia and the 
w orld since the mid-2000s (% of GDP)
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Notes:
GDP = gross domestic product; PRC = People’s Republic of China.
Regional debt ratio computed as an average of economies’ ratios, weighted using GDP in current dollars. Advanced 
economies and emerging economies broadly correspond to the IMF WEO classification. Advanced economies 
exclude Singapore; the Republic of K orea; Taipei,China; and Hong K ong, China. Emerging economies refer to all 
non-advanced economies—of ten characterized as emerging and developing economies. Private debt reported for 14 
developing economies in Asia.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.4  E v olution of household and nonfinancial corporate debt of dev eloping Asia 
and the w orld since the mid-2000s (% of GDP)
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 2. DEBT VU L NERABIL ITIES OF DEVEL OPING ASIA

Developing Asian economies are very heterogeneous in relation to their current levels of 
public, external and private debt, and their associated vulnerabilities. K ey vulnerabilities refer 
to (1) the current size of debt stock s and gross financing needs—of ten related to the notions 
of solvency and liquidity, respectively; (2) the debt structure, which creates exposure to risks 
(e.g., exchange-rate, interest-rate, and rollover risk); and (3) the debt dynamics, related to both 
the past trend and prospective outlook for debt stocks. This section explores the debt levels 
of developing Asia and identifies a number of economies that exhibit debt vulnerabilities in 
relation to solvency and liquidity. In general terms, developing Asian economies with severe 
public debt vulnerabilities are concentrated in South Asia, those with elevated private debt are 
located in East Asia, and economies with significant external debt vulnerabilities are found in 
Central Asia.

Table 1.1 M acroeconomic performance of dev eloping Asia, 2007–2019 

 Annual 
Average

Developing 
Asia

South 
Asia

Central 
Asia

Southeast 
Asia

The 
Pacific

East Asia PRC East Asia 
(excluding 

the PRC)

Real GDP 
growth rate 
(% )

2007–2011 8.0 7.3 7.0 5.3 3.9 8.9 10.7 4.0

2012–2015 6.3 6.4 5.1 5.1 6.5 6.6 7.5 2.8

2016–2019 5.8 6.2 4.0 4.9 2.9 6.0 6.7 2.6

Fiscal 
balance
(%  of 
GDP)

2007–2011 −1.4 −7.4 3.6 −0.6 0.8 −0.2 −0.4 0.3

2012–2015 −1.8 −6.8 1.3 −1.0 −3.6 −1.0 −1.2 0.0

2016–2019 −3.8 −6.6 −0.7 −1.2 −2.7 −3.7 −4.6 1.0

Gross 
capital 
formation 
(%  of 
GDP)

2007–2011 37.0 34.3 25.9 27.3 21.4 40.6 44.5 29.0

2012–2015 38.3 32.3 25.6 28.8 21.1 42.0 45.2 27.5

2016–2019 37.1 29.4 26.7 28.4 20.2 40.7 43.2 27.8

Gross 
national 
savings 
(%  of 
GDP)

2007–2012 41.0 31.9 29.7 32.2 1.4 46.0 50.4 33.4

2012–2015 40.5 30.4 27.4 31.0 13.8 45.0 47.5 34.0

2016–2019 38.6 27.7 24.5 30.9 10.6 42.7 44.4 34.6

Current 
account 
(%  of 
GDP)

2007–2011 4.0 −2.4 4.1 5.6 −9.3 5.4 5.9 4.2

2012–2015 2.2 −1.9 1.0 2.5 −5.9 3.0 2.3 6.2

2016–2019 1.5 −1.6 −2.4 2.7 17.4 2.0 1.1 6.4

Notes:
GDP = gross domestic product; PRC = People’s Republic of China.
Developing Asia refers to groups of developing economies in Asia, depending on data availability. Regional figures 
computed as an average of economies’ values, weighted using GDP in current dollars. Real GDP growth rate, 
fiscal balance, and current account reported for 44 economies; gross capital formation for 34 economies; and gross 
national savings for 30 economies.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.
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2.1 Public Debt

Public debt vulnerabilities may emerge from the performance of the economy and the gov-
ernment’s policies. The government’s own repayment capacity and opportunities to smoothly 
secure borrowed funds, including rollovers, will depend on the actual performance of the 
economy, as well as on the prospective growth and policy outlook perceived by creditors, 
investors, and policy makers. Fiscal policies and debt management also matter, and largely 
impact on vulnerabilities related to solvency, liquidity, and risk exposure. A government’s 
capacity to undertake expansionary fiscal stimulus and fund attendant deficits while preserv-
ing sustainable levels of debt is referred to as “ fiscal space”  (Chapter 10). Alongside, a govern-
ment’s ability to modify the public debt structure and access a variety of sources of financing 
is referred to as “ debt management capacity”  (Chapter 14).

Developing Asian economies exhibiting high levels of government debt are vulnerable in 
relation to their solvency.20 The public debt-to-GDP ratio indicates the government’s debt 
burden relative to its repayment capacity, proxied by the size of the economy and measured 
with the nominal GDP. A public debt ratio above 70 percent signals a level of (solvency-related) 
debt vulnerability that often calls for stricter monitoring by international organizations, while 
a ratio below 40 percent indicates a relatively safer level of government liabilities (see Figure 
1.5).21 A few economies exhibit high public debt ratios, signaling solvency-related vulner-
abilities. Bhutan, Maldives, Sri L anka, India, Pakistan, Fij i, the L ao PDR, and Mongolia 
exhibit public debt ratios above 70 percent, thus being in a vulnerable position in terms of the 
size of the government debt. Besides, 16 economies have ratios between 40 percent and 70 
percent, and 17 economies have ratios below 40 percent. Economies whose public debt ratio is 
below—a lthough close to—t he 70 percent level are the K yrgyz Republic, Malaysia, the PRC, 
and Armenia.

Highly indebted developing Asian economies also face significant government gross 
financing needs (GFN), which make them vulnerable to liquidity risk, with the exception of 
Bhutan and the L ao PDR.22 The government GFN-to-GDP ratio proxies the government’s bor-
rowing requirements relative to its repayment capacity. High public debt levels tend to build 
up significant interest burdens, which constitute an important driver of annual fiscal deficits 
and attendant government GFN. Concessionality of foreign loans, however, reduces the inter-
est burden as well as rollover risks for any given level of debt. A government GFN ratio above 
15 percent signals a level of (liquidity-related) debt vulnerability that also calls for closer 
monitoring, while a ratio below 10 percent is a relatively safer level of borrowing requirements 
(see Figure 1.6).23 Maldives, Sri L anka, India, Pakistan, Fij i, and Mongolia face government 
GFN ratios above 15 percent, and hence both their debt stocks and borrowing-requirement 
flows are relatively high among developing Asian economies. Thanks to long-term financing 
of proj ects with moderate debt-service obligations, the government GFN for Bhutan and the 
L ao PDR are below 10 percent of GDP. Among those economies whose public debt ratio is 
below—a lthough close to—t he 70 percent level, only the PRC also exhibits a government 
GFN ratio above 15 percent, while the K yrgyz Republic, Malaysia, and Armenia face lower 
GFN. Thailand has a high government GFN despite its moderate public debt ratio. Overall, 8 
developing Asian economies have ratios above 15 percent, 6 economies have ratios between 
10 percent and 15 percent, and 12 economies have ratios below 10 percent.
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A government’s debt management capacity can mitigate, or amplify, the vulnerabilities 
associated with the public debt. Three groups of developing Asian economies can be identi-
fied according to their debt management capacity, as proposed in Chapter 14. In one cluster 
named U nderdeveloped Domestic Government Debt Market group, comprising mainly the 
Pacific and a few other economies, the governments largely rely on official, external sources 
of financing and have very limited domestic debt—not ably, domestic markets for government 
debt are underdeveloped and constrain the debt management capacity. In another set named 
Advanced Domestic Government Debt Market group, which includes long-standing emerging 
markets like the PRC, India, Malaysia, and Thailand, the governments mainly borrow from 
domestic sources and have significant domestic debt—not ably, local markets for government 
debt are well developed and widen the debt management capacity. The third cluster, named 
Developing Domestic Government Debt Market group, includes the remaining economies 
that lie in-between the other two groups, and whose governments combine different sources 
of financing—w hile the domestic market for government debt ranges from nascent to mature.

Highly indebted developing Asian economies do not have strong debt management capac-
ity, except India (Figure 1.7). Bhutan belongs to the U nderdeveloped Domestic Government 
Debt Market group, and its public debt relates to the financing of hydropower proj ects under-
taken in close cooperation with India, a factor that largely mitigates the solvency-related vul-
nerability suggested by its high level of government debt. India itself is the only case among 
the highly indebted economies that belongs to the Advanced Domestic Government Debt 
Market group and thus benefits from wider debt management capacity and access to domestic 
financing—a  factor that mitigates its own solvency-related vulnerability. On the other hand, 
Maldives, Sri L anka, Pakistan, Fij i, the L ao PDR, and Mongolia belong to the Developing 
Domestic Government Debt Market group and have limited debt management capacity and 
opportunities for domestic borrowing, which does not bode well in view of their vulnerabili-
ties. For economies whose public debt ratio is below—a lthough close to—t he 70 percent level, 
the K yrgyz Republic and Armenia are included in the Developing Domestic Government Debt 
Market group, while Malaysia and the PRC are in the Advanced Domestic Government Debt 
Market group.

2.2 Private Debt

A few developing Asian economies have significant levels of private debt, either due to 
financial centers’ leverage (e.g., Singapore and Hong K ong, China) or indebtedness by house-
holds (the ROK ) or firms (the PRC) (Figure 1.8).24 Private-sector liabilities are the highest 
in Hong K ong, China, where private debt is above 500 percent of GDP; and in Singapore, 
whose private debt ratio nears 400 percent. Both being important regional financial centers, 
significant indebtedness by corporations takes place, and is recorded within their j urisdictions 
disproportionally to their small economic size in terms of output and population. The ROK  and 
the PRC exhibit private debt ratios around 300 percent. Among these economies, households 
in the ROK  are the most indebted, with their liabilities reaching 100 percent of GDP. The 
PRC’s nonfinancial corporations (especially state-owned enterprises) are also highly lever-
aged, with debts exceeding 150 percent of GDP.

Private debt ratios in developing Asia as a whole grew rapidly from 2007 to 2016, thus building 
up financial fragility. Household and nonfinancial corporate debts j umped from 100 percent of 
GDP to nearly 155 percent of GDP in j ust a decade, and another increase by 15 percentage points 
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occurred from 2016 to 2020. The private debt ratios of individual economies— like Hong K ong, 
China; Singapore; and Viet Nam— were still rising before the COVID-19 pandemic unfolded.

A fast-growing private debt ratio is the hallmark of financial fragility—t hat is, a situation 
where debtors experience an increase in debt-service obligations relative to their incomes and 
thus become more dependent on either future income growth, debt refinancing, or both. If 
income growth slows down, debt refinancing opportunities narrow, or both, private debtors are 
more likely forced to undertake expenditure adj ustments to stay current on their obligations.25 
Developing Asian economies with high levels of private debt thus face vulnerabilities to the 

Notes:
GDP = gross domestic product; PRC = People’s Republic of China.
High private debt ratios observed in regional financial centers, the PRC, and the Republic of K orea.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.8 Priv ate debt of selected dev eloping Asian economies (% of GDP)
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extent that their economic growth rates decelerate, the quality of investment deteriorates, and 
the pool of domestic savings narrows.

2.3 External Debt

Developing Asian economies exhibiting high levels of external debt are vulnerable in relation 
to their economy-wide solvency.26 The external debt-to-GDP ratio indicates the debt burden 
of all residents (including public and private sectors) relative to the economy-wide repayment 
capacity. An external debt ratio exceeding 70 percent indicates a level of (solvency-related) 
debt vulnerability relatively high within the group of developing Asian economies, while 
a ratio below 25 percent implies a safer level of foreign liabilities (Figure 1.9).27 External debt 
ratios surpass 70 percent in Mongolia, Bhutan, the K yrgyz Republic, Georgia, Armenia, the 
L ao PDR, K azakhstan, Papua New Guinea, Taj ikistan, Sri L anka, and Maldives. Besides, 
17 economies have ratios between 25 percent and 70 percent, and 12 economies have ratios 
below 25 percent. The external debt ratio of Cambodia and Malaysia is below—a lthough close 
to—t he 70 percent level.

Highly indebted developing Asian economies also tend to exhibit large external GFN, which 
implies vulnerability in relation to their external liquidity—w ith the exception of the L ao PDR, 
Sri L anka, Taj ikistan, and Papua New Guinea.28 The external GFN-to-GDP ratio proxies the 
residents’ foreign borrowing requirements relative to their repayment capacity. High external 

Notes:
FSM = Federated States of Micronesia; GDP = gross domestic product; L ao PDR = L ao People’s Democratic 
Republic; ROK  = Republic of K orea; PRC = People’s Republic of China.
Few developing economies in Asia exhibit high external debt ratios, signaling solvency-related vulnerabilities.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.9 E x ternal debt of dev eloping Asia (% of GDP)
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debt levels build up heavy interest burdens—or  similarly, sustained foreign direct investment 
flows may generate large profit remittances, which constitute an important driver of annual 
current account deficits and attendant external GFN. An external GFN ratio above 20 percent 
signals a level of (liquidity-related) debt vulnerability that calls for stricter monitoring, 
while a ratio below 5 percent indicates a relatively safer level of borrowing requirements 
(Figure 1.10).29 Mongolia, Bhutan, Armenia, K azakhstan, the K yrgyz Republic, Georgia, 
and Maldives have external GFN ratios above 20 percent, and thus both their debt stocks and 
borrowing-requirement flows imply vulnerabilities. Cambodia is in a similar situation, since 
its external GFN ratio is close to 20 percent while its external debt ratio nears 70 percent. On 
the other hand, despite their high level of foreign liabilities, the L ao PDR, Taj ikistan, and Sri 
L anka maintain moderate external GFN. Given their current account surpluses, Papua New 
Guinea and Malaysia also face limited external GFN. Overall, 7 economies have ratios above 
20 percent, 15 economies have ratios between 5 percent and 20 percent, 9 economies have 
ratios below 5 percent, and 3 economies have no external GFN.

Highly indebted developing Asian economies tend to have small international reserve stocks, 
which heighten their liquidity-related vulnerability. The international reserve stock-to-GDP 
ratio measures the availability of internationally liquid resources (often in the balance sheet 
of the Central Bank), relative to the size of the economy. International reserves represent 
repayment capacity to honor the stock of foreign liabilities, thus mitigating a solvency-related  

Notes:
GDP = gross domestic product; GFN = gross financing needs.
Most highly indebted developing economies in Asia also have high external financing needs and liquidity-related 
vulnerabilities.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.10 E x ternal gross financing needs of dev eloping Asia (% of GDP)
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vulnerability—a s well as a financial reserve that can be utilized to meet the flow of external 
GFN in the short term, thus alleviating a liquidity-related vulnerability. An international reserve 
ratio above 25 percent is deemed an adequate level of internationally liquid resources, while 
a ratio below 25 percent signals a relatively limited availability (Figure 1.11).30 Mongolia, 
Armenia, K azakhstan, Maldives, the L ao PDR, Taj ikistan, Sri L anka, the K yrgyz Republic, 
Georgia, and Papua New Guinea exhibit international reserve ratios below 25 percent, with 
nominal reserves well below their external debt stocks. Bhutan and Cambodia, instead, hold 
a significant international reserve position that mitigates the vulnerability associated to their 
high level of external debt. Malaysia, which also carries a large external debt, eases its own 
vulnerability through both small external GFN and a robust stock of international reserves.

3. THE FISCAL  AND DEBT IMPACT OF THE COVID-19 
PANDEMIC

The economic effects of the COVID-19 pandemic caused budget balances and government 
debt levels to deteriorate worldwide. Developing Asian economies undertook efforts to cope 
with the health emergency to the extent that their fiscal policy space permitted and the atten-
dant borrowings— j ointly with an output contraction, or growth slowdown—i ncreased their 
public debt burdens to unprecedented levels. This section documents the overall fiscal effort 
in the Asian developing economies as a whole and the impact on their public debt burden.

Worldwide, the fiscal support to cope with the COVID-19 pandemic in 2020 totaled as 
much as $14 trillion—e quivalent to about 16 percent of global GDP, according to estimates 

Notes:
GDP = gross domestic product.
Most highly indebted developing economies in Asia have limited international reserves.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.11 I nternational reserv es of dev eloping Asia (% of GDP)
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by the IMF (IMF 2021a, 2021b) (Figure 1.12). Within this massive effort, $8 trillion corre-
sponded to either higher public spending or forgone revenue (referred to as “ above-the-line”  
fiscal measures), and $6 trillion consisting of loans or capital inj ections (“ below-the-line”  
fiscal measures).31 In particular, the developing Asia group j ointly undertook a fiscal effort 
amounting to $1.6 trillion, of which $1.1 trillion and $0.5 trillion implemented, respectively, 
as above- and below-the-line measures.

Developing Asia undertook different fiscal efforts depending on the direct economic effect 
of the COVID-19 pandemic and available fiscal space. The PRC, having ample fiscal space, 
afforded measures to the tune of $0.9 trillion, which included spending on epidemic preven-
tion and control, production of medical equipment, unemployment insurance, tax relief, and 
public investment. India’s fiscal effort totaled $0.2 trillion, involving direct transfers (in-kind 
and cash), wage support and insurance coverage for workers in the health-care sector, guar-
antees for a collateral-free lending program, and credit and liquidity provisions. Singapore 
adopted measures amounting to $0.1 trillion to support households with cash payouts, wage 
subsidies, and j ob creation.

Due to the economic effects of the COVID-19 pandemic and the fiscal efforts to mitigate 
them, the dynamic of public debt of developing Asia as a whole expected for 2020–2021 largely 
breaks from the recent past—w hich was already building up vulnerabilities, as indicated in 
section 1. For developing Asia as a whole, public debt is proj ected to reach an unprecedented 
level of 64 percent of GDP by 2021, thus j umping up by around 12 percentage points of GDP 
relative to the pre-pandemic mark in 2019 (Figure 1.13). While economic growth contributed 
to reduce the public debt ratio by 2.5 percentage points per year (on average) in 2016–2019, its 
effect would be j ust 1.8 percentage points in 2020–2021. On the other hand, primary deficits 
pushed the ratio up by 2.3 percentage points per year before the pandemic, while its impact 
would be as much as 8.1 percentage points in 2020–2021. As a consequence, the public debt 
ratio for developing Asia as a whole is expected to increase by 6 percentage points annually 
(on average) in 2020–2021—he nce, tripling the growth observed back in 2016–2019, which 
was itself larger than before the global financial crisis. Therefore, the COVID-19 pandemic 
may leave a legacy of high levels of government debt and heightened solvency-related vulner-
abilities for the group of developing Asian economies.

With a few exceptions, developing Asia experienced a heavier debt burden in 2020 relative 
to the pre-pandemic mark in 2019 (Figure 1.14). A combination of economic contraction 
(or growth slowdown) and a large fiscal deficit drove the public debt ratios up in 9 out of 10 
economies in 2020. The increase in government debt exceeded 30 percentage points of GDP 
in Maldives and Fij i, both severely hit by the contraction in tourism and international travel, 
and related fiscal revenues. Fij i actually j oined the group of highly indebted economies in 
2020, while its public debt burden was moderate before the COVID-19 pandemic. The public 
debt ratios of Bhutan, India, and Georgia increased by 15 percentage points. On the other 
hand, only a handful of economies reduced their ratios—t he Federated States of Micronesia, 
K iribati, Turkmenistan, Nauru, and Tuvalu.

The government debt of developing Asia will continue growing in 2021, although the 
expected economic recovery would offset the sustained fiscal deficit and thus attenuate the 
increase in the public debt burden—a nd even slightly reduce that burden in a few cases (Figure 
1.14). Thus, even a quick upturn in 2021 will not cause the higher debt levels reached in the 
preceding year to return. The COVID-19 pandemic then leaves a common legacy of heavier 
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Notes:
GDP = gross domestic product; p.p. = percentage point.
Public debt dynamics of developing Asia accelerated during the COVID-19 pandemic.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.13  Public debt dynamics of dev eloping Asia during the C O V I D-19 pandemic
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public debt burdens for all individual economies and, as indicated below in section 4, the 
outlook for the next few years does not suggest any alleviation is to come.

4. DEBT OU TL OOK  IN THE AFTERMATH OF THE COVID-19 
PANDEMIC

While vaccines and preventive measures may eventually resolve the public health crisis trig-
gered by the COVID-19 pandemic, its legacy in terms of public debt will not fade away soon. 
Furthermore, there is still uncertainty on the path of economic recovery and normalization of 
fiscal policies adopted in 2020. This section assesses the outlook for public and external debt 
over the medium term (2021–2024) on the basis of illustrative debt-dynamic simulations. For 
developing Asia as a whole, the baseline scenario points to an overall stabilization of public 
and external debt at the levels already observed in 2020. A few developing Asian economies 
may even see their public debt burdens worsening under such an outlook. Illustrative simu-
lation addressing the risk of a slow recovery, or a failure to normalize fiscal policies, suggest 
that the public debt ratio of the developing Asia group may near 80 percent of GDP by 2024.

4.1 Public Debt

For most developing Asian economies, the public debt ratios are expected to remain at their 
current levels in the medium term under the baseline scenario.32 Such an outlook contemplates 
a V-shaped recovery of economic activity in 2021, robust output growth in the medium term 
(2022–2024), and a gradual normalization of fiscal policy, including phasing out measures 
taken in 2020 to cope with the COVID-19 pandemic. However, as discussed below, in most 
economies, significant fiscal deficits will persist over the medium term, and the economic 
growth will barely offset those imbalances. The weighted average of the public debt ratios of 
economies—us ing GDP in current dollars as weights—i s proj ected to grow from 64 percent in 
2021 to 71 percent of GDP by 2024 (Figure 1.15). A rising government debt burden in the PRC 
and the ROK  is a maj or factor driving such dynamics. Instead, the simple average of the public 
debt ratios of developing Asia stabilizes around 51 percent of GDP in 2021–2024. Public debt 
stabilization is expected in all regions, except in East Asia.

Overall, developing Asian economies are anticipated to broadly stabilize their levels of 
public debt in 2021–2024. For a maj ority of Asian developing economies, the public debt ratio 
in 2024 will deviate from the 2020 ratio within a range of +/−10 percentage points (Figure 
1.16). In broad terms, therefore, the outlook for developing Asia reveals a stabilization of 
public debt burdens over the next few years, at the current levels. A handful of cases will 
instead exhibit higher public debt ratios and thus heightened (solvency-related) vulnerabilities. 
For instance, the ratios of the PRC, the ROK , Samoa, and K iribati are proj ected to increase by 
more than 10 percentage points between 2020 and 2024. On the other hand, Bhutan, Pakistan, 
and Mongolia will achieve lower ratios, with reductions larger than 10 percentage points.

For the group of highly indebted developing Asian economies, the debt vulnerabilities 
observed in the present will not fade away soon. In most of these economies, the proj ected 
fiscal policies in 2021–2024 will widen the budget deficits observed before the COVID-19 
pandemic. Mounting deficits will boost the growth of government debt in the medium term 
(Figure 1.17).33 The fiscal deficit ratios of Bhutan, Maldives, Sri L anka, India, and Fij i are 
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anticipated to exceed their own historical average observed in 2016–2019. On the other hand, 
fiscal consolidation efforts are expected to be pursued by Pakistan (ostensibly led by recurrent 
IMF-supported programs), and, to a lesser extent, also by the L ao PDR. Proj ected economic 
growth in 2021–2024 will not be sufficient for highly indebted economies to reduce their public 
debt ratios below 70 percent by 2024. These economies will not grow out of government debt 
enough for their (solvency-related) debt vulnerabilities to soften over the next few years (Figure 
1.18). The public debt ratios of Bhutan, Maldives, Sri L anka, India, Pakistan, and Fij i are 
expected to continue exceeding 70 percent by 2024, despite significant economic growth helping 
them to reduce (or stabilize) their public debt burdens relative to 2020. Economic growth will 
allow Mongolia and the L ao PDR to achieve a moderate public debt ratio by 2024— although the 
L ao PDR’s debt ratio will remain very close to the 70 percent level.

For the group of developing Asian economies whose public debt ratio is below— although 
close to— the 70 percent level in 2020, the debt outlook appears stable, with the exception of the 
PRC. The K yrgyz Republic, Malaysia, and Armenia are expected to run moderate fiscal deficits 
and slightly reduce their public debt burden between 2020 and 2024. On the other hand, the 
PRC’s fiscal deficits are proj ected to reach 10 percent of GDP— far larger than those observed 
before the COVID-19 pandemic— while the growth slowdown continues. As a result, the PRC 
government debt may increase from 62 percent of GDP in 2020 to 77 percent by 2024.34

Public debt burdens may deteriorate even further if governments fail to normalize fiscal 
policy, or if the economy fails to recover strongly (see Figure 1.15). Given the uncertainty 
surrounding the expected outlook, particularly the highly uncertain prospects in the current 

Notes:
GDP = gross domestic product.
Values within the shaded area deviate by +/−10 percentage points of GDP relative to the 45-degree line. Most 
developing economies in Asia are expected to broadly stabilize their public debt ratios at current levels in the 
baseline outlook.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.16  Public debt proj ection for dev eloping Asia in baseline scenario, 2020 and 
2024 ( % of GDP)
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Notes:
GDP = gross domestic product.
Most highly indebted developing economies in Asia are expected to run large fiscal deficits in 2021–2024.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.17  General gov ernment fiscal deficit proj ection for dev eloping Asia in baseline 
scenario, 2021–2024 ( % of GDP)

Notes:
GDP = gross domestic product.
Most highly indebted developing economies in Asia will not grow enough in 2021–2024 to reduce their public debt 
ratios below 70% .
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.18 E conomic grow th proj ection for dev eloping Asia in baseline scenario, 
2021–2024 ( real GDP grow th rate,  %)
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j uncture of the COVID-19 pandemic, two alternative scenarios are formulated to assess risks. 
One risk scenario contemplates a failure (or political impossibility) to normalize fiscal policy 
and phase out the measures adopted in 2020. It then assumes that the fiscal deficit-to-GDP 
ratio remains at the 2020 level all throughout the 2021–2024 period. The other risk scenario 
envisages a weak economic recovery, possibly caused by a deterioration of long-term growth 
potential in the aftermath of the COVID-19 pandemic. Economic growth rates in 2022–2024 
are then assumed to be half those foreseen in the baseline scenario. In both risk scenarios, the 
weighted average of the public debt ratio of developing Asia reaches nearly 80 percent of GDP 
by 2024, while the simple average exceeds 60 percent of GDP. In all cases, the proj ected ratios 
rise by 10 percentage points (or more) over and above the baseline outlook.

Highly indebted developing Asian economies are particularly sensitive to the risks to fiscal 
policy and economic recovery (Figure 1.19). If the fiscal policy is not normalized in Pakistan, 
or if growth falters in Bhutan and Mongolia, their public debt ratios in 2024 will be similar 
to those observed in 2020—not  lower, as expected under the baseline outlook. Failure to nor-
malize fiscal policy could push the ratios of Maldives and Fij i up by more than 40 percentage 
points above their current levels. Similarly, a weak economic recovery could push the ratios of 
Sri L anka, India, and the L ao PDR up by more than 10 percentage points above their current 
levels. In both risk scenarios, the public debt burdens of the K yrgyz Republic, Malaysia, and 
Armenia exceed 70 percent of GDP in 2024, while the PRC’s surpasses 80 percent.

4.2 External Debt

Foreign liabilities of the developing Asia group are also expected to remain stable in the 
medium term under the baseline outlook. The weighted average of the external debt ratio of 
developing Asia using GDP in current dollars as weights is proj ected to remain around 20 
percent between 2021 and 2024, while the simple average stabilizes at 56 percent in the same 
period. All regions either stabilize, or slightly reduce, their external debt ratios in the medium 
term. Central Asia, in particular, will reduce its foreign liabilities but still carry a heavy exter-
nal debt burden.

Similar to public debt, most developing Asian economies are anticipated to stabilize their 
external debt ratios in 2021–2024. For several Asian developing economies that have reliable 
data apt for making proj ections, the external debt ratio in 2024 will deviate from the 2020 
ratio within a range of +/−10 percentage points (Figure 1.20).35 Overall, the outlook for 
developing Asia indicates a stabilization of external debt burdens in the medium term—a t the 
levels currently observed. However, rising foreign liabilities are expected in some cases, for 
example, the external debt ratio of Maldives and Cambodia is proj ected to increase by around 
20 percentage points between 2020 and 2024. On the other hand, K azakhstan and Malaysia 
will achieve lower ratios, with reductions larger than 20 percentage points.
External debt burdens may also worsen if the economy fails to recover strongly, and a handful 
of developing Asian economies with significant foreign liabilities will be particularly affected 
(Figure 1.21). For instance, Bhutan, Maldives, the L ao PDR, and Cambodia are expected to 
increase their external debt ratios by more than 25 percentage points relative to the current 
levels.
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Notes:
GDP = gross domestic product.
Values within the shaded area deviate by +/−10 percentage points of GDP relative to the 45-degree line. Most developing 
economies in Asia are expected to broadly stabilize their external debt ratios at current levels in the baseline outlook.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.20 E x ternal debt proj ection for dev eloping Asia in baseline scenario, 2020 and 
2024 ( % of GDP)

Notes:
FSM = Federated States of Micronesia; GDP = gross domestic product; L ao PDR = L ao People’s Democratic 
Republic; ROK  = Republic of K orea; PRC = People’s Republic of China.
External debt ratios of developing economies in Asia will increase in most economies if growth falters.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: Authors’ own calculations, based on the data sources listed in endnote 2, as of 14 December 2020.

Figure 1.21 E x ternal debt proj ection for dev eloping Asia in baseline and risk  scenarios, 
2020 and 2024 ( % of GDP)
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NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. Data sources for the empirical analysis in this chapter include the IMF’s Global Debt Database 
(https:/ /  www .imf .org/  external/  datamapper/  datasets/  GDD) and World Economic Outlook (WEO) 
datasets (https:/ /  www .imf .org/  en/  Publications/  WEO), especially for fiscal forecast assumptions; 
the ADB’s Asian Development Outlook (ADO) (https:/ /  www .adb .org/  publications/  series/  asian 
-development -outlook); the World Bank Group’s World Development Indicators (WDI) (https:/ /  
datatopics .worldbank .org/  world -development -indicators) and Debt Reporting System Database 
(DRS) (https:/ /  data .worldbank .org/  products/  ids); and the Institute of International Finance Debt 
Database (IIFDD) (https:/ /  www .iif .com/  Research/  Capital -Flows -and -Debt/  Global -Debt -Monitor).

3. Ferrarini et al. (2012) and Ferrarini and Ramayandi (2015) describe ADB’s earlier analysis on 
public debt sustainability in Asia.

4. IMF’s WEO (https:/ /  www .imf .org/  en/  Publications/  WEO) and IIFDD (https:/ /  www .iif .com/  
Research/  Capital -Flows -and -Debt/  Global -Debt -Monitor).

5. The contribution of developing Asia to global output rises to 38 percent when GDP in purchas-
ing power parity dollars is used instead, thus adj usting for differences in domestic prices across 
economies.

6. Chapter 12 discusses energy-related public indebtedness in Pakistan and Sri L anka.
7. Ferrarini and Ramayandi (2012) analyzed empirically the fiscal policy undertaken by selected 

developing Asian economies from the late 1990s to the global financial crisis, and found evidence 
consistent with the hypothesis that governments adj ust budget balances in response to increasing 
public debt levels—t hat is, as if fiscal reaction functions were in place.

8. The ongoing structural transformation and rebalancing of the PRC economy largely accounts for the 
regional growth slowdown. The PRC currently generates at least half of the total output produced by 
Asian developing economies. In 2020, it accounted for nearly 60 percent of developing Asia output 
when using GDP in current dollars, or about 50 percent, if utilizing GDP in purchasing power parity 
dollars. Growth deceleration in the PRC economy is transmitted to other regions through, inter alia, 
supply chains (e.g., East Asia and Southeast Asia) and commodity prices (e.g., Central Asia).

9. Notably, while the advanced economies’ public debt ratio j umped from 73 percent in 2007 to 108 
percent by 2013 as result of policy responses to the global financial crisis, it remained fairly stable 
until 2019, with fiscal deficits reduced. In contrast, the public debt ratio of developing Asia was 
fairly stable between 2007 and 2013, and then it increased by nearly 10 percentage points of GDP 
until 2019, with fiscal deficits growing. Other emerging economies also experienced a broadly 
stable public debt ratio from 2017 to 2013, and a rising one afterwards.

10. Public debt has increased in several developing Asian economies even before the COVID-19 pan-
demic: 16 economies exhibited public debt ratios exceeding 50 percent in 2019, compared with only 
9 back in 2007.

11. IIFDD compiles private debt data mainly from advanced economies, emerging markets, and 
middle-income economies; thus, many developing Asian economies are not included.

12. State-owned enterprises play an important role in private leveraging. According to IIFDD data on 
firms listed on domestic stock exchanges, those classified as state-owned, based on equity own-
ership, account for a large share of nonfinancial corporate debt, notably in the PRC (85 percent), 
Malaysia (80 percent), and India (55 percent).

13. The PRC generated 35 percent of the $100 trillion flow of new public debt issued globally between 
2005 and 2020.

14. In stark contrast, the world’s private debt ratio was broadly stable around 225 percent throughout 
the same period, while the ratios of maj or countries like the U S even declined.

15. Policy reforms adopted by the PRC since 2015 contributed to slowing down the nonfinancial corpo-
rate indebtedness. Some reforms actually substituted public debt for private debt: for example, the 
debt swap converting off-budget liabilities owed by the special purpose vehicles (often created by 
local governments for undertaking and financing infrastructure investments) into on-budget govern-
ment debt; and the establishment of a bond market for subnational borrowing to mitigate off-budget 

https://www.imf.org/en/Publications/WEO
https://www.iif.com/Research/Capital-Flows-and-Debt/Global-Debt-Monitor
https://www.iif.com/Research/Capital-Flows-and-Debt/Global-Debt-Monitor
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fiscal activity (Chapter 6). In addition, between 2016 and 2019, general government fiscal deficit 
in the PRC averaged 4.6 percent of GDP per year, far higher than the deficit recorded from 2007 to 
2015 (Table 1.1).

16. The investment rates in developing Asia remain high and broadly stable, but the national gross 
savings rates are declining overall, notably in the PRC, following the rebalancing toward consump-
tion (Table 1.1). To the extent that households and firms rely on domestic financing, a narrowing 
pool of savings may constrain their borrowing opportunities. Fueled by domestic savings, the 
demand for financial assets is analyzed by Chapter 13 in the context of aging populations in Asia.

17. Singapore and Hong K ong, China represent only 3 percent of the regional GDP but owe nearly 40 
percent of the external debt of developing Asia as a whole.

18. The development of domestic government debt markets in developing Asia and the expansion of 
local-currency public debt have been regularly monitored and analyzed in ADB’s Asian Bonds 
Online at AsianBondsOnline. https:/ /  asianbondsonline .adb .org/  .

19. Sustained, large current account surpluses were instrumental to external deleveraging and interna-
tional reserve accumulation in developing Asia. Since the aftermath of the global financial crisis, 
however, the buildup of reserves slowed down markedly, driven by the contraction in external 
surpluses (Table 1.1.) and a few episodes of financial turmoil where central banks intervened to 
stabilize foreign exchange markets (e.g., the taper tantrum in 2013 or the PRC sell-off in 2015).

20. From a theoretical perspective, solvency refers to a government’s capacity to repay its outstanding 
financial obligations over an extended period of time, in view of an intertemporal balance between 
its revenues and expenditures under the current fiscal policies. A creditworthy government is 
deemed able to generate sufficient budgetary resources to afford debt-service obligations over 
the medium- to long term, without having to borrow systematically in order to roll over maturing 
liabilities and pay interests. It is also expected to generate those budgetary resources broadly as 
a result of its current fiscal policies without having to undertake maj or policy adj ustments that are 
politically, economically or socially untenable, or to restructure current or future financial obliga-
tions, or to outright default on them. In practice, a nonexplosive dynamic of the public debt-to-GDP 
ratio signals a balanced evolution of financial obligations and repayment capacity (including both 
budgetary resources and access to rollovers). For a discussion on the notion of solvency and sustain-
ability from the perspective of practitioners in international organizations, see IMF (2017, 2021a) 
and Debrun et al. (2019).

21. Public debt at the end of 2020 refers to the general government and is an estimate from the ASDM 
based on the Asian Development Outlook December 2020 growth and inflation forecasts (ADB 
2020) and the WEO October 2020 fiscal forecasts (IMF, 2020). The IMF’s Market-Access Country 
Debt Sustainability Analysis (MAC DSA) uses the 70 percent value as a benchmark for debt vulner-
abilities of emerging markets, and 85 percent for advanced economies (IMF 2013, 2021a). The 40 
percent value is established based on percentiles within the group of developing Asian economies. 
Singapore; Hong K ong, China; and Brunei Darussalam are excluded from the classification because 
their public debts do not play a maj or role in deficit financing. Niue and the Cook Islands are 
excluded due to lack of reliable data.

22. Conceptually, liquidity refers to a government’s capacity to borrow funds in the short term, at 
a reasonable cost, in order to meet its Gross Financing Needs (GFN) (e.g., fiscal deficit, amorti-
zation payments, and other debt-creating transactions). A government with access to liquidity is 
deemed able to issue debt in the short term to secure borrowed resources and fund fiscal deficits and 
debt-service obligations fully or to a significant extent, without facing higher-than-normal interest 
rates (inclusive of risk premia) or severe disruptions in the financing flows provided by regular 
creditors and investors holding public debt (i.e., low rollover risk). In practice, a low (or moderate) 
level of government GFN, measured relative to nominal GDP or fiscal revenue, is an indication that 
sufficient liquidity may be accessed at a reasonable cost. In theory, a solvent debtor would always 
be liquid because creditors would recognize the short-term borrowing sought by the former is part 
of a long-term path where their financial liabilities and repayment capacity are balanced. Thus, 
creditors would see no heightened risk in extending new financing, engaging in debt rollovers, 
or maintaining their exposure to public debt and associated risks. In practice, however, problems 
with creditors’ coordination or information may arise, including deep uncertainty about a debtor’s 

C:\\Users\\Reza\\Downloads\\AsianBondsOnline.%20https:\\asianbondsonline.adb.org
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resources or capacity to undertake policy adj ustments. In this context, a government debtor who 
is essentially solvent may fail to secure sufficient liquid resources at a reasonable cost from its 
creditors, and eventually fail to repay maturing debts or suffer an unbearable interest burden, thus 
becoming an insolvent debtor. For a discussion on the relation between liquidity and sustainability, 
see IMF (2017, 2021a) and Debrun et al. (2019).

23. Government GFN in 2020 is an estimate from the ASDM based on the ADO December 2020 
growth and inflation forecasts (ADB 2020), the WEO October 2020 fiscal forecasts (IMF 2020), 
and the World Bank DRS government debt data. GFN are computed as the sum of fiscal deficit in 
2020 plus the central government’s debt outstanding at the end of 2019 whose residual maturity 
is 12 months or less. The IMF’s MAC DSA uses the 15 percent value as a benchmark for debt 
vulnerabilities of emerging markets, and 20 percent for advanced economies (IMF 2013, 2021a). 
The 10 percent value is established based on percentiles within the group of developing Asian econ-
omies. Singapore; Hong K ong, China; and Brunei Darussalam are excluded from the classification, 
for reasons explained elsewhere, as well as several economies in the Pacific; Taipei,China; and 
Cambodia—due  to lack of reliable data.

24. Private debt in 2020 is sourced from the IIFDD (which contains information for 14 economies: 
Bangladesh; Hong K ong, China; India; Indonesia; K azakhstan; Malaysia; Pakistan; the Philippines; 
the PRC; the ROK ; Singapore; Sri L anka; Thailand; and Viet Nam) and the IMF Global Debt 
Database (which reports data for another 7 developing Asian economies: Afghanistan, Myanmar, 
Nepal, Samoa, Solomon Islands, Taj ikistan, and Vanuatu). Private debt comprises households, 
nonfinancial corporations, and financial corporations. There are no established thresholds to signal 
vulnerabilities concerning private debt.

25. A protracted period of increasing financial fragility builds systemic liquidity and solvency risks, 
which ultimately can undermine the sustainability of private debt.

26. From a theoretical perspective, external solvency refers to the capacity of all residents of a given 
economy to repay their outstanding foreign liabilities over an extended period of time, in view of 
an intertemporal balance between exports and imports under the current macroeconomic policies. 
Similar to public-sector solvency, external creditworthiness rules out systematic rollovers of matur-
ing external debt, restructuring or defaults, as well as maj or policy adj ustments to correct external 
imbalances. In practice, a nonexplosive dynamic of the external debt-to-GDP ratio (or a ratio rela-
tive to exports) signals economy-wide solvency. See IMF (2021a) and Manasse and Roubini (2005).

27. External debt at the end of 2020 is an estimate from the ASDM based on the ADO December 
2020 growth and inflation forecasts (ADB 2020), the WEO October 2020 foreign trade forecasts 
(IMF 2020), and the World Bank WDI external debt data. The 70 percent and 25 percent values 
are chosen based on percentiles of the empirical distribution of external debt within developing 
Asia as a group. There are no institutionalized thresholds for foreign liabilities akin to those in the 
IMF’s MAC DSA concerning public debt. Singapore and Hong K ong, China are excluded from the 
classification in view of their role as financial centers. Brunei Darussalam, Niue, the Cook Islands, 
and Turkmenistan are excluded due to lack of reliable data.

28. Conceptually, external liquidity refers to the ability of all residents of a given economy to borrow 
from abroad in the short term, at a reasonable cost, in order to meet their GFN (e.g., current account 
deficit and amortization payments, net of financing flows such as foreign direct investment or use 
of international reserves). Similar to public-sector liquidity, external liquidity rules out adverse 
conditions for rollover maturing liabilities and securing new foreign financing. In practice, a low (or 
moderate) level of external GFN—m easured relative to nominal GDP or exports—i s an indication 
that sufficient liquidity may be accessed at a reasonable cost. See IMF (2013, 2021a).

29. External GFN in 2020 is an estimate from the ASDM based on the ADO December 2020 growth 
and inflation forecasts (ADB 2020), the WEO October 2020 foreign trade forecasts (IMF 2020), 
and the DRS external debt data. External GFN are computed as the sum of current account deficit in 
2020 plus external debt outstanding at the end of 2019 whose residual maturity is 12 months or less. 
The IMF’s MAC DSA uses the 20 percent value as a benchmark for debt vulnerabilities of emerging 
markets, and 35 percent for advanced economies (IMF 2013, 2021a). The 5 percent value is estab-
lished based on percentiles within developing Asia as a group. The classification excludes financial 
centers, Turkmenistan, a few economies in the Pacific for which reliable data are not available, and 
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economies with no external GFN, that is, whose current account surplus exceeded the amortizations 
of foreign liabilities.

30. International reserves in 2020 are an estimate from the ASDM based on the ADO December 2020 
growth and inflation forecasts (ADB 2020), the WEO October 2020 foreign trade forecasts (IMF 
2020), and the World Bank WDI international reserve data. The 25 percent value is chosen based 
on percentiles of the empirical distribution of international reserves across developing Asia. There 
are no institutionalized thresholds for foreign assets. Developing Asian economies for which the 
external debt ratio was not reported are also excluded from the analysis in the main text.

31. “ Above-the-line”  measures include additional spending in the health sector (such as health-care 
equipment or testing facilities) and protective aid to vulnerable groups (e.g., in-kind and cash 
transfers, wage support to poor households). “ Below-the-line”  measures refer to equity infusions, 
subsidized lending, and capital inj ections to state-owned enterprises and private businesses.

32. The baseline scenario includes proj ections from 2021 to 2024 reported in the ASDM based on the 
ADO December 2020 growth and inflation forecasts (ADB 2020), the WEO October 2020 growth 
(IMF 2020), fiscal and foreign trade forecasts, and the World Bank WDI and DRS external debt 
data. A few developing economies are excluded from the scenario analysis: Brunei Darussalam; the 
Cook Islands; Hong K ong, China; Niue; and Singapore; and only from the risk scenarios, Tonga and 
Vanuatu.

33. An average annual fiscal deficit of 3 percent in 2021–2024 is used as a benchmark to assess devel-
oping Asia. Fiscal deficit forecasts are from the WEO October 2020 (IMF 2020). In addition, an 
average annual growth rate of real GDP of 4 percent in 2021–2024 is used as a benchmark, which is 
close to the unweighted regional average. Growth forecasts are from the ASDM based on the ADO 
December 2020 (ADB 2020) and the WEO October 2020 (IMF 2020).

34. Vulnerabilities from household and nonfinancial corporate debts may intensify in developing Asian 
economies like the PRC, which are undergoing a slowdown in prospective economic growth rela-
tive to historical trends. Financial fragility built up before the COVID-19 pandemic may heighten in 
the PRC, where private debt is high, and the prospects of growth deceleration more likely.

35. External debt ratios are not calculated for Brunei Darussalam; Hong K ong, China; Singapore; 
Turkmenistan; and several economies in the Pacific. For a detailed analysis of indebtedness in 
developing economies in the Pacific, see Chapter 5.



Debt in Asia:  anatomy, e v olution, and pr ospects 65

REFERENCES

Asian Development Bank (ADB). 2020. Asian Dev elopment O utlook  (ADO ) 2020:  W hat Driv es 
I nnov ation in Asia? . Manila.

Debrun, X., J. Ostry, T. Willems and C. Wyplosz. 2019. Debt Sustainability. In S. Ali Abbas, A. 
Pienkowski and K . Rogoff (eds), Sov ereign Debt:  A Guide for E conomists and Practitioners. Oxford: 
International Monetary Fund and Oxford U niversity Press.

Ferrarini, B. and A. Ramayandi. 2012. Public Debt Sustainability Assessments for Developing Asia. 
In B. Ferrarini, J. Raghbendra and A. Ramayandi. Public Debt Sustainability in Dev eloping Asia. 
Manila: ADB.

Ferrarini, B. and A. Ramayandi. 2015. Public Debt Sustainability in Developing Asia: An U pdate. ADB  
E conomics W ork ing Paper Series. No. 468. Manila: ADB.

Ferrarini, B., J. Raghbendra and A. Ramayandi. 2012. Public Debt Sustainability in Dev eloping Asia. 
Manila: ADB.

International Monetary Fund (IMF). 2013. Staff Guidance Note for Public Debt Sustainability Analysis 
in Market-Access Countries. Washington, DC.

International Monetary Fund (IMF). 2017. Review of the Debt Sustainability Framework in L ow-Income 
Countries: Proposed Reforms. IMF Policy Paper. Washington, DC.

International Monetary Fund (IMF). 2020. World Economic Outlook, October 2020: A L ong and 
Difficult Ascent. Washington, DC.

International Monetary Fund (IMF). 2021a. Review of the Debt Sustainability Framework for Market 
Access Countries. IMF Policy Paper. No. 2021/ 003. Washington, DC.

International Monetary Fund (IMF). 2021b. Government Support is Vital as Countries Race to 
Vaccinate. Fiscal Monitor U pdate, January 2021. Washington, DC. Accessed at: https:/ /  www .imf .org/  
en/  Publications/  FM/  Issues/  2021/  01/  20/  fiscal -monitor -update -j anuary -2021.

Manasse, P. and N. Roubini. 2005. “ Rules of Thumb”  for Sovereign Debt Crises. I nternational M onetary 
Fund W ork ing Paper. No. 05/ 42. Washington, DC: IMF.

https://www.imf.org/en/Publications/FM/Issues/2021/01/20/fiscal-monitor-update-january-2021
https://www.imf.org/en/Publications/FM/Issues/2021/01/20/fiscal-monitor-update-january-2021


66

2. Japan’s public debt sustainability before and 
after COVID-19
Jérémie Cohen-Setton and Keita Oikawa1

1. INTRODUCTION

The secular decline in interest rates is fundamentally reshaping the way economists assess debt 
sustainability (Blanchard 2019; Blanchard et al. 2020; Furman and Summers 2020). When 
high interest rates prevail, a large stock of debt necessarily translates into elevated fiscal costs. 
But with low interest rates, the level of debt becomes less informative as an indicator of debt 
sustainability.

Figure 2.1 illustrates such disconnect between the level of debt and its cost. Over the last 
40 years, Japan has experienced the largest increase in its public debt (Box 2.1). And yet, that 
buildup in government debt has been associated with a decline in debt service costs, rather 
than an increase. While the debt-to-GDP ratio increased fivefold from less than 50 percent of 
gross domestic product (GDP) to more than 250 percent of GDP, interest payments have been 
halved as a share of GDP and have fallen by 80 percent as a share of government revenues. 
Surely, paying 50 percent less in debt service costs makes the level of government debt more, 
not less, sustainable.2

The rest of this chapter develops this argument in more detail. We begin our analysis by 
considering how the decline in interest rates affects the traditional analysis of debt sustainabil-
ity. Our analysis shows that with a negative interest rate–growth rate differential, the govern-
ment can stabilize its debt-to-GDP ratio despite running primary deficits permanently. It also 
shows that a large increase in the debt ratio does not automatically translate into a worsening of 
fiscal sustainability as the effect of a favorable interest rate-growth rate differential increases 
with the level of debt.

We illustrate these theoretical findings by simulating the impact of different macroeconomic 
and fiscal conditions on the trajectory of Japanese public debt. To account for the impact of 
the coronavirus disease (COVID-19) on debt sustainability, we run scenarios on both pre- and 
post-pandemic economic forecasts. Our analysis suggests that, despite a significant deteriora-
tion of public finances with COVID-19, Japan’s long-term fiscal outlook remains for the most 
part unchanged thanks to the favorable interest rate–growth rate differential.

We then discuss whether this benign environment for public finances is likely to persist 
and how it affects other economies. Based on market forecasts and an analysis of the impact 
of higher debt on the safe interest rate, we argue that the recent buildup in government 
debt is unlikely to reverse the favorable interest rate–growth rate differential for advanced 
economies. While the decline in the safe interest rate also helps emerging and developing 
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economies (EMDEs), we note that the buildup in government debt associated with COVID-19 
is likely to generate rollover risks for countries with weak institutions and high foreign 
currency-denominated debt.

Note: GDP = gross domestic product.
Sources: International Monetary Fund. World Economic Outlook Database, October 2020; and authors’ calculations.

Figure 2.1 Public debt and interest payments:  debt-to-GDP ratio and interest 
payments-to-GDP ratio
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BOX 2.1 A BRIEF HISTORY OF JAPAN’S DEBT-TO-GDP RATIO

Today, Japan has the highest public debt-to-GDP ratio in the world. In fact, the only econ-
omy with a comparable debt level is Venezuela.3 Before exploring why and how Japan can 
maintain such a high debt level, we look at how it has evolved since the late nineteenth 
century.

After being stable for 25 years, the debt ratio spiked for the first time during the Russo–
Japanese war of 1904–1905. Although the ratio experienced a threefold increase, it reverted 
relatively quickly to its prewar lows thanks to sustained nominal GDP growth, and the 
introduction of new temporary and permanent taxes (Ministry of Finance 1969).

After reaching its trough in 1919, the ratio monotonically increased until the eve of 
World War II, especially in the 1930s during the Great Depression and military prepara-
tions. But it was not until Japan officially entered the Pacific War that the ratio exploded 
and increased by more than 100 percent of GDP throughout the war.

By 1944, the ratio was above 200 percent of GDP. According to Reinhart and Rogoff 
(2009), Japan’s outstanding government debt as of the end of March 1945 was equivalent to 
about 267 percent of national income. That spike was eventually reversed through outright 
default, a sudden burst in inflation,4 and various forms of financial repression.

Notes: IMF = International Monetary Fund. Debt is defined as the gross debt of the general government. Japan 
Cabinet Office (2020b) excludes liabilities of the social security fund.
Sources: IMF Historical Public Debt Database; IMF World Economic Outlook (after 1980); and Japan Cabinet 
Office (2020b).

Figure 2.2 Japan’s debt-to-GDP ratio from 1880 to 2019 (% of GDP)
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After World War II, the debt-to-GDP ratio continually declined, reaching a trough of less 
than 5 percent of GDP in the early 1960s. No government bonds, not even “ construction 
bonds” , which could be used to finance infrastructure expenditures under the Public Finance 
L aw of 1947, were issued before the 1965 recession (Saito 2011). And it was only in 1975 
that Japan abandoned its balanced budget rule and started issuing deficit-financing bonds. 
1973 was not j ust the year of the first oil shock; it was also the “ First Year of Welfare”  
(Ministry of Health and Welfare 1999), with the government providing free medical care 
for the elderly, reducing out-of-pocket medical expenditures for families, and raising the 
pension replacement ratio to 60 percent.

Altogether, the reliance on debt financing steadily increased from less than 5 percent of 
total expenditure in fiscal year (FY) 1970 (fiscal year ending 31 March 1971) to almost 
44 percent in FY1979 (Ministry of Finance 2005). The debt-to-GDP ratio continued to 
increase in the 1980s and reached a first peak of 76 percent of GDP in 1986. This was 
followed by a temporary decline against the backdrop of the high growth and buoyant tax 
revenues associated with the Japanese asset price bubble.

After the asset price bubble burst in 1991, Japan experienced a protracted decline in real 
growth, inflation, and tax revenues. Together with the introduction of several economic 
stimulus packages and the upward trend in social security expenditures, these develop-
ments resulted in a threefold increase in the debt ratio from 64 percent of GDP in 1991 to 
180 percent in 2004.

As in the mid-1980s, the debt ratio temporarily declined in the mid-2000s, but reflected 
stronger efforts to contain expenditure growth and to generate permanently higher tax reve-
nues. The global financial crisis, however, put an abrupt stop to this improvement, with the 
debt-to-GDP ratio further increasing and reaching unprecedented levels above 200 percent 
of GDP.

Source: Authors.

2. THE ANAL YTICS OF GOVERNMENT DEBT 
SU STAINABIL ITY U NDER L OW INTEREST RATES

Already before the COVID-19 pandemic, many wondered how Japan could keep on running 
fiscal deficits with such high levels of public debt. For the most part, explanations focused on 
factors that made Japan exceptional. After all, it is true that Japan benefits from high savings 
rate, from a strong preference for holding domestic assets, and from a relatively low tax rate 
that leaves room for future tax increases (Hoshi and Ito 2014).5

But a more fundamental reason explains why Japan (and other advanced economies) has 
managed to sustain higher debt levels: the secular decline in interest rates (Blanchard 2019; 
Blanchard et al. 2020; Furman and Summers 2020). With safe interest rates below (rather than 
above) growth rates, the analytics of debt sustainability is fundamentally changed.
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To see this, consider the basic equation of debt dynamics, where i g�� �  is the interest 
rate–growth rate differential:6
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The equation shows that the change in the debt-to-GDP ratio is a function of two terms:

1. the product of the interest rate–growth rate differential and the stock of debt;
2. the primary deficit.

Clearly, the higher the level of debt the the more the interest rate–growth rate differential 
matters for a country’s fiscal traj ectory (Furman and Summers 2020). With a debt level close 
to 200 percent of GDP in 2019 (Japan Cabinet Office 2020a), the interest rate–growth rate 
differential was already critical to Japan’s debt traj ectory before COVID-19.7 With a positive 
differential, Japan would have had to run primary surpluses to stabilize its debt-to-GDP ratio. 
With a negative differential, Japan could already stabilize its debt ratio while running primary 
deficits (Table 2.1).

Table 2.1 Primary balance requi red to stabiliz e the debt-to-GDP ratio at 194.5%

   Effective nominal interest rate (% )

   0 0.5 1 1.5 2 2.5

G
ro

w
th

 ra
te

 (%
)

0  0 1.0 1.9 2.9 3.9 4.9

0.5  −1.0 0 1.0 1.9 2.9 3.9

1  −1.9 −1.0 0 1.0 1.9 2.9

1.5  −2.9 −1.9 −1.0 0 1.0 1.9

2  −3.9 −2.9 −1.9 −1.0 0 1.0

2.5  −4.9 −3.9 −2.9 −1.9 −1.0 0 

Note: GDP = gross domestic product.
Sources: Japan Cabinet Office (2020a); and authors’ calculations.

3. JAPAN’S GOVERNMENT DEBT SU STAINABIL ITY

To see more precisely how different interest rates, growth rates, and primary deficits affect 
Japan’s debt traj ectory, we conduct a standard debt sustainability analysis. More specifically, 
we show how various assumptions about future macroeconomic conditions and fiscal pol-
icies impact the debt-to-GDP traj ectory. To isolate the impact of COVID-19, our analysis 
is first done using pre-pandemic forecasts (Japan Cabinet Office 2020a) and then using 
post-pandemic forecasts (Japan Cabinet Office 2020b).

For years after 2021, nominal GDP is assumed to grow at a rate of 1.5 percent per year. This 
rate corresponds to the growth rate of Japan between FY2013 and FY2018. It is higher than the 
baseline scenario of Japan’s Cabinet Office, which assumed before the pandemic that nominal 
growth would decline below 1.5 percent after 2023 to stabilize at around 1.1 percent (Japan 
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Cabinet Office 2020a). But it is also more conservative than the more optimistic scenario con-
sidered by Japan’s Cabinet Office, where the policies of Abenomics are assumed to overcome 
deflation, spur economic revitalization, and eventually translate into a nominal growth rate of 
3 percent per year.8

Note: JGB = Japan government bond.
Sources: Japan Cabinet Office (2020a); and authors’ calculations.

Figure 2.3  Alternativ e paths for nominal and effectiv e 10-year interest rates:  10-year 
JGB  yields
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We consider two scenarios for fiscal policy (see Figure 2.4): one with fiscal consolidation and 
one without. In both scenarios, we assume that tax revenues grow at the same rate as GDP. The 
fiscal consolidation case implies that government expenditures grow more slowly than GDP.9

We also consider three paths for the 10-year nominal rate after 2025: 0 percent, 1 percent 
and 2 percent (Figure 2.3). With a significant part of current outstanding debt issued in the 
past, current increases in Japanese government bond (JGB) yields do not, however, translate 
one-to-one into higher interest payments now. To account for this transmission lag, we follow 
Baba (2020a) and estimate a model where the effective interest rate (calculated by dividing 
interest payments by the debt stock) follows a 10-year moving average of nominal interest 
rates.

As should be clear from the description of the scenarios above, this exercise abstracts from 
the impact that monetary and fiscal policies have on output in the short term. This assumption 
is clearly incorrect. But adopting a purely public finance view of fiscal policy is, however, 
useful to obtain transparent benchmarks. When relevant, we discuss the effect of relaxing 
these assumptions in what follows.

4. JAPAN’S GOVERNMENT DEBT TRAJECTORY BEFORE 
COVID-19

At the end of 2019, Japan’s debt was 194.5 percent of GDP. Before the pandemic, the expec-
tation (Japan Cabinet Office 2020a) was that nominal GDP would grow by 2.4 percent. With 
a 10-year JGB nominal interest rate of 0 percent (that translated into a 0.6 percent effective 
nominal interest rate) and a primary deficit of 2.7 percent, the debt-to-GDP ratio was forecast 
to decrease to 191 percent of GDP in 2020.10 In 2021, the expectation was that growth would 
slow down to 1.9 percent and that the primary deficit would decline to 1.9 percent of GDP. 
Together with the same assumption for interest rates in 2020, this implied a further reduction 
in debt-to-GDP to 190 percent of GDP.

Figure 2.4 shows the two scenarios we consider for fiscal policy after 2021. The solid black 
line shows the path with no fiscal consolidation. With government expenditures and GDP 
growing at the same rate, the primary deficit would remain close to its 2021 level and be equal 
to 1.8 percent of GDP in 2022 and forever after. The dashed gray line shows the primary 
balance path associated with a fiscal consolidation scenario where government expenditures 
grow at around half the rate of GDP.

The specific parameters underlying the fiscal consolidation scenario are meant to illustrate 
the impact of a relatively slow and mild adj ustment to fiscal policy. At this pace, the primary 
balance would only turn into a surplus by 2030. U nder that scenario, the pace of consolidation 
over the next six years would be equal to one-third of the adj ustment of 2013 and 2019 and 
would bring the primary deficit from 7 percent to 2.6 percent of GDP.11
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Figure 2.5 shows the results of our simulations for the debt traj ectory. A first notable result is 
that it is possible to sustain a stable or even declining debt-to-GDP ratio without consolidating 
fiscal policy. At 1.8 percent in the no consolidation scenario, the primary deficit is in fact 
lower than the one Japan could afford with an interest rate–growth rate deferential between 
−1.5 percent and −0.5 percent (Table 2.1). A second notable result is that higher interest rates 
could be countered with a relatively mild adj ustment to fiscal policy. In fact, even with JGB 
yield converging to 2 percent after 2025, the debt-to-GDP ratio would decline under our rela-
tively mild fiscal consolidation scenario. 
 
 
 
 
 
 
 
 
 
 
 
 
 

Note: GDP = gross domestic product.
Sources: Japan Cabinet Office (2020a); and authors’ calculations.

Figure 2.4  Alternativ e paths for the primary balance before C O V I D-19 (% of GDP)
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Note: GDP = gross domestic product; JGB = Japan government bond.
Sources: Japan Cabinet Office (2020a); and authors’ calculations.

Figure 2.5  Debt traj ectory before C O V I D-19:  pre-C O V I D-19 debt-to-GDP ratio 
w ithout consolidation (upper panel) and w ith consolidation (low er panel)
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5. INCREASE IN GOVERNMENT DEBT WITH COVID-19

COVID-19 has had a large impact on Japan’s public finances. With Japan not only letting auto-
matic stabilizers operate—t hrough increases in regular unemployment allowances, increases 
in the volume of means-tested social benefits, and declines in personal and corporate income 
tax liabilities—but  also implementing one of the largest fiscal policy packages (see Box 2.2), 
the primary deficit is expected to increase by more 10 percent of GDP in 2020.

The size of Japan’s fiscal package is notable for several reasons: first, because it was 
exceptionally large (IMF 2020) despite Japan experiencing a relatively shallow recession 
compared with other advanced economies. The Organisation for Economic Co-operation and 
Development (OECD) (OECD 2020), for example, estimates that the decline in real GDP was 
significantly smaller in Japan than in France, Italy, and the U nited K ingdom where output was 
expected to fall by 9.4 percent, 10.5 percent, and 10.1 percent, respectively.12 Second, with 
the highest debt-to-GDP ratio in the world (see Box 2.1), one could have expected it to have 
constrained Japan’s fiscal response. It clearly didn’t.

In its July 2020 proj ections, Japan’s Cabinet Office estimated that the downturn in economic 
activity and the fiscal measures taken in response will increase the primary deficit by about 10 
percentage points from 2.6 percent to 12.8 percent of GDP and increase the debt-to-GDP ratio 
by almost 25 percentage points in 2020 (Table 2.2).

Table 2.2 July 2020 economic and fiscal proj ections

 2019 2020 2021

Nominal GDP growth (% ) 0.8 −4.1 3.5

Primary balance (%  of GDP) −2.6 −12.8 −4.3

Debt-to-GDP (%  of GDP) 192.5 216.4 213

Note: Debt-to-GDP ratio for 2019 was revised downward compared with Japan Cabinet Office (2020a).
Source: Japan Cabinet Office (2020b).

BOX 2.2 THE COVID-19 FISCAL  PACK AGE

Because Japan’s fiscal package combines grants, loans and equity support, not all poli-
cy measures (such as the Fiscal Investment and L oan Program) directly impact the fiscal 
balance.13

Direct Expenditures (¥69.1 Trillion, 12.5% of GDP)

1. Health Sector
Transfers to local governments for spending on COVID-19-related measures (¥5.4 trillion).

Production, procurement, and distribution of critical equipment such as masks and ven-
tilators (¥0.6 t rillion).

Other health-related measures (such as support for the development of vaccines).
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2. Non-health Sector
Cash handout to all residents (¥12.9 t rillion).

L ump-sum transfer to affected firms (¥ 2 million per firm for small and medium-sized 
enterprises (SMEs), ¥1 m illion for the self-employed) (¥4.3 t rillion).

Rent relief program (¥6 million per firm for SMEs, ¥3 million for the self-employed) 
(¥2.0 t rillion).

Subsidies for j ob retention (¥2.1 t rillion).
Subsidies for public/ private financial institutions'  lending (¥15.5 t rillion).
Measures to accelerate recovery and rebuild resilient economic structures such as incen-

tive measures for consumption in affected service sectors and infrastructure investments (in 
the post-containment phase) (¥10.8 t rillion).

Contingency reserve funds for COVID-19 (¥1 1.5 trillion).
Other measures: reduction of property tax, expansion of the loss carry-back program, etc.

Deferrals of Payments (¥26 Trillion, 4.7% of GDP)

Deferral of payment of taxes and social security premiums by affected firms and house-
holds for 1 year (¥ 26 trillion).

Equity Injections, Asset Purchases, Loans, Debt Assumptions, Quasi-Fiscal 
Operations, and Use of Extra-Budgetary Funds (¥137.1 Trillion, 25% of GDP)

Government-boosted special financing and guarantees primarily for micro, small and 
medium-sized business operators affected by COVID-19 through the Japan Finance 
Corporation and other institutions (¥129.1 t rillion).

Other off-budget operations using the Development Bank of Japan and other agencies 
(primarily for infrastructure proj ects in the post-containment phase) (¥8 t rillion).

Government Guarantees and Other Contingent Liabilities (¥2 Trillion, 0% of GDP)

Guarantees on bonds/ borrowing by the Development Bank of Japan and the Japan Finance 
Corporation (¥1 t rillion).

Guarantees on external bonds issued by the Development Bank of Japan and Japan Bank 
for International Cooperation (¥1 t rillion).

Addendum: Prime Minister Suga announced a new economic package in December 2020 
with a headline size of ¥73.6 trillion (14 percent of GDP) and “ fiscal measures”  of ¥40 
trillion (7.6 percent of GDP). The government’s accompanying documentation suggests 
that of the ¥30.6 trillion in central government spending, the FY2020 supplemental budget, 
which will finance a bulk of net new additional spending, will be ¥20.1 trillion (3.8 percent 
of GDP).

Note: Measures are expressed in percentage of 2019 GDP.
Sources: IMF Fiscal Policies Database (June 2018); Ministry of Finance, Japan Cabinet Office; and authors’ 
calculations.
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6. THE GOVERNMENT DEBT TRAJECTORY AFTER COVID-19

After COVID-19, Japan is expected to end FY2020 with a primary fiscal deficit of almost 13 
percent of GDP and a debt-to-GDP ratio of over 215 percent of GDP. How does this change 
Japan’s dynamics debt?  In short, by not much. To see why, it is useful to apply the exact same 
scenarios but to the post-pandemic macroeconomic and fiscal conditions.

One should note that by “ the same scenarios” , we do not mean the exact same primary 
deficits after 2021 as in the previous section. Rather, we simply mean scenarios both with and 
without fiscal consolidation. Given the deterioration of public finances during COVID-19, the 
“ without fiscal consolidation”  scenario now implies a primary deficit of 2.9 percent of GDP, 
rather than j ust 1.8 percent, after the year 2021. Similarly, the “ with fiscal consolidation”  
scenario implies that the primary balance would only turn into a surplus in 2036, a delay of 
six years compared to the pre-pandemic period (Figure 2.6). The size of the fiscal adj ustment 
that we assume is modest as it would imply a reduction in the primary deficit of less than 3 
percent of GDP over six years. This is smaller than the adj ustment that occurred under Prime 
Minister Abe.14

 
 
 

Note: GDP = gross domestic product.
Sources: Japan Cabinet Office (2020b); and authors’ calculations.

Figure 2.6  Alternativ e paths for the primary balance after C O V I D-19 (% of GDP)
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Figure 2.7 shows the results of the new simulations. The initial debt ratio in 2020 is over 
215 percent of GDP.15 Clearly, and despite the sizable deterioration of public finances in the 
immediate short run, the long-term sustainability outlook is not fundamentally different than 
before the pandemic.

Note: GDP = gross domestic product; JGB = Japan government bond.
Sources: Japan Cabinet Office (2020b); and authors’ calculations.

Figure 2.7  Debt traj ectory after C O V I D-19:  post-C O V I D-19 debt-to-GDP ratio w ith 
and w ithout consolidation
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In fact, with a negative interest rate–growth rate differential, Japan can stabilize its debt 
ratio while running even higher primary deficits compared to before the pandemic (3.2 percent 
versus 2.9 percent). This reflects the fact that the higher a country’s debt, the more the interest 
rate–growth rate differential matters for its fiscal traj ectory (Furman and Summers 2020).

A corollary of that result is that a reversal in the interest rate–growth rate differential would 
require a larger fiscal adj ustment than before COVID-19 to stabilize the debt ratio. Despite 
this, Figure 2.7 shows that the relatively minor fiscal adj ustment entertained in our fiscal con-
solidation scenario would be enough to stabilize the debt ratio.

As in the pre-pandemic analysis, the same caveats apply with respect to the simplifying 
assumption that fiscal policy has no short-term effect on output. Even with an economic 
recovery under way at the start of 2021, the amount of spare capacity may remain considerable 
for at least several quarters until pre-pandemic GDP levels have been restored. U ntil then, the 
withdrawal of fiscal support could have large effects (Cohen-Setton et al. 2019; Ramey 2019). 
If anything, it would be prudent to backload rather than frontload fiscal consolidation in that 
environment.

7. THE L IK EL Y PATH OF THE INTEREST RATE–GROWTH 
RATE DIFFERENTIAL

Our analysis suggests that, despite a significant deterioration of public finances with 
COVID-19, Japan’s long-term fiscal outlook remains for the most part unchanged. In fact, 
with a significantly higher level of initial debt and a favorable interest rate–growth rate differ-
ential, Japan can run even larger primary deficits than before while stabilizing its debt-to-GDP 
ratio.16

An obvious question is whether this benign macroeconomic environment for fiscal sustain-
ability is likely to persist. If growth rates decline further and/ or if interest rates normalize to 
higher levels, the interest rate–growth rate differential could become positive and require that 
fiscal policy switch from deficit to surplus to maintain a stable debt-to-GDP ratio. But how 
likely is this scenario?  And would a reversal of the differential require a fiscal effort that is 
beyond Japan’s economic and political capacity?

The immediate aftermath of COVID-19 is unlikely to be associated with higher interest 
rates for several reasons. First, the Bank of Japan has pledged to maintain its yield curve 
control policy for the foreseeable future (Box 2.3). Second, the aftermath of pandemics tends 
to be associated with lower rather than higher natural rates of interest as precautionary savings 
increase (Jorda et al. 2020).

Discussing the exact reasons underlying low natural rates and what they imply for the 
persistence of the trend is beyond the scope of this chapter.17 Whatever the exact reason, bond 
markets however expect that low rates will persist. The 5-year forward 10-year JGB nominal 
bond rate is at the time of this writing only 0.5 percent. Even the 10-year forward expectation 
of the 10-year JGB rate is only around 1 percent (Figure 2.8). That situation is not specific 
to Japan, with Furman and Summers (2020) documenting similar findings for the U S, and 
Blanchard et al. (2020) for Europe. The latter not only found that the average expectation 
is that rates will be low, but that investors put extremely low weight on the probability that 
interest rates will rise above 3 percent (1 percent probability in 5 years; 7 percent probability 
in 10 years).
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BOX 2.3 CHANGES IN THE BANK  OF JAPAN’S FORWARD 
GU IDANCE ON INTEREST RATES

Another short-term risk for fiscal sustainability would be that the Bank of Japan (BOJ) 
quickly normalizes policy interest rates. This risk, however, appears particularly small in 
the case of Japan, first, because Japan does not face the risk of a balance of payments crisis, 
which would require a sudden increase to stem capital outflows; second, because Japan 
has already managed to keep long-run interest rates (10-year JGB) around zero (or even 
negative) since September 2016; and third, because BOJ has if anything strengthened rather 
than loosened its forward guidance language with COVID-19 (Bank of Japan 2020), as we 
illustrate below.

31 July 2018: Introduction of Forward Guidance for Policy Rates

BOJ intends to maintain the current extremely low levels of short- and long-term interest 
rates for an extended period of time, taking into account uncertainties regarding economic 
activity and prices, including the effects of the consumption tax hike scheduled to take 
place in October 2019.

Notes: JGB = Japan government bond. Data retrieved on 10 December 2020.
Sources: Bloomberg; and authors’ calculations.

Figure 2.8 M ark et-implied interest rates on 10-year JGB  yield
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25 April 2019: Clarification of Forward Guidance

BOJ intends to maintain the current extremely low levels of short- and long-term inter-
est rates for an extended period of time, at least through around spring 2020, taking into 
account uncertainties regarding economic activity and prices, including developments in 
overseas economies and the effects of the scheduled consumption tax hike.

31 October 2019: New Forward Guidance for Policy Rates

BOJ expects short- and long-term interest rates to remain at their present or lower levels as 
long as it is necessary to pay close attention to the possibility that the momentum toward 
achieving the price stability target will be lost.

27 April 2020: Forward Guidance in the Wake of COVID-19 Pandemic

For the time being, BOJ will closely monitor the impact of COVID-19 and will not hesitate 
to take additional easing measures if necessary, and also it expects short- and long-term 
policy interest rates to remain at their present or lower levels.

Source: Bank of Japan.

Markets can, however, be wrong. In particular, they may fail to fully incorporate the extent to which 
the higher government debt generated by COVID-19 could increase safe interest rates. As discussed 
in Blanchard et al. (2020), higher debt may lead to higher safe interest rates for at least two reasons.

First, higher government debt may crowd out private capital, reduce capital formation, and 
thus eventually increase the marginal product of capital. With financial markets integrated 
internationally, the strength of this effect is not, however, a function of Japan’s supply of 
sovereign bonds, but rather the world’s supply of such bonds.

Second, COVID-19 may affect the relative supply of Japanese sovereign bonds. In fact, given 
the strength of Japan’s fiscal response to COVID-19, the proportion of Japanese bonds in investors’ 
portfolios will likely increase. For this to happen, investors may require a higher safe interest rate.

According to Blanchard et al. (2020), a good rule of thumb for the strength of these chan-
nels is that a 1 percentage point increase in the debt ratio translates into an increase in the 
safe interest rate of 2 to 4 basis points. To be conservative, let’s use the upper bound of these 
estimates and see the extent to which the buildup in public debt associated with COVID-19 
could increase interest rates. With an increase in the debt-to-GDP ratio of about 25 percentage 
points, interest rates would be expected to increase by about 1 percent, which is actually in line 
with what markets expect (see Figure 2.8).

With a debt ratio of 215 percent of GDP and an interest rate–growth rate differential of −0.5 percent 
(1 percent interest rate minus 1.5 percent nominal growth), Japan could still stabilize its debt-to-GDP 
ratio while running a primary deficit. deficit. It would however have to be below 1.1 percent of GDP.

COVID-19 could also affect long-term growth rates. But it is at this point almost impossible 
to even assess the direction of these changes. Potential growth rates could be decreased through 
scarring and hysteresis effects, but could also be bolstered by the impetus to biotechnology 
and vaccine research, which the fight against COVID-19 generated, and the wider adoption of 
previously existing technologies (Brynj olfsson et al. 2017).
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8. WHAT MAK ES EMERGING ECONOMIES DIFFERENT

Our analysis has so far abstracted from the fact that the Japanese risk premium may also 
increase as a result of higher debt. With higher debt, investors may start to worry about debt 
sustainability and require a higher compensation. But that higher compensation required by 
investors may in fact create more fiscal risks and thus increase the probability of default in 
a self-fulfilling manner.18

For debt denominated in domestic currency, this problem can be eliminated by having the 
central bank commit to buy as many bonds as necessary at the lower interest rate. Doing so 
requires that the central bank is credible enough to maintain confidence in the currency and 
avoid the risk of fiscal dominance. For debt denominated in foreign currency, the risk is harder 
to avoid. But with only 10 percent of its government debt held by foreign creditors and 0.2 
percent of its government debt denominated in foreign currency, Japan is for the most part 
immune from that risk.19

Few EMDEs are, however, in the same situation as Japan. In the case of EMDEs, the central 
bank cannot generally commit to buying bonds at the lower interest rate without disanchoring 
inflation expectations and thus turning a debt problem into an inflation problem. Despite also 

Notes:
FX = foreign currency.
This figure shows the interest-rate exposures to large negative growth shocks for countries with different debt 
levels and different shares of foreign currency-denominated debt. More specifically, it shows the estimated 
coefficients of regressing nominal long-term interest rates on the growth shock, defined as a dummy equal to 1 if 
the country-realized GDP growth in year t is 1 percent or more lower than the forecast in October of year t−1, and 
zero otherwise. The four different debt categories are defined by splitting the observations in low- and high-public 
debt and then, within each category, between low- and high foreign currency-denominated public debt. The low 
versus high split is done along the sample median. The lines show the 90 percent confidence intervals of the point 
estimates.
Source: L ian et al. (2020, Table A5).

Figure 2.9 I nterest rate ex posures to negativ e grow th shock s and public debt structure
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benefiting from the decline in natural interest rates (Cohen-Setton et al. 2018), the increase in 
the debt associated with COVID-19 may thus imply greater rollover risks for EMDEs in Asia.

L ian et al. (2020) illustrated this problem by studying the impact of large negative 
growth shocks for countries with different levels of public debt and levels of foreign 
currency-denominated debt (Figure 2.9). In advanced economies, which typically have high 
public debt but only a low component of it denominated in foreign currency, a negative growth 
surprise does not translate into a higher interest rate. For EMDEs with low public debt but high 
foreign currency-denominated debt, the point estimate indicates that interest rates increase by 
73 basis points in response to a negative growth shock of at least 1 percent. For EMDEs with 
high debt and high foreign currency-denominated debt, interest rates increase by 155 basis 
points in response to a negative growth shock of at least 1 percent.20

Altogether, it is thus not surprising that the risk of debt distress has doubled for EMDEs 
after COVID-19 (Z ettelmeyer 2020). As in advanced economies, lower safe rates also make 
their debt levels more sustainable. But the increase in public debt associated with COVID-19 
also makes them more vulnerable to classic rollover risks.21

9. POL ICY RECOMMENDATIONS FOR JAPAN

Our analysis suggests that despite being historically high, low interest rates have made Japan’s 
debt both more affordable and manageable than in the past. This has several implications for 
fiscal policy over the next few years.

A first implication is that there is no urgency to decrease fiscal support. This lack of 
emergency was already clear before COVID-19. But our analysis suggests that the higher 
debt stock associated with COVID-19 does not require a more rapid return to fiscal balance. 
If anything, fiscal support will likely be needed for longer to avoid the unnecessary scarring 
effects that a shortfall in aggregate demand could do to the growth potential.

A second implication is that fiscal policy will remain in the front seat rather than in the back 
seat when it comes to stabilizing output. Even after pre-pandemic GDP levels are restored, 
the likely persistence of low natural rates will continue to constrain monetary policy. In that 
context, the Japanese government should refrain from promising to return to primary fiscal 
surplus by a certain date as it has repeatedly done in the past. Instead, the government should 
indicate that fiscal support will continue until the labor market is on track to reach maximum 
employment and inflation is on track to reach its inflation target.

A third implication is that the government should make full use of the policy instruments 
that it possesses to mitigate the risk and impact associated with a reversal of the interest 
rate–growth rate differential. Issuing longer-dated debt would not only help lock in the current 
low rates of funding, but would also provide the government with more time to progressively 
adj ust its fiscal traj ectory if and when the differential reverses. The government could also 
adopt contingency plans that stipulate in advance how revenues would be increased and 
expenditures decreased if the interest rate–growth rate differential reversed and became per-
sistently positive (Blanchard and Tashiro 2019).



The sustainability of Asia’s debt84

NOTES

1. This chapter was completed before one of the authors j oined the Independent Evaluation Office of 
the International Monetary Fund. The views expressed therein are those of the authors only and do 
not represent the views of the IEO, the IMF, or ADB, its Board of Governors or the governments 
they represent.

2. Chapter 9 of this volume shows that interest payments over GDP are a better measure of debt sus-
tainability in advanced economies than debt over GDP by analyzing the correlations of fiscal risk 
with these two ratios.

3. International Monetary Fund. General Government Gross Debt. Accessed at: https:/ /  www .imf .org/  
external/  datamapper/  GGXWDG _N GDP@  WEO/  OEMDC/  ADVEC/  WEOWORL D.

4. The wholesale price index in 1949 was about 220 times higher than that in 1934–1936 (Ito 2012).
5. In 2018, the tax-to-GDP ratio was 32 percent in Japan, 33.9 percent for the OECD average, and 

above 40 percent for seven European countries. See OECD (2020); and OECD tax revenue (indica-
tor), doi: 10.1787/ d98b8cf5-en (accessed 13 December 2020).

6. The equation can alternatively be written in real terms with i  and g  defined, respectively, as the 
real interest rate and the real growth rate of GDP. The change in the debt-to-GDP ratio is not exactly 
equal to the expression on the right-hand side because of stock-flow adj ustments, including valua-
tion effects of foreign currency-denominated bonds. These adj ustments would be relevant to the 
short-run dynamics of debt or risks of fiscal distress if Japan depended on foreign investors and 
issued foreign-currency bonds. The stock-flow adj ustment also includes the realization of contin-
gent liabilities.

7. To ensure consistency with available interest payment data and the Economic and Fiscal Proj ections 
for Medium- to L ong-Term Analysis conducted twice a year by the Cabinet Office, government 
debt is defined as the sum of central and local government debt. When the liabilities of the social 
security funds are included, the debt ratio in 2019 is 238 percent of GDP. For more on the differ-
ence between the two definitions, see https:/ /  www .mof .go .j p/  budget/  fiscal _c ondition/  related _da ta/  
202007 _01  .pdf. In addition, our simulation is based on the figures up to 2021 of the January 2020 
Japan Cabinet Office (CAO) Proj ections (Japan Cabinet Office 2020a) for pre-COVID-19 debt 
dynamics and the July 2020 CAO Proj ections (Japan Cabinet Office 2020b) for post-COVID-19. 
The CAO only reveals primary and fiscal balance and does not disclose the levels of expenditure 
and revenue, and we create these series according to the method of Doi (2017). July 2020 CAO 
proj ections. Accessed at: https:/ /  www5 .cao .go .j p/  keizai3/  proj ection -e/  proj ection202007 .pdf.

8. See January 2020 CAO Proj ections (Japan Cabinet Office 2020a).
9. U nder the Abe administration, fiscal consolidation was not uniquely implemented through expendi-

ture cuts. It also took the form of increases in government revenues, by increasing the consumption 
tax rate from 5 percent to 8 percent in April 2014 and from 8 percent to 10 percent in October 2019.

10. The forecasts for GDP and the primary balance are obtained from the January 2020 Economic 
and Fiscal Proj ections of the Cabinet Office (Japan Cabinet Office 2020c). Alternative forecasts 
for GDP could be obtained from the 15 January 2020 release of the Japan Center for Economic 
Research (JCER) (https:/ /  www .j cer .or .j p/  en/  esp -forecast -top), which surveys around 40 profes-
sional economic forecasters.

11. See IMF. Primary Net L ending/ Borrowing (also referred to as Primary Balance). Accessed at: 
https:/ /  www .imf .org/  external/  datamapper/  GGXONL B _G 01 _G DP _ PT@  FM/  JPN.

12. The decline in economic activity is, however, expected to be smaller in Australia, Germany, the 
Republic of Korea, and the United States at respectively −4.1 percent, −5.4 percent, −1.0 percent, 
and −3.8 percent.

13. Baba (2020b), for example, estimates that only ¥32 trillion or 5.8 percent of GDP have been appro-
priated for the new budget. The difficulty of measuring the exact discretionary fiscal impulse from 
budgetary plans is not specific to Japan. For a comparison of the fiscal packages of the U nited States 
and France, see Cohen-Setton and Pisani-Ferry (2020).

14. With a primary deficit of 4.3 percent in 2021, it would imply a reduction of less than 3 percentage 
points over six years, which is less than two-thirds the adj ustment that occurred between 2013 and 

https://www.imf.org/external/datamapper/GGXWDG_NGDP@WEO/OEMDC/ADVEC/WEOWORLD
https://www.imf.org/external/datamapper/GGXWDG_NGDP@WEO/OEMDC/ADVEC/WEOWORLD
https://www.mof.go.jp/budget/fiscal_condition/related_data/202007_01.pdf
https://www.mof.go.jp/budget/fiscal_condition/related_data/202007_01.pdf
https://www.jcer.or.jp/en/esp-forecast-top
https://www.imf.org/external/datamapper/GGXONLB_G01_GDP_PT@FM/JPN
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2019. See IMF. Primary Net L ending/ Borrowing (also referred to as primary balance). Accessed at: 
https:/ /  www .imf .org/  external/  datamapper/  GGXONL B _G 01 _G DP _P T@  FM/  JPN.

15. There is a discrepancy between the debt-to-GDP ratio in 2019 in Japan Cabinet Office (2020a) 
(194.5 percent) and Japan Cabinet Office (2020b) (192.5 percent). The reason is that CAO’s 
pre-COVID-19 proj ection was conducted and published in January 2020, which is before the end of 
FY2019 (March 2020). Simply put, the figures of 2019 are proj ections, and not actual ones. We do 
not change the figures of pre-COVID-19 because the primary balance is also obtained from CAO’s 
pre-COVID-19 proj ection. Moreover, the difference is small and does not affect the analysis.

16. Chapter 11 emphasizes the importance of including explicit and implicit contingent liabilities 
in debt sustainability analyses as the materialization of these liabilities can lead to spikes in the 
debt-to-GDP ratio. Currie and Velandia (2002) provide a useful list. Explicit liabilities include (1) 
credit guarantees; (2) public insurance schemes (e.g., against losses associated with crop failures or 
disasters triggered by natural hazards); and (3) legal proceedings and disputes. As noted by Chapter 
13 of this volume, future explicit liabilities also include social transfers under current law.

17. Furman and Summers (2020) provide a useful overview. For an opposite view, see Goodhart and 
Pradhan (2020).

18. As argued by Blanchard et al. (2020), the range of debt ratios for which both a good equilibrium 
(low rate, no default) and a bad equilibrium (high rate, default) coexist can be very large.

19. Economic and Social Research Institute. General Government Gross Debt. Accessed at: https:/ /  
www .esri .cao .go .j p/  en/  sna/  sddsplus/  tables/  ggd .xlsx.

20. Chapter 9 of this volume also reports that exchange rate depreciations are a significant determinant 
of fiscal risk in EMDEs but not in advanced economies, based on regressions of fiscal risk on 
changes in exchange rates.

21. A distress event is defined as a restructuring event and/ or a crisis that triggers an IMF program.
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3. People’s Republic of China: features and 
recent evolution of corporate debt
Ninghua Zhong and Mi Xie1

The surge of corporate debt in the People’s Republic of China (PRC) has given cause for much 
concern (Chivakul and Lam 2015; Maliszewski et al. 2016; Lv and Bai 2019). For instance, 
Standard and Poor’s Ratings Services (2014) since 2013 has described the PRC’s total corpo-
rate debt to be the largest in the world and twice that of the United States (US). International 
experience suggests that the credit boom in the PRC is on a dangerous trajectory (Chen and 
Kang 2018) and has increasingly threatened financial and macroeconomic stability (Walter 
and Howie 2012; Chapter 7). Some reports predict that corporate debt will become less sus-
tainable in the PRC as growth slows, especially with the impact of the COVID-19 pandemic 
triggering a wave of defaults (Lee 2020).

Following a review of the features and evolution of corporate debt in the PRC in the next two 
sections, this chapter discusses the impact of structural reforms on corporate debt in section 3 
and of COVID-19 in section 4. Section 5 concludes with some policy recommendations.

1. CONTRIBUTING FACTORS TO THE SURGE OF 
CORPORATE DEBT IN THE PRC

The shocks caused by the global financial crisis and the massive earthquake in 2008 led to 
a steep decline in economic growth, with unemployment rising substantially and international 
trade dropping. To minimize the impact on growth, the central government responded with a 
$586 billion (12.6 percent of gross domestic product (GDP) in 2008) fiscal stimulus package 
for 2009 and 2010, most of which was financed by debt, including bank lending, local govern-
ment bonds, and Treasury bonds.2

At the same time, the government put in place moderately easy monetary policies to enable 
banks to increase credit supply to the real economy. Some of these policies involved lower 
bank reserve requirement ratios and benchmark lending rates, and higher quotas for total 
loans. These measures accelerated growth in money supply (M2) to 28.5 percent in 2009, 
higher than the economy’s double-digit expansion in 2003–2007.

The stimulus package reversed the downward trend during 2005–2007, causing the total 
debt-to-GDP ratio to soar from 141 percent in 2008 to 180 percent in 2010—a rise of nearly 40 
percentage points as total debt increased by CNY29.4 trillion ($4.4 trillion at the end of 2010) 
during the two stimulus years (Figure 3.1).3 By the end of 2019, the PRC’s total debt amounted 
to $35 trillion or 243 percent of GDP.

The PRC’s total debt-to-GDP ratio is comparable to that of the US, the United Kingdom, 
Italy, and Greece, and is much higher than other emerging market countries and developing 
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economies such as Brazil and India, whose ratios are below 160 percent (Figure 3.2). In other 
words, as a developing country, the PRC bears a similar debt burden to that of developed 
countries, and its debt ratio is still rising rapidly.

We find that household debt, nonfinancial corporate debt, and local government debt 
have escalated faster than central government debt in the PRC (Figure 3.1). Since 2008, the 
debt-to-GDP ratio of the household sector has exploded—f rom 18 percent in 2008 it reached 
56 percent in 2019—a nd the total debt of this sector surged tenfold to $8 trillion in 12 years. 
The ratio of central government debt (mainly outstanding Treasury bonds) to GDP has 
remained relatively stable since 2008, at around 15 percent, with the total central government 
debt at $2.4 trillion at the end of 2019. L ocal government debt (mainly outstanding local gov-
ernment bonds) has also risen rapidly, from 11 percent of GDP in 2008 to 23 percent in 2019, 
with total debt surging from $0.5 trillion to $3.3 trillion. More importantly, a dominant part of 
total debt in the PRC is nonfinancial corporate debt, which consists mainly of corporate loans 
and bonds—f rom $4.4 trillion in 2008 it surged to $ 22.3 trillion in 2019, with its ratio to GDP 
j umping from 95 percent in 2008 to 156 percent in 2019.4

Notes:
GDP = gross domestic product; PRC = People’s Republic of China.
Total debt does not include the debt of the financial sector.
Sources: National Bureau of Statistics of China. http:/ /  www .stats .gov .cn/  english/   (accessed December 2020); and 
the PRC’s Research Center for National Balance Sheets. http:/ /  114 .115 .232 .154: 8080/  .

Figure 3.1  Total debt-to-GDP ratio by sector in the PR C  (%)
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Note: GDP = gross domestic product; PRC = People’s Republic of China; U K  = U nited K ingdom; U S = U nited 
States.
Source: Bank for International Settlements.

Figure 3.2  Total debt-to-GDP ratio (%)— selected economies, Q 3 2019

Note: GDP = gross domestic product; PRC = People’s Republic of China.
Sources: Bank for International Settlements and International Monetary Fund.

Figure 3.3  Nonfinancial corporate debt-to-GDP ratio— selected economies, 2018
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The PRC’s nonfinancial corporate debt-to-GDP ratio ranked first among the 15 countries 
with the highest GDP in the first quarter (Q 1) of 2019. In the past decade, its ratio climbed 
by 45 percentage points.5 We plot the debt-to-GDP ratio of the nonfinancial corporate sector 
versus GDP per capita of selected countries and find a wide gap between the debt ratio of the 
corporate sector and economic development from 2009 to 2018 (Figure 3.3). As of Q 1 2019, 
the debt-to-GDP ratio of the PRC’s nonfinancial corporate sector was double that of the U S 
(Figure 3.4). Also noteworthy is that the concentration of debt in the PRC has been different 
from that of the U S where household borrowing is perhaps the main concern.

One important reason for the PRC’s debt issues, particularly the extraordinarily high 
debt-to-GDP ratio of the nonfinancial corporate sector, is that the capital market is still 
dominated by indirect financing, which consists mainly of bank loans. In 2018, indirect 
financing accounted for 83 percent of the increased total national financing, notably funds 
provided by commercial banks and trusts, while direct financing consisting mainly of bond 
and equity finance made up only 17 percent (10 percent corporate bond financing and 7 
percent equity-based funds). Also, in 2018, 93 percent of the increased total national financing 

Notes:
GDP = gross domestic product; PRC = People’s Republic of China; U S = U nited States.
Consumer loans in the PRC do not include mortgage loans.
Sources: CEIC database; People’s Bank of China; Thomson Reuters Datastream; and ABN Amro.

Figure 3.4  Total debt-to-GDP ratio (%) by sector— U nited States and the PR C , 
2006–2019
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of CNY20 trillion (about $2.9 trillion) consisted of debt-based funds, while in the U S, equity 
finance accounted for about 70 percent.6

2. K EY FEATU RES OF CORPORATE DEBT RATIO IN THE 
PRC

Next, we study the key features of and changes in the PRC’s corporate debt ratio (that is, 
total debt/ total assets) using micro-level data pertaining to around 4 million observations of 
non-listed and listed industrial firms. Specifically, we look at the statistics of firms listed in 
the Annual Survey of Industrial Firms (ASIF), which is maintained by the National Bureau of 
Statistics of China (NBS) and covers all state-owned enterprises (SOEs) and non-state enter-
prises above a threshold size from 1998 to 2013.7 We exclude 2010 data because of very poor 
quality. The dataset covers most of the industrial firms in the PRC and is the most comprehen-
sive firm-level panel database available. We applied several criteria to check the sample firms 
in the raw data and dropped the outliers.8

The simple average and median of corporate debt ratios of around 4 million observations 
in the ASIF dataset decreased from 65 percent in 1998 to 51 percent in 2013, representing 
a steady decline of 14 percentage points in 16 years and averaging nearly 1 percentage point 
annually (Figure 3.5). Furthermore, in breaking down total debt into short-term debt (matured 
within 1 year) and long-term debt, we find that the average long-term debt ratio (total long-term 
debt/ total assets) dropped from 11 percent to 6 percent during the same period. However, the 
median long-term debt ratio was zero for most of the years, indicating that half of the sample 
firms had no long-term debt on their account at all.

Note: PRC = People’s Republic of China.
Source: ASIF conducted by the NBS of China.

Figure 3.5  Debt ratio of non-listed industrial enterprises in the PR C  (1998–2013)
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We then divide the entire sample of firms according to various standards and find that cor-
porate debt is highly “ structural” , that is, much of that debt is concentrated in a fraction of 
firms—m ainly large, state-owned, and listed ones—s howing a rising trend over the decade, 
as opposed to the constant downward trend of the debt ratio in most firms. Indeed, while the 
average debt ratio of large enterprises was relatively stable over the decade, that of the small 
and medium-sized enterprises (SMEs) dropped sharply from 65 percent in 1998 to 50 percent 
in 2013, declining 15 percentage points (Figure 3.6).9 Since 2003, the average debt ratio of 
SMEs has grown increasingly lower than that of large enterprises. The existing literature has 
almost entirely ignored the significant and general “ deleveraging”  trend of these firms.

Narrowing the sample down to stable and persistent enterprises that have survived from 
1998 to 2013, we find that the debt ratio of these stable SOEs edged up to 62 percent in 2013 
from 59 percent in 1998, whereas the debt ratio of other stable firms declined significantly 
(Figure 3.7). Since 2008, the average debt ratio of SOEs has far outstripped that of the private 
sector, with the latter’s debt ratio generally higher than foreign firms.10 Based on statistics 
released by the State Council, the total debt of SOEs reached $2 0 trillion in 2018, accounting 
for around 77 percent of the total nonfinancial corporate debt, whereas the return on total 
assets was less than 2 percent, thus posing a relatively high debt risk.11 By contrast, private 
firms were increasingly having difficulty raising funds.

Early in 1998, the average debt ratio of listed industrial firms was about 40 percent, lagging 
far behind non-listed industrial firms (Figure 3.8). This is a logical consequence of the ability 
of listed firms to raise funds through equity financing, which results in a lower proportion of 
debt financing in their portfolios than non-listed firms. Nevertheless, while the average debt 
ratio of non-listed industrial firms continuously declined for over 16 years, that of the listed 
firms steadily climbed by 12 percentage points and has since 2009 exceeded that of non-listed 
firms.

Source: ASIF conducted by the NBS of China.

Figure 3.6  Debt ratio by enterprise siz e (1998–2013)
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The data also point to the sharp concentration of corporate debt in the PRC (Figure 3.9). 
In 2013, the ASIF dataset had about 345,000 enterprises, with a total debt of about  

Source: ASIF conducted by the NBS of China

Figure 3.7  Debt ratio of stable and persistent enterprises by ow nership (1998–2013)

Notes: The data of non-listed industrial enterprises are from the ASIF database. We use listed industrial enterprises 
traded on the Main Board of the PRC as sample firms since it is the only board of stock market existing before 2004. 
The statistics on listed enterprises are from the China CSMAR.
Sources: ASIF conducted by the NBS of China; and the CSMAR Database. https:/ /  www .gtadata .com/  csmar .html ? v 
= #/  index (accessed December 2020).

Figure 3.8  Debt ratio of listed and non-listed enterprises (1998–2013)
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CNY49.1 trillion ($ 7.4 trillion). Nearly half of that total debt was found in the top 2,000 enterprises 
(CNY23.5 trillion), while more than a quarter was held by the top 500 enterprises (CNY13.5 trillion).

3. IMPACT OF SU PPL Y-SIDE STRU CTU RAL  REFORM ON 
CORPORATE DEBT

In response to the rising corporate debt default risk and the downward pressure on economic 
growth, President Xi Jinping proposed for the first time a “ supply-side structural reform”  
in November 2015 (Xinhuanet 2015). This reform started with the improvement of supply 
quality and promotion of innovation-driven activities to restructure the economy. The reform 
identified five priority tasks: cutting overcapacity, destocking, deleveraging, lowering costs, 
and strengthening areas of weakness. Of the five priority tasks, deleveraging is the most rele-
vant for this chapter.

In October 2016, the State Council proposed seven approaches to reduce the leverage ratio 
of enterprises.12 Except for “ implementing corporate bankruptcy” , which emphasizes the liq-
uidation of inefficient firms, the other six approaches focus on lowering corporate debt risks 
by improving the financing environment and the quality of assets and liabilities, and bolstering 
the performance of firms. Considering the structural nature of corporate debt, the central gov-
ernment adopted successively a series of policies and specific measures aimed at “ structural 
deleveraging” . For instance, several key departments j ointly urged that SOEs should lower 
their average debt ratio by 2 percentage points by 2020 from 2017, after which the SOEs’ debt 
ratio should remain at the average level of firms of the same scale in the same industry.13 It 
should be noted that the tasks of “ cutting overcapacity” , “ lowering costs” , and “ deleveraging”  
are intertwined, as they all affect the debt ratio and performance of enterprises. To reduce their 

Note: PRC = People’s Republic of China.
Source: ASIF conducted by the NBS of China.

Figure 3.9  C oncentration of corporate debt in the PR C  (1998–2013)
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debt-to-asset ratio, firms should not only scale down total indebtedness, optimize their debt 
structure, and eliminate high-interest debt, but also raise equity capital and enhance profitabil-
ity, so as to deleverage by lowering the numerator (total debt) and increasing the denominator 
(total assets).

U sing the aggregate data of industrial SOEs that satisfy the same criteria as the ASIF database, 
we find that in terms of total assets, the industrial SOEs have made remarkable efforts in 
reducing capacity after implementing supply-side structural reform.14 A large number of SOEs 
are in the upstream portion of the industrial chain, such as steel, coal and mining, which are 
the maj or targets of “ cutting overcapacity” . We find that the total fixed assets of industrial 
SOEs—a n important indicator of capacity—r eached $0.4 trillion by the end of 2017, down 
16 percent from $0.5 trillion two years earlier (at the beginning of reform). In addition, the 
proportion of total fixed assets in total assets showed a continual decline from 44 percent in 
2015 to 42 percent in 2017 (Figure 3.10). L ikewise, inventory pressure on industrial SOEs has 
eased considerably, with total inventory tumbling almost $20 billion (33 percent) from 2015 
to $ 43 billion in 2018, and the ratio of total inventory to total assets falling from 5.6 percent to 
4.1 percent during the same period (Figure 3.11).

Notes:
ASIF = Annual Survey of Industries Firms; PRC = People’s Republic of China; SOE = stated-owned enterprise.
The sample firms in Figures 3.10 to 3.14 cover the industrial firms with the same criteria as the ASIF database, and 
here we use only the statistics on industrial SOEs. The total fixed assets are the national aggregate fixed assets of 
industrial SOEs. The fixed assets ratio is the aggregate total fixed assets divided by the total assets.
Source: NBS of China. http:/ /  www .stats .gov .cn/  english/   (accessed December 2020).

Figure 3.10  C apacity reduction and fix ed assets of industrial SO E s in the PR C  
(2011–2017)
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The drastic reduction of excess and outdated capacity, coupled with decreasing inventory pres-
sure, enhanced the profitability of industrial SOEs significantly (Figure 3.12). The supply-side 
structural reform contributed to a steady increase in the return on sales (total profit over sales 
income), return on assets (total profit/ total assets), and return on equity (total profit/ total 
equity) of these SOEs since 2015, significantly improving profitability (Figure 3.13). These 
developments have increased the firms’ total equity mainly through retained earnings, thus 
expanding total assets without increasing debt, and thereby reducing corporate debt ratio.

Simultaneously, several measures such as disposal and elimination of “ zombie enterprises” , 
mergers and acquisitions, debt restructuring, and debt-for-equity swap have evidently light-
ened the debt burden of indebted firms.15 For instance, the State-Owned Assets Supervision and 
Administration Commission (SASAC) indicates that from 2015 to 2019, central SOEs have 
effectively disposed of and liquidated more than 1900 zombie firms and their subsidiaries.  
Statistics released by the People’s Bank of China, the central bank, indicate that the scale of the 
market-oriented debt-for-equity swap had exceeded $0.2 t rillion at the end of 2019.16

Notes:
PRC = People’s Republic of China; SOE = stated-owned enterprise.
The total inventory is the national aggregate inventory of industrial SOEs, and the inventory ratio is the aggregate 
total inventory divided by the total assets.
Source: NBS of China. http:/ /  www .stats .gov .cn/  english/   (accessed December 2020).

Figure 3.11  I nv entory reduction by industrial SO E s in the PR C  (2011–2017)
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Driven by these measures, the total debt of the sample industrial SOEs fell from $ 623 billion in 
2015 to $490 billion in 2017, representing a decline of 21 percent in 2 years. Figure 3.14 shows 
the dramatic decline in the debt ratio of industrial SOEs. The trend in the debt ratio of SOEs 
that began rising in 2008 has since 2015 reversed to a rapid decline. Moreover, the average 
interest coverage ratio (earnings before interest and tax/ interest payments) of industrial SOEs 
has risen steadily after 2015, indicating that the solvency of enterprises has indeed improved, 

Note: PRC = People’s Republic of China; SOE = state-owned enterprise.
Source: NBS of China. http:/ /  www .stats .gov .cn/  english/   (accessed December 2020).

Figure 3.12  Profits and losses of industrial SO E s in the PR C  (2011–2017)

Note: PRC = People’s Republic of China; ROA = return on total assets; ROE = return on equity; SOE = state-owned 
enterprise.
Source: NBS of China. http:/ /  www .stats .gov .cn/  english/   (accessed December 2020).

Figure 3.13  Profitability of industrial SO E s in the PR C  (2011–2017)
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as the rise in corporate profitability has correspondingly enhanced the ability to service debt 
and thus mitigate debt risk.

Notes:
PRC = People’s Republic of China; SOE = state-owned enterprise.
The debt ratio is the aggregate total debt divided by the total assets.
Source: NBS of China. http:/ /  www .stats .gov .cn/  english/   (accessed December 2020).

Figure 3.14  C hange in debt ratio of industrial SO E s in the PR C  (2000–2018)

Note: On the horizontal axis, the current year of restructuring is denoted by 0, negative numbers indicate the number 
of years before restructuring, and positive numbers indicate the number of years after restructuring.
Source: CSMAR Database. https:/ /  www .gtadata .com/  csmar .html ? v = #/  index (accessed December 2020).

Figure 3.15  C hange in the av erage debt ratio of listed priv atiz ed enterprises
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It is noteworthy that, apart from the five priority tasks, SOE reform also plays a vital role 
in supply-side structural reform and is embedded in these key tasks. Government agencies 
have emphasized the advancing of mixed-ownership of SOEs as one of the most critical 
aspects of SOE reform in the PRC and have accelerated its implementation. According 
to SASAC, from 2013 to 2020, the private sector invested more than $0.23 trillion in the 
mixed-ownership reform of central enterprises. In 2018, central firms and their subsidiaries 
set up 2,880 mixed-ownership enterprises.17 In 2019, several departments together emphasized 
that mixed-ownership reforms can be combined with market-oriented debt-to-equity swaps to 
optimize the equity structure and reduce the debt ratio of SOEs. The sample data indicate that 
the debt ratio of the firms undergoing mixed-ownership reform have indeed declined (Figure 
3.15).

4. IMPACT OF COVID-19 ON L ISTED FIRMS IN THE PRC

The outbreak of COVID-19 in early 2020 and its global spread have dealt a heavy blow to the 
global economy. Although the PRC has made remarkable progress in controlling its spread, 
the pandemic still poses an enormous challenge for deepening the PRC’s structural reform. 
In the early stage of the COVID-19 outbreak, the closure of production companies and social 
isolation resulted in a 6.8 percent year-on-year (yoy) drop in GDP in Q 1 2020, compared with 
6.4 percent growth (yoy) in the same period in 2019. Secondary- and especially tertiary-sector 
firms were hit hard with a 35.3 percent (yoy) drop in the value-added of hotels and catering 
services in Q 1 2020 (Table 3.1).

Table 3.1  Q uarterly grow th rate of v alue-added by industry (%)

 Q2 2020 Q1 2020 Q2 2019 Q1 2019

Gross domestic product 3.2 −6.8 6.2 6.4

Primary industry 3.3 −3.2 3.3 2.7

Secondary industry 4.7 −9.6 5.6 6.1

Tertiary industry 1.9 −5.2 7.0 7.0

Agriculture, forestry, animal husbandry, and fishery 3.4 −2.8 3.4 2.9

Manufacturing 4.4 −10.2 5.5 6.5

Construction 7.8 −17.5 5.1 6.2

Wholesale and retail trades 1.2 −17.8 6.0 5.8

Transport, storage and post 1.7 −14.0 7.3 7.3

Hotels and catering services −18.0 −35.3 6.4 6.0

Financial intermediation 7.2 6.0 7.6 7.1

Real estate 4.1 −6.1 2.5 2.6

Information transmission, software and information technology 15.7 13.2 20.1 21.2

L easing and business services −8.0 −9.4 7.5 8.5

Others −0.9 −1.8 5.7 5.5

Source: NBS of China. http:/ /  www .stats .gov .cn/  english/   (accessed December 2020).

http://www.stats.gov.cn/english/
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Due to data limitations at the time of this study, we use available data of listed nonfinancial 
firms in the PRC. To assess the impact of COVID-19 on the operation, solvency, debt struc-
ture, and financing activities of firms by industry, we study the structural differences of the 
epidemic’s impact and the effects of policy implementation from a micro perspective. We 
find that the COVID-19 outbreak adversely affected revenue and profitability of most of the 
sample firms (Table 3.2). Overall, the average revenue of all nonfinancial firms declined by 
12 percent (yoy) in Q 1 2020, compared with a growth of 16 percent (yoy) in the same quarter 
of 2019; the average net profit took a nosedive of 31 percent (yoy); and the return on equity of 
almost all industries declined.18 The impact varied by industry, with the high export-dependent 
firms suffering the most.

Table 3.2  I mpact of C O V I D-19 on profitability of firms by industry

Industry YOY Growth 
of Operating 
Revenue

YOY Growth 
of Net Profit

Gross Margin Expense Ratio ROE

 Q 1 
2019

Q 1 
2020

Q 1 
2019

Q 1 
2020

Q 1 
2019

Q 1 
2020

YOY 
Change

Q 1 
2019

Q 1 
2020

YOY 
Change

Q 1 
2019

Q 1 
2020

YOY 
Change

Conglomerate 39% −86% 110% −68% 8% 10% 2% 7% 17% 9% 1% 1% 0%

Entertainment 27% −52% 85% −155% 42% 44% 2% 33% 41% 9% 3% −2% −6%

Household 
appliances

6% −32% 7% −56% 24% 25% 1% 17% 17% 0% 4% 2% −2%

Automobile −5% −28% −26% −79% 16% 15% −1% 12% 14% 2% 2% 0% −2%

Construction 
materials

28% −21% 46% −44% 29% 28% −2% 13% 18% 5% 3% 1% −2%

Chemicals 14% −18% −22% −107% 20% 17% −2% 7% 8% 1% 2% 0% −2%

Commerce 14% −15% 22% −75% 15% 15% 0% 12% 13% 1% 2% 1% −2%

Media 8% −13% −21% −51% 28% 26% −2% 18% 22% 4% 2% 1% −1%

L ight 
manufacturing

1% −12% −24% −30% 22% 22% −1% 16% 18% 2% 2% 1% −1%

Textile and 
apparel

−5% −10% −3% −80% 30% 32% 2% 22% 21% −1% 2% 1% −2%

Tele- 
communication

1% −10% 575% −44% 25% 27% 2% 20% 21% 1% 1% 1% −1%

Electrical 
equipment

21% −9% 14% −2% 22% 22% −1% 17% 18% 0% 1% 1% 0%

Architectural 
decoration

14% −9% 19% −29% 11% 11% 0% 6% 6% 0% 2% 1% −1%

Mechanical 
equipment

11% −9% 38% −42% 22% 23% 2% 16% 18% 2% 2% 1% −1%

Mining 10% −8% 6% −73% 23% 23% −1% 8% 9% 1% 2% 0% −1%

Computer 18% −8% 59% −114% 26% 25% 0% 22% 27% 5% 1% 0% −1%

U tilities 20% −8% 30% −18% 20% 21% 1% 11% 13% 2% 2% 1% −1%

Health care 22% −1% 22% −11% 35% 34% −1% 24% 24% −1% 3% 2% −1%

Real estate 23% −1% 27% −30% 31% 32% 1% 12% 13% 1% 2% 1% −1%
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Industry YOY Growth 
of Operating 
Revenue

YOY Growth 
of Net Profit

Gross Margin Expense Ratio ROE

 Q 1 
2019

Q 1 
2020

Q 1 
2019

Q 1 
2020

Q 1 
2019

Q 1 
2020

YOY 
Change

Q 1 
2019

Q 1 
2020

YOY 
Change

Q 1 
2019

Q 1 
2020

YOY 
Change

Ferrous metal 5% 0% −44% −35% 15% 10% −4% 6% 7% 1% 2% 1% −1%

Transportation 0% 3% 26% −119% 13% 14% 2% 7% 8% 1% 3% 0% −3%

Food and 
beverage

16% 3% 24% 1% 50% 51% 1% 18% 17% 0% 7% 6% −1%

Electronics 100% 5% 13% −9% 22% 15% −7% 11% 12% 0% 2% 1% 0%

Agriculture 15% 7% −36% 249% 17% 14% −2% 11% 10% −1% 1% 4% 3%

Nonferrous 
metal

7% 8% −34% −43% 12% 10% −2% 6% 6% −1% 1% 1% −1%

Defense 7% 27% −12% 246% 14% 14% 0% 13% 13% 0% 0% 1% 1%

Average 16% −12% 35% −31% 23% 22% 0% 14% 16% 2% 1% 1% −1%

Notes:
ROE = return on equity; yoy = year on year.
Gross margin = total gross profit/ total operating revenue; expense ratio = the sum of financial, selling, general and 
administrative expenses/ total operating revenue; Industries are listed in ascending order of their operating revenue 
growth (yoy) in Q 1 2020.
Source: CSMAR Database. https:/ /  www .gtadata .com/  csmar .html ? v = #/  index (accessed December 2020).

The disruption of operations and decline in profitability further affected the solvency of enter-
prises, making them more vulnerable. The average current ratio (current assets/ current debt) 
of the whole industry in Q 1 2020 decreased by 3 percentage points (yoy, Table 3.3). With 
the dive in net profits, the average interest coverage ratio of the entire industry plummeted to 
only 3.8, an average decrease of 2.3 percentage points (yoy). The interest coverage ratio of 
the chemicals and transportation industries fell below 1, which means that the earnings before 
interest and tax of enterprises were not enough to repay interests.

Cash flow from operating activities, an essential source for debt repayment, shrank signif-
icantly in most industries, indicating the weakening ability to generate profit. Cash flow in 
industries such as chemicals, textile and apparel, and transportation collapsed by more than 
200 percent. The coverage of cash flow from operating activities to financial expenses also 
decreased widely to −4.2 on average for the whole industry. Thus, COVID-19 intensified 
the risk of higher debt default even in listed firms. However, the debt ratio in most industries 
trended downward during the pandemic mainly as trade credit declined due to the shrinking 
operations of most firms, lowering their operating debt (mostly trade credits) and the propor-
tion of operating debt to total debt. Overall, COVID-19 does not appear to have had a maj or 
impact on the debt accumulation of listed firms.

To bail out firms, the central government launched policies, including a proactive fiscal 
policy such as tax and fee reduction measures, and issued $0.53  trillion of special local gov-
ernment bonds in May 2020. Monetary policy also remained accommodative as the People’s 
Bank of China increased special relending and rediscounting by $0.14 trillion in April, and 
announced two special loan programs worth a combined $114 billion to support key industries, 
particularly SMEs. These measures improved the operating finances of most industries (Table 
3.3). 

https://www.gtadata.com/csmar.html?v=#/index
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According to the Ministry of Industry and Information Technology, the recovery rate of SMEs 
exceeded 70 percent by the end of March 2020.19 According to the NBS, the added value of 
most industries had turned positive after April 2020. As of mid-June, the scale-sized industrial 
enterprises, which satisfy the same criteria as the ASIF database, had fully resumed operations, 
and the operating profit margin of industrial enterprises surged from 3.4 percent in February 
to 6.7 percent in June. GDP growth and the growth rate of total retail sales of consumer goods 
had turned positive, and the export of goods increased by 1.8 percent (yoy).

5. CONCL U SIONS AND POL ICY RECOMMENDATIONS

The total debt-to-GDP ratio in the PRC is high and it has been rising sharply since 2008, 
mainly driven by nonfinancial corporate debt, which is highly structural and concentrated in 
a small fraction of firms, mostly large, state-owned, and listed. The maj ority of other firms 
have been able to deleverage continuously over the decade. The key to reducing the risk of 
corporate debt in the PRC is to reduce the debt ratio of inefficient but highly indebted firms, 
most of which are SOEs.

Supply-side structural reforms have noticeably improved the firms’ performance, reduced 
the debt ratio, and alleviated the debt default risks of SOEs. Easing overcapacity, handling 
overstocked inventory, and cutting costs have improved the operating efficiency and profita-
bility of SOEs; and the disposal of zombie enterprises, debt restructuring, and debt-for-equity 
swap have lowered corporate debt. Thus, the PRC has gradually realized some slowdown in 
the debt ratio of its SOEs. Although the COVID-19 outbreak has temporarily slowed the pace 
of reform and affected the profitability and solvency of firms, the policies to bail out firms 
have been fruitful and thus, the outbreak has had little impact on corporate debt accumulation.

Despite the PRC’s progress, corporate debt ratio has remained high for two reasons: the 
dominance of indirect financing in the capital market and the massive debt held by many 
inefficient SOEs. Reducing the debt burden of SOEs will require (1) the deepening of capital 
market reforms, especially developing a strong equity capital market so that enterprises can 
rely more on equity financing rather than debt financing to replenish capital; and (2) continued 
structural reforms to enhance the efficiency of SOEs. Although the pace of SOE reforms 
has accelerated significantly since the inception of the supply-side structural reform, further 
measures are needed.

The inefficiency of some SOEs is a consequence mainly of the many functions they perform 
in support of government policies, such as ensuring employment, stabilizing economic growth, 
and promoting investment. These functions prevent SOEs from operating as profit-oriented 
market entities, inhibiting their profitability and vitality. SOEs are also more likely to obtain 
abundant, low-cost capital, owing to their soft budget constraints, thereby crowding out many 
private SMEs. State-owned banks in the PRC readily offer SOEs cheap and sufficient funds 
to expand their production capacity and loans to inefficient SOEs to maintain their survival. 
This raises the debt ratio of SOEs, and even of many low-efficiency SOEs, well above that of 
private enterprises. Therefore, to enhance efficiency and reduce their debt burden, the rights 
and responsibilities of SOEs should be clearly delineated, their government-related operations 
eliminated, their budget constraint hardened, and the incentive and promotion mechanisms of 
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government officials and executives in SOEs modified to instead reward productivity. The 
PRC government should manage SOEs based on market-oriented criteria and, in particular, 
establish a market-related exit strategy for high-debt and low-efficiency enterprises.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. L ocal government and nongovernment organizations financed about two-thirds through borrowing 
from banks or issuing new bonds, and the central government provided the remainder. Refer to PRC 
National Development and Reform Commission (2009).

3. According to the NBS and the People’s Bank of China, as the main part of total debt, the aggregate 
outstanding loan balance of all financial institutions accounted for 100 percent of GDP in 2010.

4. Here, nonfinancial corporate debt also includes the debt owed by local government financing vehi-
cles. These companies were created to help local governments raise funds and existed before 2008, 
but their activities were heavily restricted for a long time. With the implementation of the PRC’s 
2008 stimulus plan, the central government encouraged and facilitated the establishment of local 
government financing vehicles to give local government access to external financing. See Bai et 
al. (2016). Besides, there has been renewed interest in the PRC’s rapidly growing government debt 
since the 2008 financial crisis (see Chapter 6).

5. The 15 countries with the highest GDP in the first quarter (Q 1) of 2019 worldwide are the U S, the 
PRC, Japan, Germany, India, France, the U nited K ingdom, Brazil, Italy, Canada, the Republic of 
K orea, the Russian Federation, Australia, Spain, and Mexico. Data sources: Bank for International 
Settlements (BIS). https:/ /  www .bis .org/  statistics/  totcredit .htm.

6. Data sources: CEIE and the People’s Bank of China.
7. The ASIF database includes all SOEs and non-state firms with an annual operating income of CNY5 

million ($73 000) or more in the industry sector, and the threshold has been raised to CNY20 million 
(about $3 million) in annual revenues since 2011. This database contains statistics until 2013 only. 
We also find consistent conclusions using the national aggregate data of firms that satisfy the same 
criteria in the ASIF database from 1998 to 2018.

8. First, in the 2010 dataset, only 0.3 percent of samples matched the accounting equation, total debt 
+  total equity = total asset, so we excluded these data samples. Second, we follow the procedure by 
Z hong et al. (2019) to check the sample firms, which resulted in a total of 3,616,716 observations. 
Third, for registered firms, we follow the procedure by Brandt et al. (2012) and Hsieh and Song 
(2015) to match firms over time. Fourth, we follow the existing literature to identify SOEs (see 
Dollar and Wei 2007; and Hsieh and Song 2015). Although the equity structure of listed firms 
is diversified, we define as SOEs firms in which the state is the actual controller or controlling 
shareholder.

9. The NBS and other departments define SMEs as firms that have fewer than 2,000 employees, or 
annual revenues of less than about $45 million, or total assets of less than $60 million, and others as 
large enterprises.

10. Regarding this result, see L i et al. (2009) for a careful discussion based on the dataset from the 
2000–2003 Industrial Census.

11. See SASAC (2019a).
12. These approaches were to “ encourage business mergers and restructuring, perfect modern corporate 

systems to strengthen self-discipline, revitalize stock assets, improve corporate debt structure, 
market-based debt-for-equity swaps with banks, implement corporate bankruptcy, and develop 
equity financing” . See The State Council of the People’s Republic of China (2009, 2016).

13. See The State Council of the People’s Republic of China (2018) and General Office of the State 
Council of the CPC Central Committee (2018).

14. The ASIF database contains statistics on enterprises only until 2013, while data after 2015 are 
needed here to assess the impact. Thus, we use the aggregate data of industrial SOEs at the national 
level. It should be noted that this database contains the greatest number of SOEs among the public 

https://www.bis.org/statistics/totcredit.htm
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databases. We also analyze the aggregate data of industrial SOEs at the province level, and find that 
the conclusions are consistent with other results.

15. K ane (1987) first proposed the concept of “ zombie enterprises” , referring to insolvent enterprises 
that are unable to make any profit and which should have been withdrawn from the market, but still 
survive mainly because of subsidies and bailouts from the government and external financing from 
banks and other financial institutions.

16. See “ Review the Financial Reform of the Central Bank of the PRC in K ey Areas in 2019” , https:/ /  
mp .weixin .qq .com/  s/  pZ  BNCOBW3n73 Z Y9qiYH9Wg.

17. See SASAC (2019b, 2020).
18. We use the weighted average method to calculate yoy growth. That is, we first calculate the differ-

ence between the sum of the relevant variables of all sample firms in each industry for the current 
quarter and the sum of the same period of the previous year, and then divide by the number for the 
same period of the previous year to obtain the overall yoy growth of the industry.

19. See The State Council Information Office of the People’s Republic of China (2020).
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4. Asia’s lower-income countries: concessional 
public debt, concessional rescues
Nicolas Depetris-Chauvin1

1. INTRODUCTION

Debt fragility in Asian lower-income countries has over the past decade been increasing.2 By 
the time the coronavirus disease (COVID-19) broke out in 2019, these countries needed help 
from their creditors. And so, 21 of them qualified for the G20’s Debt Service Suspension 
Initiative (DSSI). This chapter focuses on these 21 countries. In their 2015 International 
Monetary Fund (IMF) Article IV statements, nine reported a moderate risk of debt distress 
and six reported a high risk. By 2019, before COVID-19 triggered the beginning of the global 
crisis, the IMF reassessed the debt distress risk for these 21 countries and put four at moderate 
risk and 12 at high risk. But in most of the countries with limited access to financial markets 
to begin with, debt distress risk was low.

Periods of increasing debt fragility are not new and have been associated with different debt 
waves. Before the COVID-19 pandemic, developing economies had experienced three debt 
waves in the last 50 years (Kose et al. 2020a). During the 1970s, a combination of low real 
interest rates and a rapidly growing loan market encouraged governments in Latin America 
and sub-Saharan Africa to borrow heavily. This debt wave ended with an increase in the 
interest rate and a series of financial crises in the early 1980s, which led to several debt restruc-
turing and debt relief programs. During the 1990s, the liberalization of financial and capital 
markets enabled banks and businesses in East Asia and the Pacific to borrow heavily, leading 
to a series of crises between 1997 and 2001, which required large-scale bailouts of banks and 
companies. Finally, from 2002 and for five years thereafter, regulatory easing allowed for 
a rise in private sector borrowing, particularly in Europe and Central Asia. This wave was 
interrupted by the 2007–2009 financial crisis, which once again required bank bailouts and 
international assistance.

At the start of the COVID-19-induced global crisis, the world was already experiencing 
the conclusion of a new debt wave that began in 2010. As in past debt waves, global interest 
rates were very low, and in this case, this was also due to central bank stimuli following the 
great recession. As a result, the search for better yields contributed to narrowing spreads for 
developing economies. At the same time, a rise in regional banks, growing appetite for local 
currency bonds, and increased demand for developing economies’ debt from the expanding 
nonbank financial sector contributed to an escalation in borrowing (Kose et al. 2020a). 
A correction in commodity prices in 2014–2015 and a slowdown in the economy amid global 
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trade disputes reduced growth perspectives and triggered concerns about the capacity of many 
developing countries to serve and refinance their debt obligations.

The concerns about debt distress in developing countries became a reality when the 
COVID-19 pandemic hit in early 2020. While the end of the other debt waves was the result 
of a once-in-a-decade event, the current borrowing cycle is caused by a once-in-a-century 
global event. Moreover, the level of total indebtedness in the early 2020s was larger than that 
observed in the beginning of other debt crises. These high levels of indebtedness are combined 
with a riskier debt profile: shorter-term, higher proportion of non-concessional debt, larger 
proportion of nonresident investors, and greater proportion of foreign-currency-denominated 
corporate debt. For developing countries, the current crisis is a perfect storm as the reduction 
of revenues and the need to increase expenditures to support their economies put them in the 
difficult position of having to still service their debt and access credit markets.

This chapter revives the question of how to finance governments in developing countries, 
focusing on the DSSI 21 lower-income countries. The next section provides an overview of 
their debt and macroeconomic dynamics since 2000 and describes their current situation of 
potential financial distress. Section 3 reviews the lessons from past debt crises and debt relief 
initiatives in terms of short- and medium-term solutions. In every new debt and financial crisis, 
global financial institutions and governments must first work out solutions to resolve the crisis, 
and then design policies and regulations to prevent a new crisis. L arge defaults as a solution 
to the crisis are always an option but are clearly suboptimal. A better potential solution is to 
restructure the debt to make it sustainable and compatible with the development plans of the 
country. This often involves debt reductions, which require lenders to coordinate the allocation 
of public and private resources and agree on how to distribute losses. In addition, policies and 
regulations often involve addressing structural problems, including weak fiscal regimes and 
poor debt management systems.

An effective development financing must reconcile the twin obj ectives of meeting the large 
needs of developing countries and maintaining their debt at sustainable levels. However, crisis 
after crisis have shown how difficult it has been for most developing countries to deal with 
this trade-off in practice. Section 4 revisits this trade-off, considering the current situation in 
the developing Asian countries as discussed in section 2 and the lessons from past debt crisis 
and debt relief initiatives presented in section 3. This section will also review the current 
policy proposals and emphasize that the potential solution will need to be fully integrated into 
a framework that considers medium- and long-term sustainability issues.

Section 5 concludes the analysis, highlighting the priorities for the policy agenda.

2. DEBT VU L NERABIL ITY IN ASIAN L OWER-INCOME 
COU NTRIES

Debt vulnerability in the developing world has increased substantially in recent years. Since 
2010, median government debt has risen by about 20 percentage points of gross domestic 
product (GDP) in emerging and developing economies (Figure 4.1). The IMF proj ections 
show levels of indebtedness that are expected to increase further during the next five years, and 
the increase will be greater in emerging and developing Asian economies than in the average 
developing economies. This type of dynamics should not necessarily be considered a source 
of concern. Developing countries in general, and Asia in particular, have used debt to finance 
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their growth. The relevant questions are whether the level of indebtedness is compatible with 
future growth prospects and how to deal with eventual bumps in that traj ectory. Figure 4.1 
includes not only developing but also emerging Asian countries, where the People’s Republic 
of China (PRC) plays a maj or role. While debt levels have increased across many Asian coun-
tries, the mechanisms of debt accumulation and potential consequences vary widely; thus, we 
need to define carefully the target countries we will consider in our analysis.

The DSSI is a global effort to help developing economies that are in or at risk of 
pandemic-driven debt distress. The DSSI countries typically have more severe structural 
problems and fewer sources of development finance, which makes them more fragile in the 
event of domestic and external shocks. But they have in the past been able to manage their 
debt obligations successfully. Myanmar was the last Asian country to default on its sovereign 
debt in 2002.3

To narrow down the focus of our analysis and provide a more accurate picture, from 
now on we will work with a sample of the 21 Asian countries that qualified for assis-
tance under the DSSI. In 14 of the 21 DSSI countries, public indebtedness levels have 
increased significantly (Table 4.1). On average, public debt-to-GDP ratio in 2020 was 
almost 12 percentage points higher than 10 years ago. However, this average ratio masks 
a greater degree of heterogeneity. In countries like Bhutan, Maldives, Papua New Guinea 
(PNG), and Vanuatu, debt-to-GDP ratios have increased significantly, often doubling or  
tripling in a short time, while they have remained relatively stable in others (such as 

Notes:
GDP = gross domestic product.
Data for 2020–2025 are estimates as of October 2020.
Source: World Economic Outlook.

Figure 4.1  General Gov ernment Gross Debt (% of GDP)
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Afghanistan, Bangladesh, and Cambodia) or even decreased (such as the Marshall Islands, 
Myanmar, and Solomon Islands).4 On the other hand, the sample countries share some com-
monalities. For example, the risk of debt distress has not improved in any of them during the 
last five years.5 In fact, the number of countries where debt distress was considered high has 
increased from six in 2015 to 12 in June 2020 and is likely to increase further in the context of 
the current pandemic.

To understand the fragility of these countries’ debt position, two indicators are noteworthy: 
much of their public debt is external (Table 4.2), and almost all of it is denominated in foreign 
currency. Obviously, claims held internationally can be more volatile. Borrowing in foreign 
currency removes the incentive to reduce ex post the real value of government debt through 
unexpected inflation. However, it exposes the domestic currency value of government liabili-
ties to fluctuations in the exchange rate. In 2019, 76 percent of public debt for the developing 
countries in our sample was external and 79 percent was denominated in foreign currency (U S 
dollars in most cases)—i n particular, 15 of them had more than 75 percent as external debt 

Table 4.1  I ndebtedness lev els and risk  of debt distress for Asian DSSI  countries

Developing Member Country General Government Gross Debt (%  
of GDP)

Risk of Debt Distress

 2010 2015 2020 2015 2019 June 2020

Afghanistan 7.7 9.2 7.8 High High High

Bangladesh 35.5 33.7 39.6 L ow L ow L ow

Bhutan 61.0 98.6 121.3 Moderate Moderate Moderate

Cambodia 28.7 31.2 31.5 L ow L ow L ow

K iribati 8.5 19.9 17.7 High High High

K yrgyz Republic 59.7 67.1 68.1 Moderate Moderate Moderate

L ao PDR 49.3 53.1 70.9 Moderate High High

Maldives 52.7 53.4 118.3 Moderate High High

Marshall Islands 38.6 33.7 27.4 High High High

Micronesia, Fed. States of 28.8 25.6 16.5 High High High

Myanmar 52.2 36.3 42.4 L ow L ow L ow

Nepal 34.0 25.6 39.2 L ow L ow L ow

Pakistan 60.7 63.3 87.2 Moderate High High

Papua New Guinea 17.3 29.9 46.7 L ow Moderate High

Samoa 39.7 58.9 55.6 Moderate High High

Solomon Islands 22.9 9.0 15.3 Moderate Moderate Moderate

Taj ikistan 36.6 34.7 47.8 High High High

Timor-L este 0.0 2.8 11.7 L ow L ow L ow

Tonga 44.7 51.2 41.9 Moderate High High

Tuvalu 27.6 57.6 16.0 High High High

Vanuatu 19.4 36.0 47.7 Moderate Moderate Moderate

Note: DSSI = Debt Service Suspension Initiative; GDP = gross domestic product; L ao PDR = L ao People’s 
Democratic Republic. 
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Sources: Various IMF/ World Bank Debt Sustainability Analysis and country reports.
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and denominated in U S dollars. This is a stark contrast from most emerging Asian countries 
that have been able to develop debt markets in domestic currency. Notable exceptions were 
Bangladesh, Maldives, Myanmar, Nepal, Pakistan, and PNG—of  these six countries, three 
were assessed at low risk of debt distress.

The external debt buildup can be better observed in Figure 4.2. Debt flows into most Asian 
DSSI countries have been on the rise in the last five years. The total corresponds to 17 of the 21 
countries in our sample for which data were available during this period.6 During 2015–2019, 
external debt disbursements in these countries have doubled. However, the total once again 
hides some important heterogeneity. Flows have decreased for Bhutan, the K yrgyz Republic, 
the L ao People’s Democratic Republic (L ao PDR), Samoa, Taj ikistan, and Vanuatu and 
increased for all the other countries. In Maldives, Myanmar, and PNG disbursements increased 
four or five times over 2015. In Bangladesh and Pakistan, the largest economies in our sample, 
public external debt disbursement increased by over 170 percent and 95 percent, respectively.

The recent increase in total debt in Asian DSSI countries is only one indicator of potential 
vulnerability. Past global financial crises have shown that a number of indicators can signal 
rapidly rising stress and domestic problems. Many of these countries have not only seen 
changes in their indebtedness levels but also in the composition and risk of their debt portfolio.  

Table 4.2  Public ex ternal debt as % of total public debt for Asian DSSI  countries

Country 2010 2015 2019

Afghanistan 30 100 100

Bangladesh 57 39 35

Bhutan 97 100 93

Cambodia 90 98 90

K iribati 91 100 100

K yrgyz Republic 98 99 86

L ao PDR 95 86 79

Maldives 46 35 29

Marshall Islands 100 100 94

Micronesia, Fed. States of 100 100 100

Myanmar 0 27 23

Nepal 66 73 55

Pakistan 51 32 33

Papua New Guinea 49 28 36

Samoa 100 100 100

Solomon Islands 77 86 79

Taj ikistan 98 97 87

Timor-L este n/ a 100 100

Tonga n/ a 95 94

Tuvalu 100 98 100

Vanuatu 90 81 83

Note: DSSI = Debt Service Suspension Initiative; L ao PDR = L ao People’s Democratic Republic.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Sources: Various IMF/ World Bank Debt Sustainability Analysis and country reports.
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In particular, non-concessional, non-guaranteed, and private sources of lending have increased, 
and the percentage of short-term debt in total debt has more than doubled in the last decade. 
As before, the dynamics is somehow heterogeneous across countries. Figure 4.3 presents 
the total external debt composition in 2010–2019 for eight of the 21 sample countries using 
data from the World Bank’s Debtor Reporting System. Reporting countries submit detailed 
reports on the annual status, transactions, and terms of the long-term external debt of public 
agencies and that of private debt guaranteed by a public agency in the debtor country. In 
1973, the World Bank expanded the coverage of the Debtor Reporting System to include 
private sector non-guaranteed borrowing, but for this debt category, data are provided by 
borrowers in aggregate rather than loan by loan, making it impossible to assess the maturity 
of this debt. However, anecdotal evidence shows that this type of debt tends to have a much 
shorter maturity than public and publicly guaranteed debt. Therefore, when we combine the 
short-term and the private non-guaranteed debt, we see that, except for Nepal, the Asian 
DSSI countries for which data are available have a higher share of short-term maturities than 
10 years ago, which raises rollover risk, especially in periods of stress and heightened risk 
aversion. The level of debt concessionality (measured as a percentage of concessional debt 
over total external debt) has also declined on average for these countries. In 2010, on average, 
42.1 percent of the external debt was concessional. In 2019, the share of concessional debt 
declined to 30.1 percent. Decreases were noted in Cambodia (from 62.3 percent in 2010 to 
29.4 percent in 2019), the K yrgyz Republic (from 42 percent to 20.5 percent), Bangladesh 
(from 67.8 percent to 47.1 percent), Pakistan (42.3 percent to 20.2 percent), and Bhutan 
(from 36.8 percent to 17.9 percent). On the other hand, increases were seen in Myanmar  

Source: World Bank.

Figure 4.2  Disbursements on ex ternal debt, ge neral gov ernment sector, s ample of Asian 
DSSI  countries (current $ bi llion)
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(from 22.3 percent in 2010 to 49.8 percent in 2019), and Vanuatu (from 23.5 percent to 43.7 
percent). Obviously, ex ante, these reductions in the level of concessionality can be interpreted 
in two different ways. On the one hand, they may be the result of growth and public sector 
reforms that have allowed some countries in the region to access other sources of financing, 

Source: World Bank Debt Reporting System.
Data for Afghanistan were valid as of 14 December 2020 and may have changed thereafter because of maj or recent 
events affecting the country.

Figure 4.3  Total ex ternal debt composition, s elected dev eloping Asian countries
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increasing the envelope of resources to sustain economic and social development. On the 
other hand, increased reliance on funding in commercial or near-commercial terms raised the 
exposure to interest rate, exchange rate, and rollover risks. Recent experience also indicates 
that the increasingly diverse creditor base and types of debt instruments used can complicate 
and lengthen the process of debt restructuring, whenever such restructuring is needed (IMF 
2020b).

The composition of public and publicly guaranteed official debt stock varies across Asian 
DSSI countries (Table 4.3). In 2015, official multilateral loans comprised most of the debt 
stocks of Timor-L este (96 percent), Nepal (91 percent), Solomon Islands (89 percent), and 
Bangladesh (83 percent). On the other hand, the share of official bilateral loans in total offi-
cial debt stocks was larger in Myanmar (82 percent), Bhutan (75 percent), the L ao PDR (72 
percent), and Cambodia (69 percent). Between 2015 and 2019, the share of multilateral loans 
declined slightly in favor of bilateral official loans. The table highlights the important role 
played in the region by the Asian Development Bank (ADB) and bilateral official lenders 
that do not belong to the Paris Club, in particular the PRC and to some extent India. In 2015, 
on average, 43.6 percent of all multilateral debt stocks in our sample countries consisted of 
ADB loans. This share decreased to an average of 41.7 percent in 2019. An important feature 
of these Asian countries when compared with African and L atin American ones, is the impor-
tance of bilateral loans from countries that do not belong to the Paris Club. On average, more 
than two-thirds of bilateral outstanding debt was with countries like the PRC, India, and the 
U nited Arab Emirates. The advantage of groups of maj or creditors like the Paris Club is, of 
course, that it reduces uncertainty by establishing rules and practices for sovereign debt relief 
and provides a coordinated answer among creditors. Historically, coordination issues were 
fine-tuned through an arrangement in which the largest bilateral creditors worked on a con-
sensus basis through the Paris Club, which in turn coordinated with the IMF and other maj or 
multilateral creditors (Gardner et al. 2020). The emergence of the PRC as an international 
creditor has provided very-much-needed financial resources to Asian countries, but creates 
a challenge in the resolution of debt restructuring when more than one debtor and creditor are 
involved. The PRC has restructured its debt on a case-by-case basis (Gardner et al. 2020 gives 
two examples) involving only the debtor government, while the Paris Club governments, the 
World Bank, the IMF, and private investors have taken part in coordinated and comparatively 
well-documented debt relief initiatives (Horn et al. 2020).

The significance of the PRC as a source of financial resources for lower-income Asia and 
Pacific countries goes beyond the official loan data presented in Table 4.3. The PRC’s Belt 
and Road Initiative hopes to deliver trillions of dollars in infrastructure financing to Asia, 
Europe, and Africa. This initiative has led some analysts to raise important questions about 
the risk of debt sustainability problems in less-developed countries (Hurley et al. 2018; and 
Raj ah et al. 2019). That risk could be potentially acute for the small and fragile economies of 
the Asia and Pacific regions. There is currently no hard evidence to evaluate these potential 
effects. However, the current debt problems faced by the L ao PDR signal that countries and 
donors need to monitor the situation carefully, as various Belt and Road Initiative-related 
proj ects have made the PRC the L ao PDR’s biggest creditor and the latter has faced problems 
in meeting its obligations. A study published in 2019 by the Sydney-based L owy Institute esti-
mated the L ao PDR’s debt to the PRC at 45 percent of the L ao PDR’s GDP (Raj ah et al. 2019).
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The fragile debt position observed in most of the Asian DSSI countries in 2019 was coupled 
with deteriorating macroeconomic performance. While these economies enj oyed high growth 
for most of the last 10 years, critical imbalances accumulated during the same period.  
Most economies fueled growth with large fiscal and current account imbalances (Table 4.4). 

Table 4.3  C omposition of public and publicly guaranteed official debt stock  of Asian 
DSSI  countries

Country 2015 2019

 % Multilateral of 
which 

% ADB

% 
Bilateral

of 
which 

% Non 
Paris 
Club

% Multilateral of 
which 

% ADB

% 
Bilateral

of which 
% Non 

Paris Club

Afghanistan 58% 46% 42% 12% 55% 47% 45% 12%

Bangladesh 83% 35% 17% 38% 67% 35% 33% 36%

Bhutan 25% 52% 75% 94% 25% 50% 75% 97%

Cambodia 31% 59% 69% 78% 29% 63% 71% 75%

K iribati n/ a n/ a n/ a n/ a n/ a n/ a n/ a n/ a

K yrgyz 
Republic

44% 35% 56% 69% 43% 33% 57% 85%

L ao PDR 28% 53% 72% 90% 21% 50% 79% 93%

Maldives 44% 35% 56% 88% 27% 20% 73% 97%

Marshall 
Islands

n/ a n/ a n/ a n/ a n/ a n/ a n/ a n/ a

Micronesia, 
Fed. States of

n/ a n/ a n/ a n/ a n/ a n/ a n/ a n/ a

Myanmar 18% 30% 82% 61% 23% 24% 77% 46%

Nepal 91% 42% 9% 61% 87% 38% 13% 62%

Pakistan 63% 31% 37% 39% 54% 32% 46% 67%

Papua New 
Guinea

75% 63% 25% 73% 61% 67% 39% 65%

Samoa 56% 44% 44% 86% 56% 37% 44% 82%

Solomon 
Islands

89% 35% 11% n/ a 93% 45% 7% n/ a

Taj ikistan 50% 25% 50% 98% 48% 24% 52% 98%

Timor-L este 96% 62% 4% 0% 88% 70% 12% 0.0

Tonga 36% 41% 64% 100% 46% 34% 54% 100%

Tuvalu n/ a n/ a n/ a n/ a n/ a n/ a n/ a n/ a

Vanuatu 43% 41% 57% 89% 46% 30% 54% 65%

Average 54.8% 42.8% 45.2% 67.3% 51.1% 41.2% 48.9% 67.5%

Median 49.8% 41.1% 50.2% 75.2% 48.2% 37.4% 51.8% 71.0%

Note: ADB = Asian Development Bank; DSSI = Debt Service Suspension Initiative; L ao PDR = L ao People’s 
Democratic Republic; n/ a = not available.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: World Bank Debtor Reporting System.
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Rising debt servicing costs, now at multiyear highs, were diminishing the already constricted 
fiscal space of some of these countries. Chapter 1 in this book shows that economic growth 
and fiscal balances are expected to deteriorate relative to historical trends in several DSSI 
countries during 2021–2024.

The external debt-to-export ratio, which is typically considered an indicator of debt repay-
ment capacity, was in the Asian DSSI countries above the average of the developing world 
in recent years. Bhutan’s present value of external debt-to-export ratio at 247 percent in 2019 

Table 4.4  M acroeconomic performance for Asian DSSI  countries

Country Real GDP Growth General Government Net 
Lending/Borrowing
(%  of GDP)

Current Account Balance
(%  of GDP)

 2010 2015 2019 2020 2010 2015 2019 2020 2010 2015 2019 2020

Afghanistan 8.4 1.0 3.9 −5.0 0.9 −1.4 −1.1 −2.8 29.4 3.8 11.7 9.5

Bangladesh 5.6 6.6 8.2 3.8 −2.7 −4.0 −5.4 −6.8 2.8 1.8 −1.7 −1.5

Bhutan 9.5 6.2 3.8 0.6 7.9 −0.2 −1.1 −5.5 −22.8 −27.9 −22.5 −21.4

Cambodia 6.0 7.0 7.0 −2.8 −3.8 −0.6 3.2 −2.4 −8.8 −8.7 −15.8 −25.4

K iribati −0.9 10.4 2.3 −1.1 −8.3 47.4 15.0 −13.2 0.1 32.8 32.0 −1.6

K yrgyz 
Republic

−0.5 3.9 4.5 −12.0 −5.9 −2.5 −0.1 −7.3 −6.6 −15.9 −5.6 −13.4

L ao PDR 8.0 7.3 5.2 0.2 −1.5 −5.6 −5.0 −6.4 −16.5 −22.4 −6.4 −8.7

Maldives 7.3 2.9 5.7 −18.6 −13.5 −6.8 −6.4 −21.9 −7.3 −7.5 −26.0 −31.8

Marshall 
Islands

7.6 1.6 5.3 −4.5 3.5 2.8 0.3 −3.5 −14.8 17.2 8.0 1.6

Micronesia, 
Fed. States of

2.3 4.6 1.2 −3.8 0.5 10.3 16.4 −1.7 −17.5 4.5 16.0 1.6

Myanmar 5.2 7.5 6.5 2.0 −0.8 −2.8 −3.9 −6.0 4.7 −3.5 −2.6 −3.5

Nepal 4.8 3.3 7.1 0.0 −0.8 0.7 −4.6 −7.9 −2.4 5.0 −7.7 −2.5

Pakistan 2.6 4.1 1.9 −0.4 −6.0 −5.3 −9.0 −8.0 −2.2 −1.0 −4.9 −1.1

Papua New 
Guinea

10.1 9.5 4.9 −3.3 3.1 −4.5 −5.0 −6.3 −19.7 25.6 22.2 14.7

Samoa 2.6 4.3 3.5 −5.0 −5.6 −4.0 2.7 −7.3 −6.4 −2.8 2.3 −7.1

Solomon 
Islands

8.6 1.4 1.2 −5.0 5.0 0.0 −1.7 −5.6 −26.4 −2.7 −9.6 −11.3

Taj ikistan 6.5 6.0 7.5 1.0 −3.0 −2.0 −2.1 −6.0 −10.3 −6.1 −2.3 −7.1

Timor-L este 9.5 3.1 3.1 −6.8 −19.8 −33.1 −32.1 −17.5 180.2 12.8 8.2 −13.7

Tonga 0.8 1.2 0.7 −2.5 −1.2 −2.8 3.2 5.1 −23.8 −10.1 −4.8 −4.6

Tuvalu −3.3 9.2 6.0 −0.5 −24.1 15.3 −8.6 −12.3 −12.1 −53.5 12.4 17.0

Vanuatu 1.6 0.2 3.3 −8.3 −2.5 −9.3 4.6 −7.6 −5.9 −1.6 13.1 −0.3

Average 4.9 4.8 4.4 −3.4 −3.7 −0.4 −1.9 −7.2 0.7 −2.9 0.8 −5.3

Median 5.6 4.3 4.5 −2.8 −2.5 −2.5 −1.7 −6.4 −7.3 −2.7 −2.3 −3.5

Note: ADB = Asian Development Bank; DSSI = Debt Service Suspension Initiative; L ao PDR = L ao People’s 
Democratic Republic.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: World Economic Outlook, data for 2020 are estimates as of October 2020.
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was one of the highest in the world. Also, during 2019, this ratio was 119.5 percent in the L ao 
PDR, 113.9 percent in Nepal, 104.4 percent in Afghanistan, and 103.3 percent in the K yrgyz 
Republic.7 Growing debt-to-export ratios have in fact become a trend for many developing 
Asian countries in recent times.

Weakening trade and global financial conditions, high levels of external debt, lack of fiscal 
space, and undiversified exports had all indicated that a correction was likely to happen in 
these countries. And then, the COVID-19 pandemic caught these economies by surprise, 
almost overnight disrupting many economic activities, sharply decreasing trade and growth, 
reducing government revenues, and increasing unemployment and poverty. Governments 
found it necessary urgently to increase expenditures to sustain economic activities and provide 
a social safety net in the course of increasing external debt service and addressing very limited 
access to debt markets.

This perfect storm created once again the need for a coordinated response by international 
financial institutions, private creditors, and governments.

3. L ESSONS FROM PAST DEBT CRISES AND DEBT REL IEF 
INITIATIVES

Periods of debt accumulation followed by crises and macroeconomic adj ustments seem to be 
a recurrent feature of the global economy. K ose et al. (2020a) identified four waves of debt 
accumulation during the last 50 years. The first wave of debt came in the form of low interest 
rates and a rapidly growing market for syndicated loans, which encouraged L atin American 
and African governments to borrow heavily, culminating in a series of debt crises that started 
in the 1980s. The second wave started around 1990 when financial and capital markets liberal-
ization enabled banks and businesses in East Asia and the Pacific to borrow heavily in foreign 
currency. This period of expansive credit came to an end with the 1997 Asian financial crisis. 
The third wave started around 2002, once again bringing a period of low interest rates, this 
time triggered by a sharp increase in private sector borrowing from emerging and developing 
economies particularly in Europe and Central Asia. The source of these funds was mostly 
banks headquartered in the U nited States (U S) and the European U nion (EU ). The global 
financial crisis of 2008 and the global recession of 2009 brought the third wave to an end. The 
fourth and current wave of debt accumulation began in 2010, once again prompted by low 
interest rates and important changes in financial markets. Even if we exclude the PRC from 
the analysis, the current wave has seen the fastest and largest accumulation of debt in emerging 
and developing countries, albeit in a more resilient global financial system.

These debt waves had some points in common, such as that (1) real interest rates were low; 
(2) financial innovations and investors’ appetite for higher yields promoted lending; and (3) 
they all ended abruptly, triggered by shocks that increased risks premium or borrowing costs, 
which led to sudden stops of capital inflows. In all cases, the widespread financial crises coin-
cided with global recessions or downturns (K ose et al. 2020a).

The waves were also distinctive in the financial instruments used for borrowing, the eco-
nomic agents involved, how the international financial architecture reacted, and the reforms 
that followed to strengthen policy frameworks. Each of these crises provided useful lessons 
to consider in the current debate on how to deal with increasing debt distress in lower-income 
economies, including those in Asia. For this reason, we briefly summarize the particularities 
of each debt wave.
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3.1 1980s Debt Crisis and the Adverse Economic Consequences of Delaying 
External Debt Reduction

The first wave in the 1970s and 1980s saw rapid debt accumulation of sovereign debt in L atin 
American and sub-Saharan African countries. The sharp increases in interest rates in the early 
1980s made the debt dynamics of these countries unsustainable, leading to suspension of 
payments and requests for IMF support.

The most salient feature of this crisis is that output losses were particularly large and pro-
tracted. Its consequences lasted until the early 1990s in L atin America and until the 2000s 
in sub-Saharan Africa. Many authors, including Eichengreen (2020) and Stiglitz and Rashid 
(2020), have noted that the 1980s debt crisis highlighted the adverse economic consequences 
of delaying external debt reductions, a lesson that needs to be seriously considered in the 
current situation. This delay can be partially attributed to the complexity of the negotiation 
process. As noted by Truman (2020, pp. 2–3) “ four groups were centrally involved in man-
aging the crisis: the borrowing countries, their foreign bank creditors, the authorities of the 
countries in which those banks were chartered, and the international financial institutions” . 
Within those four groups there was a lot of heterogeneity in terms of opinions on how the crisis 
should be solved.

In the case of L atin America, the process evolved over different phases which did not 
include the possibility of debt relief in terms of write-offs. This was due in part to concerns 
about the potential disruptive impact on the global financial system but also on the expectation 
that borrowing countries could soon return to financial markets. It took almost a decade of 
disappointing growth performance for countries to switch focus to debt reduction and produce 
a coordinated solution among the main actors. This was possible because of leadership in 
Mexico and the U S and followed later by several L atin American governments that decided to 
sign the Brady Plan. Brady bonds allowed the commercial banks holding developing countries 
debt to swap it into tradable instruments, reducing their balance sheets’ exposure to sovereign 
debt. The main innovation of the plan was to provide a “ menu”  of options to restructure, 
which allow heterogeneous creditors to tailor the debt restructuring to their preferences. The 
menu approach also favored debtors as they were able to reduce the cost of debt restructuring. 
Finally, this flexible approach significantly reduced the risk that creditors would refuse to 
participate in a debt restructuring, the so-called holdout problem.

The debt situation in sub-Saharan Africa shared some characteristics with the dynamic 
observed in L atin America. The African government first relied on IMF macroeconomic 
adj ustment programs to resolve macroeconomic disequilibrium with the hope to regain access 
to international financial markets. Once again, debt relief was not considered initially as an 
option as it could damage the prospect of future borrowing. However, for low-income coun-
tries, ad hoc partial solutions in the form of perennial macroeconomic adj ustment programs 
perpetuated the problem and created bad equilibria.

As was the case in L atin America, the solution in sub-Saharan Africa required coordination 
among all parts involved and the leadership of key individuals, which led to the Heavily 
Indebted Poor Countries (HIPC) Initiative and the Multilateral Debt Relief Initiative (MDRI). 
These initiatives primarily aimed to cancel debt down to the level necessary to restore debt 
sustainability in a number of low-income countries. The debt reduction would eliminate the 
so-called “ debt overhang” , where a high debt burden depresses investment, reform willing-
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ness, and hence, future economic growth. Furthermore, debt relief, if additional to official 
development assistance (ODA) flows, would increase resource availability in the recipient 
country (the so-called “ fiscal space” ) to increase poverty reduction-targeted spending (health 
and education). In theory, appropriate donor conditionality attached to receiving the debt relief 
should have in principle strengthened the probability of reaching the desired goals (Cassimon 
et al. 2017).

What were the effects of these initiatives in practice?  In terms of economic growth, the 
evidence shows that it is not possible to prove that debt relief has increased growth in recipient 
countries. Much of the growth following debt relief was concentrated in commodity producers 
and lower middle-income countries. There is only weak evidence of increased expenditure 
in health and education as conditionality was weakly enforced (Depetris-Chauvin and K raay 
2005). There is some evidence of positive impact on the total domestic revenue and public 
investment. Another issue often discussed, which is relevant for some of the DSSI Asian coun-
tries, is whether debt relief was additional to ODA. The evidence shows some crowding out 
of ODA but probably not to the extent predicted by some analysts. In any case, additionality 
is hard to measure as the relevant comparison is between the present value of debt services 
versus the present value of ODA flows, which is not measurable without assuming how ODA 
would behave in the future.

Overall, the main effect of these initiatives was to reduce debt. Debt relief under the HIPC 
Initiative and the MDRI helped to reduce public debt among lower-income countries from 
a median debt-to-GDP ratio of close to 100 percent in the early 2000s to a median of j ust over 
30 percent in 2013. However, since 2013, deficits and the increased borrowing allowed by 
space created by debt relief have increased indebtedness among debt relief recipient countries. 
Clearly, the initiatives did not solve the countries’ dependence on foreign debt, as a significant 
share of their new funding came from nontraditional creditors and commercial loans. While 
some countries used this new debt to finance productive investments, many others used it 
to finance current consumption. Even before the COVID-19 crisis, many African countries 
were already in debt distress by 2019, which highlights their ability to carry debt sustainably. 
According to L eo (2009, p. 1) “ taken together, these findings suggest that donor countries 
should reexamine the issue of debt sustainability in lower-income countries and the system for 
determining the appropriate grant/ loan mix” .

3.2 The 1997 Asian Crisis: Financial Imbalances and Liquidity Shortfalls Can 
Lead to Insolvency

While the first wave saw rapid debt accumulation by government, the second wave was mostly 
about borrowing by the private sector (although during the Asian crisis many companies 
were closely related to the state). This financial crisis was largely unanticipated by market 
participants, but there were a few warning signs such as growing balance-of-payment deficits, 
a seemingly unsustainable rise in domestic asset prices, and rapid growth in credit from the 
banking system (Crockett 2007). In the buildup of external financial fragility, overinvestment 
in manufacturing, speculative investment in real estate, and excessive short-term borrowing 
in foreign currencies played a crucial role (Akyüz  2017). These vulnerabilities had arisen as 
a result of several policy failings, including inadequate prudential regulation and supervision 
of banks, implicit government guarantees for foreign borrowing (including pegged exchange 
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rates), and structural changes in global financial markets. These developments made these 
countries increasingly vulnerable to sudden stops (Corsetti et al. 1998; World Bank 1998).

As documented by Akyüz  (2017), the crisis broke out in Thailand when its reserves dropped 
rapidly as net capital inflows fell short of the funds needed to meet the widening current 
account deficits. Other economies in the region with better balance-of-payment fundamentals 
suffered primarily from contagion through the exchange rate. As exchange rates came under 
pressure, markets soon became aware of the similarities in financial vulnerability and inade-
quacy of reserves. Foreign speculators selling domestic currencies were j oined by domestic 
financial and nonfinancial firms seeking to escape the squeeze on their balance sheets caused 
by rising domestic cash needs to service foreign debt and falling cash flows to meet them. As 
a result of this dynamic, the East Asian economies experienced simultaneous sharp falls in 
asset prices and currency values (Chowdhry and Goyal 2000).

How the Asian crisis was resolved has been the subj ect of much study. In late 1997, the 
IMF committed more than $110 billion in short-term loans to Thailand, Indonesia, and the 
Republic of K orea to help stabilize their economies. Some $35 billion of IMF financial support 
was provided for adj ustment and reform programs, and some $85 billion of financing was 
committed from other multilateral and bilateral sources, although not all of this financing 
actually materialized. In exchange for the funding, the IMF required countries to adhere to 
strict conditions, including higher taxes, reduced public spending, privatization of state-owned 
businesses, and higher interest rates, designed to cool the overheated economies. Some other 
measures required countries to close illiquid financial institutions, recapitalize potentially 
viable financial institutions often with government assistance, close central bank supervision 
of weak financial institutions, and strengthen financial supervision and regulation, all to 
prevent a recurrence of the fragilities that led to the crisis (IMF 2000).

The Asian crisis reflected two phenomena. First, the unstable financial equilibrium 
depended on agents’ expectations. As long as economic agents were confident, the pre-crisis 
exchange rate could be sustained with little or no official intervention. However, once con-
fidence vanished, a vicious cycle took hold—s elling provoked declines in value, which in 
turn led to more selling. As a result, leveraged companies saw their values plummet and their 
access to additional credit dry up. Second, the foreign exchange regime was closely linked to 
the health of the financial sector. Each downward movement in the currency exacerbated the 
banks’ liquidity and solvency problems. In addition, the growing weakness of the domestic 
financial sector contributed, in turn, to further pressures on the currency (Crockett 2007).

The Asian crisis also showcased that when capital inflows surge, vulnerabilities can 
emerge in at least four areas: (1) currency and maturity mismatches in private balance sheets; 
(2) domestic credit, asset and spending bubbles; (3) unsustainable currency appreciations 
and external deficits; and (4) reliance on IMF assistance and policy advice rather than 
self-insurance against sudden stops and reversals of capital flows (Akyüz  2017). To avoid 
these potential vulnerabilities, countries need to strengthen their domestic financial systems 
and introduce macroeconomic prudential policies, including exchange rate and reserve man-
agement policies.
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3.3 The Coordinated Responses in 2008–2012 Made the Crisis Short-Lived

After the second wave, global borrowing resumed at a faster pace. This coincided with 
a period of rapid expansion of U S- and EU -headquartered banks following financial deregu-
lation (Arteta and K asyanenko 2019). In the U S, barriers between commercial and investment 
banking were removed, which opened the way for the formation of “ mega-banks”  and encour-
aged the rapid growth of corporate bond markets (K roszner and Strahan 2014; Sherman 2009). 
In Europe, the Financial Services Action Plan in 1999 encouraged cross-border connections 
between banks and their rapid expansion (Goddard et al. 2015).

External debt rose sharply in Europe and Central Asia between 2000 and 2007, matched by 
rapid rates of GDP growth and aided by many countries’ growing ties with the EU . When the 
crisis hit, the deterioration in financial conditions resulted in sharp recessions in Europe and 
Central Asia. The deterioration in the real economy resulted in rising nonperforming loans, 
primarily attributable to households, rather than corporates as in the Asian crisis (K ose et al. 
2020a).

The crisis in Europe and Central Asia was short-lived, thanks partly to the G20’s coordinated 
response to the global financial crisis and the unprecedented monetary and fiscal stimulus in 
2009 and 2010 (K ose et al. 2020a). Due in part to the European Bank Coordination Initiative 
(Vienna Initiative) in 2009, maj or foreign banking groups maintained support for their subsid-
iaries in Europe and Central Asia, which also helped to contain the financial crisis and limit 
its damage to the region (Berglö f et al. 2009; Pistor 2011). According to K ose et al. (2020b, 
p. 41), “ in many economies, better policy frameworks after the first two debt waves helped 
mitigate the damage of the global financial crisis that marked the end of the third wave” .

An important lesson from this crisis is that interdependent financial systems require coor-
dinated governance regimes. As presented in Pistor (2011, p. 7), “ governing interdependent 
financial markets requires mechanisms for managing last-resort public and private financial 
responsibility during a crisis as well as principles for regulating and supervising financial 
markets ex ante in a manner that is consistent with the expected ex post allocation of costs 
associated with a financial crisis” . The Vienna Initiative played this role and helped to solve 
the collective action problems of the different stakeholders involved in the resolution of the 
crisis.

The analysis of the different debt waves provides several useful lessons for Asian DSSI 
countries. The first set of lessons relates to minimizing the likelihood of this type of crisis:

•  Sound macroeconomic policies, particularly in response to exogenous shocks, are crucial 
in limiting the financing needs of the public sector. Fiscal consolidation imperatives, 
however, have proven challenging for several developing countries. These policies should 
be extended also to the regulation of the financial sector, as half of the debt crisis was 
associated with the financial crisis. Inadequate regulatory and supervisory regimes can 
encourage excessive risky lending and debt buildups (Claessens 2015).

•  Debt should be used efficiently. Borrowing for low-return spending at real interest rates 
that exceed longer-term economic growth, with repayments that spike in a given time 
period, is poor economic management and has led several economies to insolvency and 
liquidity crises as market sentiment turns against them. Conversely, borrowing at low cost 
to finance high-return growth-enhancing investments in physical and human capital is 
sound macroeconomics.
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•  Debt should be accumulated with care. As countries borrow, they need the capacity and 
analytical tools to design strategies to manage sovereign debt and contain its risks. In 
particular, careful choice of proj ects and increasing absorptive capacity and investment 
efficiency are critical. To minimize the risk of imprudent lending, various analytical tools 
have been developed to inform borrowing decisions, and policy frameworks introduced to 
promote fiscal discipline and prevent a buildup of debt and contingent liabilities.

•  Potential sources of external shocks should be monitored, particularly in a country with 
substantial domestic vulnerabilities, including reliance on external and short-term debt 
in conj unction with a fixed exchange rate and low levels of reserves (Bordo et al. 2010; 
Claessens et al. 1999; Mishkin 1999). The evidence shows that countries with higher inter-
national reserve levels are significantly more resilient to these types of shocks (Gourinchas 
and Obstfeld 2012).

•  Most defaults and restructuring episodes are triggered by one or more of the following 
factors: a worsening of the terms of trade; an increase in international borrowing costs; 
consistently poor macroeconomic policies, leading to a buildup of vulnerabilities; or 
a crisis in a systemically important country that causes contagion across goods and finan-
cial markets. Additional factors include macroeconomic volatility, banking crises and 
related contingent liabilities, and political and institutional factors.

The second set of lessons pertains to the resolution of the debt crises and the final outcome:

•  Default is a costly solution. Policy makers avoid, as much as possible, declarations of 
default and debt restructuring. Defaults are costly especially in political terms, and even 
more so if the exposure of the domestic banking system is significant. Incentives to gamble 
for resurrection are high and the costs are typically even higher for all involved when the 
bet eventually does not pay off (U N DESA 2013). In the case of default, the economic 
costs in terms of GDP are exacerbated by prolonged uncertainty. A framework for sov-
ereign debt restructuring could provide incentives to avoid these additional costs. Once 
default is declared, protracted debt renegotiations can erode confidence even more. Even 
in cases where negotiations facilitated voluntary debt exchanges, the associated economic 
and social costs have been high.

•  A mechanism for sovereign debt restructuring could help improve coordination and 
provide fair representation of the debtor and all dispersed creditors; establish priority rules 
for the whole range of official and private creditors; provide an early response to debt 
distress, allowing time to find a solution and protect from litigation; and provide space and 
establish procedures for dispute resolution.

•  We note several stylized facts from the last 20 years of debt restructuring. Since 1998, sov-
ereign bond restructuring in emerging markets has been implemented relatively quickly. 
The extent of creditor losses (haircuts) shows a large variation, ranging from an estimated 
5 percent (the Dominican Republic in 2005) to a nearly 90 percent (Iraq in 2006) reduction 
in net present value. The number of debt restructuring episodes with face value reduction 
(nominal debt write-downs) has increased notably since the late 1980s. Post-default 
restructuring cases on average show a higher net present value haircut than preemptive 
restructuring cases. The restructuring cases varied in complexity (Claessens et al. 1999).

•  The negotiation process and the basic restructuring mechanics are very similar between 
domestic debt restructuring and external debt restructuring (Sturzenegger and Z ettelmeyer 
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2006). However, a significant difference is that domestic debt is adj udicated domestically, 
often leaving litigation in domestic courts as the only recourse available to investors. 
Another difference is that investors in domestic instruments are often mostly residents, 
in which case a restructuring of domestic debt instruments will directly affect the balance 
sheets of domestic financial institutions and can affect the country’s overall financial sta-
bility. Finally, exchange rate considerations and currency mismatches play a smaller role 
in domestic debt than in external debt restructurings (Claessens et al. 1999).

•  The problem of creditor holdouts and litigation is widely seen as the main reason for 
delayed and inefficient debt restructuring. This type of free-riding behavior and other 
forms of creditor coordination failures are seen increasingly as critical stumbling blocks, 
mainly due to the shift from bank to bond financing (Das et al. 2012). However, as shown 
above, bond restructuring since the 1990s has been implemented more quickly than the 
bank debt exchanges of the 1980s.

4. HOW BEST SHOU L D ASIAN DSSI COU NTRIES BE 
FINANCED?

Many developed and emerging Asian countries have borrowed extensively to support the 
development of their economies. It is therefore natural for lower-income Asian countries to 
follow the same strategy. In practice, however, the relationship between debt, development, 
and growth is rarely smooth. To be effective, financing for development must reconcile the 
obj ective of meeting the large needs of developing countries with that of maintaining their debt 
at sustainable levels. This often requires a trade-off, and the choice of financial instruments 
is not neutral: while grants reduce the likelihood of future debt problems, loans provide more 
upfront financing.

This trade-off needs to be revisited in light of three new developments. First, the analysis 
of the trade-off is even more relevant in light of the COVID-19 crisis, which will require 
measures to be adopted at an unprecedented scale. The different policy proposals currently 
being considered to deal with this crisis must be evaluated in terms of the scale, conditions and 
efficient use of financial resources and different financial instruments. Second, new financial 
instruments to finance developing countries have emerged in recent years. The so-called 
family of “ innovative finance”  instruments emphasizes the achievement of outcomes and 
often includes the participation of the private sector both as a source and user of funds. Third, 
over the last decade, debt has increased substantially in most low-income countries and its 
composition has changed. As Asian countries develop, they will require new financing sources 
and financing instruments but also policies and debt management systems that reduce the 
likelihood of disruptive debt crises.

How best then should governments of Asian DSSI countries be financed?  Our answer looks 
at two different horizons. We first assess the immediate impact of the COVID-19 crisis and 
the current debt relief proposals. We then discuss how these countries should balance the 
increased need for development financing while maintaining long-term debt sustainability.

4.1 Debt of Asian DSSI Countries and the COVID-19 Crisis

Several Asian DSSI countries were already at a high risk of debt distress even before the first 
case of COVID-19 was diagnosed in late 2019 (see section 2 for details). The pandemic has 
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exponentially increased the problems of these countries to serve their debt. Drastic reductions 
in growth, trade, and fiscal revenue, coupled with massive and unplanned expenditures to 
support the health system and the livelihood of millions of individuals and companies, made 
an already complex starting point even more challenging. Some vulnerable countries are also 
facing higher financing costs or have very limited access to external financing. As a result, 
both solvency and liquidity indicators have deteriorated.

A number of proposals and initiatives from the international financial community have been 
launched or are being considered to mitigate these problems. In general, these proposals aim 
to provide liquidity, reduce likelihood of default, make available the needed resources to key 
sectors (such as health, social protection, and economic activity), and delay macroeconomic 
adj ustment that would lead to a bad equilibrium.

On 15 April 2020, the G20 announced the DSSI, which is an eight-month official bilateral 
sovereign debt payment suspension if requested by International Development Association 
(IDA) member countries and least-developed countries that are current on their IMF and 
World Bank obligations. The DSSI allowed 76 IDA countries and Angola to suspend principal 
or interest payments on their debts to G20 members from 1 May 2020 through the end of 2020. 
The eligible countries include the 21 ADB developing member countries in our sample. For 
these countries, the potential DSSI savings as a percentage of 2019 GDP range from 0 percent 
in Timor-L este up to 5.8 percent in Bhutan. In most cases, the savings are less than 1 percent 
of GDP.

After the moratorium period (the initial eight months have now been extended until June 
2021), countries will have to pay the deferred principal and interest over the three years fol-
lowing a one-year grace period. This deferral is net present value neutral and therefore does 
not reduce the total payment debtors will make to participating creditors (Nye and Rhee 2020). 
Bilateral official creditors under the Paris Club have endorsed the DSSI. Though not a formal 
member of the Paris Club, the PRC is implementing the DSSI based on the same term sheet 
as its members. This is crucial as the PRC is the most important bilateral creditor for Asian 
DSSI countries. One question about the PRC’s implementation of the program is whether the 
China Development Bank should participate. The G20 does not define the scope of “ bilateral 
official creditors” . The China Development Bank considers itself a “ commercial lender” - its 
operational model is similar to that of the World Bank, relying heavily on funding from the 
financial market and acting very conservatively. This is an issue to solve as the G20 has also 
urged private sector creditors to participate in this initiative on comparable terms. However, 
an agreement has yet to be reached.

While welcome, the DSSI has several shortcomings. First, the DSSI has difficulty extending 
participation to other creditors. The negotiations with private creditors are likely conducted on 
a case-by-case basis, and the possibility of holdouts may complicate any restructuring plan. 
Enforcing a blanket standstill on the other hand could cause credit rating downgrades, shutting 
these countries out of international capital markets (Nye and Rhee 2020). Second, this pro-
posal will not provide the fiscal space these countries will need to deal with the consequences 
of the pandemic. Finally, most of these countries already have important debt service com-
mitments from 2022 onward to which they will need to add to these the debt service that was 
due in 2020–2021. Some of the alternative or complementary policy proposals highlight these 
shortcomings. The U nited Nations makes a number of policy recommendations to expand 
the DSSI, crucially to cover all highly indebted countries that request debt relief including 
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middle-income countries, and to encourage the participation of multilateral and commercial 
creditors. The U nited Nations Conference on Trade and Development (U NCTAD) (2020) pro-
posed “ comprehensive and automatic temporary standstills on debt repayments, including all 
external creditors and with possible annual renewals based on debt sustainability assessments” . 
In addition, U NCTAD called for an immediate stay on all creditor enforcement actions, and 
for j urisdictions that govern sovereign bond documentation for most emerging markets to 
deter lawsuits against debtor countries. U NCTAD proposed the creation of an International 
Developing Country Debt Authority to oversee the implementation of debt standstills and debt 
sustainability assessments in the longer term. Our assessment is that this ambitious proposal is 
very unlikely to find support in the current political and economic environment.

The uncertain nature of the COVID-19 crisis means that it is difficult to determine whether 
the countries’ current sovereign debts are sustainable. U ltimately, the extent of debt distress 
will depend on how deep and prolonged the impact of the pandemic will be, which will vary 
from country to country depending on the importance of commodity and oil exports, tourism, 
and remittances. Countries with higher debt burdens will face an even more difficult trade-off 
between scaling up much-needed health and social safety net spending and public investment 
to meet ambitious development obj ectives while containing debt vulnerabilities.

The extent of debt distress will also depend on the extent of international support to coun-
tries through debt service relief, concessional financing, and when needed, support for debt 
restructuring. Although the IMF and the World Bank, as well as ADB and other regional 
development banks and concessional lenders have helped countries through such temporary 
crises, they do not have enough resources to deal with the problem alone. The real question 
then is what to expect beyond the life of the DSSI. Obviously, default would be a possibility 
for some of the lower-income countries. But history shows that this is a suboptimal solution 
and efforts should be made to avoid it. The extent of the problem will be better understood 
after the end of the pandemic. What is the level of indebtedness and how fast can Asian DSSI 
countries recover post-COVID-19 will be good indicators for the potential depth of any debt 
restructuring needed.

The capacity of the international financial system to resolve this issue would also depend on 
the extent of the problem. Will the need for restructuring and potential debt relief be limited to 
lower-income countries or should it also apply to emerging economies?  The magnitude of the 
problem clearly would be very different. We know that in the case of lower-income countries, 
the level of resources needed is within the scope of what the international community deems 
possible, although the situation is different from in the early 2000s as donors’ budgets are 
tighter and domestic demands are higher. The geopolitics is also different due to the rise of the 
PRC as the largest bilateral creditor. Debt portfolios are different, too; any solution now will 
require participation of nontraditional and commercial lenders. For most of the lower-income 
Asian countries, the implicit level of bailout of private creditors would be relatively small 
compared with emerging Asian countries but the available data are a bit opaque to provide 
an accurate assessment. In all likelihood, concessional financing will need to be increased 
for lower-income Asian countries in its many forms, and a blend of concessional finance and 
investments will need to be provided to avoid drastic reductions in economic growth.

While we still do not know the extent of debt restructuring and debt write-offs that will be 
needed, international expert groups are working on designing a mechanism to run multiple 
sovereign debt workouts simultaneously. In November 2020, the G20 approved the Common 
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Framework for Debt Treatments beyond the DSSI, which is available to the same set of coun-
tries that are eligible for the DSSI and involves the same group of 39 official creditors from 
the G20 and the Paris Club. In its current stage, the common framework provides a set of loose 
parameters, using a modified version of the Paris Club’s classic debt treatment (Evian terms) 
for how the negotiations could be carried out. The document states that the negotiations would 
be done on a country-by-country basis and all countries would receive similar treatment. This 
could imply lengthy and costly negotiations if a standard mechanism is not properly devel-
oped. It also suggests that low-income countries will not be provided special treatment on 
standardized terms similar to those of the HIPC Initiative. We know from our review of previ-
ous debt crises that political commitment is paramount to reach a successful debt restructuring 
agreement. In the context of Asia, for debt relief to be effective, it must be closely coordinated 
with the PRC because of its increasing importance as a lender in the region. The recent histor-
ical evidence on the PRC’s debt relief shows that the country has successfully restructured or 
refinanced approximately $15 billion of African debt in the last 20 years (Acker et al. 2020). 
In none of these episodes was there evidence of asset seizures, the use of courts to enforce 
payments, or the application of penalty interest rates.

The creation of the Common Framework for Debt Treatments beyond the DSSI is in itself 
good news—t he international community recognizes the fact that post-COVID-19, temporary 
debt service relief would not be enough. Maturity extensions should be prioritized, while 
haircuts are reserved for exceptional cases, according to the document. Our analysis indicates 
that the need for haircuts may become more the norm for several DSSI Asian countries. The 
common framework explicitly requires debtor countries to seek comparable treatment from 
other external creditors, including the private sector. However, this problem is not simple to 
resolve. Many lower-income countries have a poor debt management system and the official 
level of debts may underestimate the problem faced by Asian DSSI countries.8 Hidden debts 
distort policy surveillance, risk pricing, and debt sustainability analyses. The need for trans-
parency is at a premium, as governments and private creditors demand assurance that the debt 
relief will be channeled to confront the COVID-19 pandemic and not to repay preexisting 
debts to other creditors (Horn et al. 2020).

In this context, the main issue remains unsolved: how to distribute the losses between 
creditors and debtors and among creditors—e specially the private ones. The diversification of 
the creditor base and the type of debt instruments used have only increased the complexity of 
these processes. The IMF has suggested two mechanisms to solve this problem: an agreement 
on a common approach to debt restructuring between the Paris Club and others, and the use of 
debt sustainability assessment risk ratings to limit eligibility for debt relief. Besides the fact 
that it would be hard to get private creditors to agree to that, the approach poses two problems 
in practice. First, available information on public debt is often incomplete and inconsistent, 
making it difficult to gain a comprehensive understanding of creditor composition. Therefore, 
it is almost impossible to do a fair distribution of losses among creditors. Second, if debt 
treatments are considered on a case-by-case basis, countries with a similar debt burden may 
end up with different debt relief deals depending on the creditors’ interest. Even if Paris Club 
members are able to enforce comparable treatment, private creditors will refuse to agree to 
debt write-offs unless commercial creditors from nonmember countries participate on similar 
terms, further complicating the process. This could be a serious problem if other lenders prefer 
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to address restructuring on a bilateral basis, tailoring programs to each situation and often on 
a loan-by-loan basis rather than for the entire portfolio.
These debates need to be put in the context of the debt stock composition of Asian DSSI coun-
tries. If the focus is only on public external debt, the problem of (registered) private creditors 
should not be overestimated. Because of the nature of these countries, much of the external 
debt of these governments is with official creditors. Figure 4.4 shows external debt compo-
sition for selected Asian DSSI countries. Except for Maldives (31 percent) and Pakistan (11 
percent), the incidence of private creditors is very low in most countries (7 percent on average 
for DSSI eligible countries).

In the absence of a game-changing event that helps to align the incentives of the different 
creditors or of an innovative market-based mechanism to improve debt restructuring as 
in the case with the Plan Brady,9 a political and economic agreement may be lengthy and 
costly for developing countries. This needs to be avoided to prevent a repeat of the costly 
mistakes of the past. Ongoing discussions of potential debt relief mechanisms are considering 
different options to include private creditors—f rom legal and legislative strategies to more 
market-friendly mechanisms such as the creation of a voluntary credit facility, buy backs, and 
debt swaps. A successful coordination with non-Paris Club official creditors remains one of 
the main challenges in designing an effective debt relief initiative.

Note: DSSI = Debt Service Suspension Initiative; IBRD = International Bank for Reconstruction and Development; 
IDA = International Development Association; IMF = International Monetary Fund.
Data for Afghanistan were valid as of 14 December 2020 and may have changed thereafter because of maj or recent 
events affecting the country.
Source: World Bank Debtor Reporting System.

Figure 4.4  E x ternal public debt composition for selected countries (end of 2019)



Asia’s low er-income countries 129

4.2 Debt Sustainability and Development: Beyond COVID-19

Debt crises in developing countries recur, with each crisis eventually ending up with a more 
or less efficient resolution and the promise of implementing policy measures to avoid a new 
crisis. To build a more robust system, short-term debt distress solutions must be linked to 
medium- and long-term debt sustainability to avoid the pitfalls from the previous debt crises, 
while providing predictable sources of financing for sustainable development. However, 
developing countries and creditors have so far failed to achieve this in most cases. From the 
HIPC and MDRI debt relief initiatives, we learn that solutions should be integral, otherwise 
they would not be sustainable in the long run. U rgency and limited capacity to negotiate may 
work against an integrated approach, which may later open the door to accumulating new debt.

Despite earlier efforts, improving debt transparency and strengthening debt management 
practices remain a challenge for many developing countries. Figure 4.5 shows debt reporting 
heat maps for our 21 Asian countries as of June 2020. Prepared by the World Bank, the heat 
map presents an assessment based on the availability, completeness and timelessness of public 
debt statistics and debt management documents posted on the websites of national authorities. 
U nsurprisingly, most countries in our sample fail in all or most of the categories. On average, 
the countries at high risk of debt distress perform worse in the heat map than those with low- 
and medium-debt distress risks.

It is impossible not to overemphasize the importance of a debt management system and an 
active debt management strategy. Strengthening debt management is critical because it can 
free up resources for investment and also reduce the risk of debt crises. Debtors and creditors 
cannot make informed decisions without a full picture of a government’s outstanding debt and 

Note: DSSI = Debt Service Suspension Initiative; L ao PDR = L ao People’s Democratic Republic; N/ A = not 
applicable.
Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of 
maj or recent events affecting both countries.
Source: World Bank.

Figure 4.5  Debt reporting heat map for selected Asian DSSI  countries (June 2020)
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contingent liabilities. In such a situation, it is not possible to ensure that debt remains sustain-
able, and the lack of public information on public debt weakens accountability. Clearly, debt 
transparency is not easy to fix and depends on a multitude of factors, such as a country’s insti-
tutional capacity, legal framework, governance, and civil service organizations more broadly. 
Investment in developing debt management and reporting capabilities must be pursued in 
parallel with complementarity policies to strengthen fiscal frameworks, improve the efficiency 
of public expenditures and public investment management, and develop domestic financial 
systems. ADB can play a key role in this area by providing technical assistance to its devel-
oping member countries as well as by issuing the right incentives through its lending policies.

A well-functioning debt management system plays two other important roles. First, in 
debt restructuring negotiations, transparent debt data facilitates agreements by providing 
clear information about who the creditors are. This helps prevent free-riding behavior that 
could delay agreements. Second, debt management systems help to reconcile the obj ective of 
meeting the large needs of developing countries with that of maintaining their debt at sustain-
able levels. Without these systems, most low-income countries are constrained to rely only 
on grants and highly concessional finance. A transparent system and good debt management 
practice would allow them to borrow from other sources without having to pay much higher 
costs, if the borrowing is done responsibly.

There is an extensive body of literature on the sources of development financing for 
low-income countries. Most of this literature focuses on two aspects: domestic resource mobi-
lization (DRM) versus external financing and the form external financing should take.

The case for DRM is clear: in the long run, countries should raise and spend their own funds 
to finance most of the domestic investment and social programs that are essential for eco-
nomic development. DRM is founded mainly on the development of the tax system through 
improvements in tax administration and tax policy. Following the pandemic, increased public- 
and private financing from the developed to the developing world would probably be hard to 
achieve. In this context, developing Asian countries will face pressure to progress on DRM. 
However, DRM is a process with often modest year-to-year improvements, while drastic tax 
reforms fail in many cases because of political and economic constraints. The immediate 
post-pandemic scenario does not seem conducive to such reforms. There is a role here for 
multilateral development banks like ADB. They can intensify the work they do with their 
members and establish a common understanding of what constitutes “ good”  DRM, identify 
the structural and political constraints, and determine the effectivity of policy advice, finan-
cial support, and technical assistance. This is also an area ripe for innovative solutions. For 
example, L ee (2018) pointed out that with this type of reform, paying for outcomes makes a lot 
of sense. A multilateral bank could use concessional lending to match half of a one percentage 
point actual increase in the tax revenue-to-GDP ratio. The additional concessional lending 
would strengthen instead of weaken a country’s long-term debt sustainability. (A key issue 
would be to provide the right incentives for countries not to rely exclusively on indirect taxes, 
which are easier to administer but will put the poor at risk of becoming net payers if redistri-
butional tax and spending policies are not in place.)

The development of domestic debt markets is also emphasized as a potential tool for using 
domestic resources to finance development. As in the case of DRM through higher tax revenue, 
the development of domestic debt markets should not be considered a short-term solution, but 
a continuous process with a long-term goal. In the case of low-income countries, there is no 
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trade-off between issuing safer and cheaper debt, as external debt tends to have concessional 
rates and longer maturity. Therefore, even if external borrowing carries a potential currency 
mismatch, it tends to be cheaper than domestic borrowing. Given the limited domestic savings, 
however, there is potential for direct crowding out as governments and corporate bonds would 
compete in the portfolio of local institutional investors. The role of domestic debt markets in 
financing governments in lower-income countries in Asia may remain modest in the years to 
come.

Official multilateral and bilateral grants and loans will remain the main source of develop-
ment financing for Asian DSSI countries in the short- and medium term. A central question 
in this context is what form financial aid should take. The debate has rightly centered in the 
choice between pure grants or concessional loans. There is a clear trade-off between the two: 
for a given cost to donors, loans provide more upfront financing while grants avoid the risk of 
future debt problems. In the case of low-income countries, the debate has settled more in favor 
of grants than loans, because of the history of pervasive “ lend-and-forgive”  cycles. However, 
this historical evidence is highly biased because of the negative experience of low-income 
countries in Africa and, to a lesser extent, in L atin America. There is no systematic evidence, at 
least until now, that this has been the case for low-income countries in Asia. On the other hand, 
as noted earlier, many of these countries were already at high risk of debt distress even before 
the COVID-19 pandemic. Was this due to excessive lending, particularly from new sources 
of financing, or the result of unexpected worsening of global economic conditions?  While 
the answer to this question would require a country-by-country analysis, we note that most of 
these countries have poor debt management systems. Improving them should be a condition to 
have access to conditional lending, instead of being limited to using only grants.

Another potential problem of using loans to finance low-income countries is the need to 
produce tradable goods and services (the transfer problem) to be able to repay a loan. Many 
proj ects, particularly in the social area, may not have an immediate tradable output, making 
them unsuitable candidates for loans. While funds are fungible up to some point, multilateral 
banks could use a mixed grant-and-concessional loan strategy to finance governments in 
low-income countries, but rebalancing the mix according to the likelihood that the funds 
would create the resources to repay the loan. Even then, for the lending part of that mix, it 
would be advisable to emphasize the use of the so-called “ innovative finance”  instruments 
that focus more on outcomes than on inputs. This family of instruments include (1) develop-
ment impact bonds and social impact bonds; (2) blended impact investment funds; and (3) 
outcome-based funds.

5. CONCL U SIONS

This chapter analyzed the current sovereign debt problems of several developing Asian 
countries, focusing in particular on the countries that qualified for the DSSI, the debt relief 
mechanism put in place by the G20 in the wake of the pandemic. It explored short-term solu-
tions to those problems and determined the key elements of a strategy to provide sustainable 
development financing for these governments.

We find that debt distress risk has been increasing for most of the Asian DSSI countries in the 
last decade, even before the pandemic, due to a number of domestic and international factors. 
Most of these countries have seen an increase in the level and risk profile of their debts. In 
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most cases, debt is external and denominated in foreign currency, short-term commercial debt 
has increased, and countries’ fiscal and current account positions have deteriorated. Following 
the global shock created by the pandemic, most of these indicators have deteriorated further. 
Because of reduced revenues and the need to increase expenditures to support their economies, 
these countries have difficulty servicing their debt and accessing credit markets.

In this context, many of them, including the Asian countries, face a greater possibility of 
being in debt distress. Based on historic evidence, we draw the following lessons that should 
be useful in case a debt workout proves necessary:

•  Policy makers should avoid, as much as possible, declarations of default and debt restruc-
turing that end up increasing cost. A framework for sovereign debt restructuring could 
provide incentives to avoid these additional costs.

•  A mechanism for sovereign debt restructuring could help, by improving coordination and 
providing fair representation of the debtor and all dispersed creditors, establishing priority 
rules among the whole range of official and private creditors, responding early to debt 
distress, allowing time to find a solution and protect from litigation, and creating space and 
establishing dispute resolution procedures.

•  Creditor holdouts and litigation are widely seen as the main reasons for delayed and inef-
ficient debt restructuring.

Acting on these lessons, the international community is actively seeking to provide immediate 
temporary debt relief and to develop a framework to deal with the potential debt restructuring 
in several countries. In April 2020 the G20 introduced the DSSI, which provides short-term 
relief by suspending payments on official bilateral sovereign debt for a number of developing 
countries. No doubt, for a few DSSI countries, long-term debt sustainability is not a maj or 
concern and the payment suspensions will serve their short-term purpose. But for the maj ority 
of DSSI countries, some degree of debt forgiveness from creditors will probably need to 
be on the table. For that reason, in November 2020, this initiative was upgraded to include 
a framework for debt negotiations based on a modified version of the Paris Club’s classic debt 
treatment. However, there are several problems with this initiative, including the difficulty of 
making private creditors agree to participate. Our analysis shows instances in the past where 
multicountry debt relief initiatives have been possible. However, the evidence shows that the 
debt restructuring process is often complex and time-consuming, typically taking years to 
resolve and at great cost to all parties. Moreover, there is little evidence of how such negotia-
tions would work in a context like the one created by the pandemic. A quick and efficient solu-
tion to debt restructuring will depend on a political deal and the development of flexible and 
innovative instruments that can accommodate the preferences of the different actors involved.

Once a solution is reached, it is essential to ensure that it avoids the pitfalls of other maj or 
debt relief initiatives. In this sense, in many developing Asian countries ensuring debt trans-
parency and strengthening debt management practices remain a challenge. Addressing these 
challenges should be a priority for both creditors and debtors not only to reduce the likelihood 
of future crises but also to allow for better resolution if they happen. Without a proper debt 
management system, many countries would only be able to attract grants and a limited amount 
of concessional lending.

Multilateral and regional development lenders should keep working with their member 
countries to strengthen domestic resource mobilization and develop domestic debt markets. 
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However, for most governments in Asian DSSI countries, official multilateral and bilateral 
grants and loans will remain the main source of funding in the short- and medium-term. 
International financial institutions should emphasize the use of the so-called “ innovative 
finance”  instruments that tie financing to measurable results.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. For a recent overview of the evolution of public vulnerabilities in lower-income countries see IMF 
(2020a). The appendix of this report provides a useful classification of lower-income countries.

3. In this chapter, data for Myanmar were valid as of 14 December 2020 and may have changed there-
after because of maj or recent events affecting the country.

4 Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed 
thereafter because of maj or recent events affecting the countries.

5. IMF (2020b) provides information on how risk of debt distress is estimated. A country is considered 
to be in debt distress if it is experiencing difficulties in servicing its debt, as evidenced, for example, 
by the existence of arrears, ongoing or impending debt restructuring, or if there are indications that 
a future debt distress event is probable.

6. Afghanistan, Bangladesh, Bhutan, Cambodia, the K yrgyz Republic, the L ao PDR, Maldives, 
Myanmar, Nepal, Pakistan, PNG, Samoa, Solomon Islands, Taj ikistan, Timor-L este, Tonga, and 
Vanuatu.

7. Data for Afghanistan were valid as of 14 December 2020 and may have changed thereafter because 
of maj or recent events affecting the country.

8. There are indications that reporting on state-owned enterprise debt in the World Bank’s International 
Debt Statistics database is likely to be incomplete (IMF 2020b). This raises significant concerns of 
hidden direct and contingent liabilities which may further exacerbate the debt position of Asian 
DSSI countries.

9. Willems (2020) proposed the use of an auction-based mechanism to deal with sovereign debt 
restructurings.
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5. Pacific Islands’ debt: financing 
post-COVID-19 recovery amid precarious 
sustainability
Roland Rajah and Alexandre Dayant1

1. INTRODUCTION

The small island states of the Pacific region face uniquely difficult financing challenges, even 
during normal times. The region’s extreme geography poses intrinsic barriers to economic 
growth and development while subjecting the Pacific to large and frequent negative shocks. 
Debt sustainability is consequently a perennial concern and most Pacific countries are heavily 
reliant on official development partners to meet their financing needs in a sustainable way.

Today, the most pressing challenge for the Pacific and its development partners is respond-
ing to the economic crisis unleashed by the COVID-19 pandemic. With growth collapsing and 
debt levels already elevated, there is widespread concern that the developing world writ large 
faces a looming debt crisis (Bulow et al. 2020). Much international attention is consequently 
focused on the need for coordinating substantial debt relief. In the Pacific, most economies 
were already at an elevated risk of debt distress prior to the pandemic, according to the 
International Monetary Fund (IMF) and the World Bank. This raises important questions for 
the Pacific and its development partners. Does the Pacific face an impending debt crisis? What 
should the financing priorities be for enabling the region’s recovery? And how can the scale 
of external support needed realistically be mobilized given the Pacific’s development partners 
are also dealing with economic crises at home? We take up these key questions in this chapter.

The spread of the novel coronavirus which began in the Chinese city of Wuhan in late 2019 
has led to the worst global economic downturn since at the least the Great Depression. At the 
time of writing, most Pacific economies have avoided major outbreaks of the disease itself. 
The major exception is Papua New Guinea (PNG)—the largest country in the region—which 
after initial success in suppressing the virus experienced a surge in new infections starting in 
early 2021. The health outlook in PNG remains uncertain. Yet, even though the rest of the 
Pacific has fared among the best in the world in limiting the spread of the virus, the grim reality 
is that the economic devastation is still likely to be among the most severe—especially for 
several Pacific economies that are heavily dependent on international tourism.

In response to the COVID-19 shock, there is an important need in all countries for large-scale 
fiscal expansion aimed at keeping economies, and societies, afloat through the depths of the 
crisis and providing enough stimulus to enable the economic recovery thereafter. Yet most 
Pacific countries have little ability to finance such economic largesse—being aid-dependent, 
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having little to no access to global capital markets, and with their balance of payments also 
under pressure as key external income sources (tourism, remittances, commodities) have fallen 
off, if not collapsed. Official development partners have responded with various assistance 
measures. However, this has largely been sufficient only to plug the immediate fiscal and 
balance of payments financing gaps caused by drops in government revenue and external 
income, rather than enabling the large-scale countercyclical stimulus needed. As a result, 
the economic damage from the crisis for many Pacific economies is likely to be deep and 
long-lasting. With the risks of debt distress generally considered elevated before the pandemic, 
this raises critical questions about the future of debt sustainability in the Pacific. With this 
context in mind, this chapter seeks to make three main contributions.

First, we provide a preliminary analysis of the potential debt sustainability implications of 
the COVID-19 crisis in the Pacific. We review recent debt sustainability analyses produced 
by the IMF and provide our own quantitative analysis focused on the outlook for public sector 
solvency in the Pacific. We focus particularly on four countries—F ij i, PNG, Samoa, and 
Tonga—w hich arguably face the most uncertain debt outlooks as a result of the pandemic.

Next, we consider what it will take for the Pacific to recover from the pandemic. We argue 
that given the scale of the shock, a well-designed, large-scale recovery package financed by 
development partners, focused on public investment and implemented over several years 
would be likely to have large economic benefits. We use fiscal multipliers to estimate that 
the Pacific will require a “ recovery package”  of $2 .3 billion–$3 .5 billion (constant 2019 U S 
dollars) in additional external financing over the coming years in order to recover fully from 
the pandemic.

Finally, a key question is how this can be financed. In an unconstrained world, a dramatic 
increase in grant aid would be the most beneficial form of financing, especially in response 
to what is a once-in-a-century exogenous shock for which concerns about moral hazard are 
largely irrelevant. Yet, signs of a maj or increase in external aid in response to the pandemic are 
yet to materialize, with key bilateral partners focusing their resources on combating recessions 
at home. We therefore consider the debt sustainability implications if the recovery were to be 
financed with semi-concessional loans from development partners. Our analysis suggests that 
this is a viable option.

2. COVID-19 AND THE PACIFIC 

The small island states of the Pacific are some of the most remote countries in the world. 
Remoteness is generally seen as a maj or economic impediment for the region. But during the 
current crisis the Pacific was able to take advantage of its physical isolation to avoid maj or 
outbreaks of the COVID-19 disease—not ably through early border closures, with several 
governments imposing travel restrictions as early as January 2020.

Overall, the region has been among the most successful in the world in containing the 
domestic spread of COVID-19. At the time of writing, most Pacific countries had not had 
a single case of the virus. PNG, the largest economy in the region by far, is the maj or excep-
tion. After initial success in suppressing the virus, PNG experienced a surge in new cases 
starting in early 2021 and, at the time of writing, was in the midst of severe outbreak and facing 
a highly uncertain outlook.
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Health systems in the Pacific are generally weak, with significant gaps in access and high 
burdens of noncommunicable diseases. According to the World Health Organization (WHO), 
most Pacific island countries annually spend $500 or less per capita on health—a round half 
the global average.2 Similarly, half of Pacific island countries do not meet the WHO target of 
having 4.5 health workers for every 1000 persons. The success of most Pacific countries in 
avoiding large domestic outbreaks of the virus has therefore been fortunate, commendable, 
and critical, while the health situation in PNG could prove devastating. PNG has around 4000 
nurses and 500 doctors servicing a nation of j ust under 9 million.

Despite most of the Pacific being among the most successful in the world on the health 
front, the grim reality is that the economic devastation associated with the pandemic is likely 
to be among the most severe. According to Asian Development Bank (ADB) forecasts, the 
Pacific region is expected to see an economic contraction of 6.1 percent in 2020 and negligible 
recovery of 1.3 percent in 2021 (ADB 2020). The most recent IMF forecasts contain a similar 
outlook, with the Pacific contracting by 8 percent in 2020 and only recovering by 3 percent 
in 2021. Those economies most heavily reliant on international tourism are being especially 
hard hit. Fij i is expected to contract by around 20 percent while Palau and Vanuatu are both 
expected to contract by close to 10 percent.

Beyond tourism, the Pacific is also being negatively impacted by several other factors: first, 
via reduced global demand for key commodity exports, particularly that emanating from the 
People’s Republic of China (PRC) for energy (PNG) and forestry (Solomon Islands) exports. 
Second, recessionary conditions in key countries with significant Pacific migrant populations 
(notably Australia, New Z ealand, and the U nited States) are expected to cause a drop in remit-
tances to the region of around 20 percent (IMF 2020a). Remittances average about 10 percent 
of GDP in the Pacific islands (excluding PNG), exceeding 40 percent of GDP in Tonga, and at 
about 15 percent of gross domestic product (GDP) in Samoa and the Marshall Islands. Finally, 
disruptions to international travel and supply chains are hampering domestic economic activity 
and stalling the implementation of maj or public infrastructure proj ects which are an important 
short-run driver of growth in many of the smaller Pacific island economies. For example, 
a maj or new port in Nauru has been disrupted due to its reliance on imported construction 
materials and foreign workers.

L ike elsewhere in the world, Pacific governments have sought to respond to the economic 
impact of the pandemic with stimulus packages aimed at keeping their economies and socie-
ties afloat through the depths of the crisis. Fij i, PNG, Tonga, and Vanuatu for example have 
announced packages equal to 8.5 percent, 6.6 percent, 6.1 percent, and 5.6 percent of GDP, 
respectively, while Samoa’s announced package only accounts for 3.1 percent of GDP.3 
The composition and structure of those packages vary, but in general they comprise a mix 
of gov ernment, bank ing, pension, and monetary easing measures. Some governments have 
subsidized the salaries of laid-off workers (e.g., Vanuatu’s Employment Stabilization Payment 
scheme), removed school fees, and are providing tax relief to businesses and workers. Many 
are also allowing workers to access superannuation savings. Those Pacific economies with 
their own currencies have also eased monetary policy, although the presence of shallow and 
underdeveloped credit markets means this can only provide a modest amount of additional 
support.

Fiscal expansion is the key to responding effectively to the current economic crisis. Despite 
reasonably large headline numbers attached to announced stimulus packages, the degree of 
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actual fiscal expansion is often much more limited (Figure 5.1). Fiscal expansion has been 
especially constrained in the larger economies of Fij i and PNG. In Fij i, the government has 
ramped up borrowing dramatically but largely in response to collapsing revenue. In PNG, the 
government has strived to keep the budget deficit contained. Both PNG and Fij i have been 
forced to make substantial expenditure savings in other areas of the budget on the order of 
several percentage points of GDP. Vanuatu has been able to self-finance a larger fiscal expan-
sion by drawing upon cash reserves built up over the past several years. Tonga and Solomon 
Islands have been able to engage in the greatest degree of fiscal expansion, in large part due to 
sizable budget support from development partners.

The Pacific’s official development partners are providing substantial support in response to 
the pandemic via a combination of new, redirected and frontloaded financing. To date, we 
estimate that the Pacific’s development partners have announced around $1.9 billion (about 
5 percent of regional GDP) in prospective COVID-19-related financial assistance, including 
the G20 debt service standstill, redirected and frontloaded financing from the multilateral 
development banks (MDBs), expanded IMF rapid financing windows, and reprioritized and 
increased development assistance from Australia.

This is providing crucial support to the Pacific but with substantial limitations. First, it 
is difficult to determine how much of the assistance is truly additional, since large amounts 
of MDB and bilateral funding have simply been redirected from other priorities or brought 
forward in time (therefore reducing the funds available in future years). Second, only some 
countries have so far made use of the IMF rapid financing amounts made available, and only 
in the case of PNG will this be used to help finance the budget deficit, as opposed to simply 
being added to foreign exchange reserves as balance of payments support.

The fundamental limitation is one of scale, with the international support made available 
largely only enough to plug the immediate financing gaps caused by drops in government 
revenue and external income, rather than enabling the kind of large-scale fiscal expansion 

Note: GDP = gross domestic product; PNG = Papua New Guinea.
Source: Australian National U niversity, Development Policy Centre. Pacific Covid Economic Database. Accessed 
at: https:/ /  devpolicy .crawford .anu .edu .au/  pacific -research -program/  pacific -covid -economic -database.

Figure 5.1  B ig “ stimulus”  pack ages but constrained fiscal ex pansion (% of GDP)



The sustainability of Asia’s debt140

needed to limit the economic damage from the pandemic. Overall, the degree of fiscal expan-
sion in the Pacific has been much lower than that seen in advanced economies, which are 
typically deploying over 10 percent of GDP to combat the virus in 2020 alone. While larger 
fiscal responses in advanced economies are perhaps to be expected, this suggests that the 
economic damage from the crisis in the Pacific is likely to be much deeper and longer-lasting. 
For instance, the latest IMF forecasts suggest real income per person would not recover to its 
2019 level even by 2025.

3. A L OOMING PACIFIC DEBT CRISIS?

Prior to the pandemic, most Pacific economies were already considered to be at an elevated risk 
of debt distress according to the IMF and the World Bank. Collapsing growth and acute fiscal 
pressures amid the current crisis therefore suggest that Pacific debt sustainability could now be 
under considerable threat. Globally there is widespread concern of a looming debt crisis in many 
parts of the developing world, and international attention is focused on the need to coordinate 
substantial debt relief. Prior to the pandemic, many developing countries took advantage of easy 
global liquidity conditions to borrow heavily from private creditors. The PRC also emerged to 
become the largest official creditor to the developing world. These new sources of debt generally 
came on less favorable terms than those provided by the MDBs or Paris Club lenders. By the end 
of 2019, half of all lower-income countries were already considered by the IMF to be at high risk 
of, or already in, debt distress— up from about a quarter in 2013.

The key question is to what extent the Pacific shares this dire general prognosis.

3.1 Reasons to Be Concerned: Structural Vulnerability

Debt sustainability is a perennial concern in the Pacific. The defining developmental char-
acteristic of the Pacific is its extreme geography. The economics of this situation give rise to 
some of the highest development financing needs in the world while simultaneously greatly 
reducing the ability of Pacific economies to sustainably carry large amounts of public debt. 
As a result, there is a structural tension between financing development and safeguarding debt 
sustainability—a  tension now under intense pressure amid the pandemic.

The Pacific’s extreme geography is on another order of magnitude compared with any other 
part of the world (World Bank 2011). These conditions include: an incredibly small size by 
most key measures (e.g., population, land, and GDP); remoteness from maj or international 
economic centers; internal dispersion within countries (both in rural areas and between dif-
ferent islands); dependence on a narrow set of uncertain income sources (notably tourism, 
remittances, commodities and aid); and high vulnerability to maj or disasters and the effects of 
climate change. Nine Pacific countries are for instance among the smallest 25 countries in the 
world (World Bank 2011). Tonga, Samoa, and Vanuatu—m id-sized Pacific countries—ha ve 
populations of only 100,000–300,000 (ADB 2018a). PNG is the only exception in terms of 
size, with a population of almost 9 million. In terms of remoteness, the average Pacific country 
lies 11,500 kilometers away from the rest of the world weighted by economic size, a 40 percent 
greater distance than that for the Caribbean islands (Gibson and Nero 2007). In terms of risks 
to disasters triggered by natural hazards, Vanuatu is considered to be facing the highest risks in 
the world (Rhur U niversitat Bochum 2018). Tonga is considered second. Three other Pacific 
countries are in the top 10, including PNG.



Pacific I slands’ debt:  financing post-C O V I D-19 recov ery 141

Extreme geography translates into high development financing needs. The Pacific is, by 
some margin, the most aid-dependent region in the world. The Pacific receives aid equal 
to around 9 percent of its GDP compared with a figure of 3 percent in sub-Saharan Africa.4 
Australia, New Z ealand, the U nited States, the PRC, and the MDBs are among the region’s 
maj or development partners. Despite high levels of aid, the Pacific still faces one of the 
largest estimated financing gaps of any region. For instance, ADB estimates an infrastructure 
financing gap of 6.2 percent of GDP every year, the highest such gap of any subregion in 
Asia and the Pacific (ADB 2017). The World Bank estimates a broader financing gap for 
infrastructure and human development of around 10 percent of GDP a year (ADB 2018b). It 
also estimates climate change adaptation needs (e.g., for coastal protection) in the order of 20 
percent of GDP for K iribati and the Marshall Islands and in the range of 5–10 percent of GDP 
for other Pacific countries (ADB 2018b). In addition, there is the cost of rebuilding following 
maj or disasters triggered by natural hazards. For instance, ADB estimates that disasters since 
2000 have caused damage equal to 7 percent of regional GDP, with smaller economies worse 
affected—V anuatu for instance was hit by a cyclone in 2015 causing estimated damage of over 
60 percent of its GDP (ADB 2019).

These same factors work to greatly reduce the ability of most Pacific economies to sustain-
ably carry levels of public debt that in other contexts might be considered less problematic. 
Public debt sustainability is generally considered as the ability of the government to fully 
service its debt obligations without the need for unrealistic fiscal adj ustment or the compro-
mising of long-term development obj ectives. The Pacific faces acute structural challenges 
across many of the core factors in assessing public debt sustainability (IMF 2020b):

•  High financing needs to meet economic and social development obj ectives create pressures 
toward elevated government spending and budget deficits, especially in the aftermath of 
maj or disasters triggered by natural hazards.

•  Weak institutional capacity can make undertaking maj or fiscal adj ustments particularly 
difficult, for instance due to a limited ability to raise additional revenue, achieve spending 
efficiencies, or effectively manage the distributional impacts on society.

•  Relatively weak institutions and the region’s economic geography combine to greatly 
hamper prospects for economic growth, making it difficult to grow out of any debt over-
hang. Economic growth in the Pacific is more volatile than it is fast (Figure 5.2).

•  High exposure to frequent natural hazards and other large negative economic shocks 
(given generally narrow income sources) creates an ever-present risk of pushing countries 
from a sustainable debt situation into unsustainable territory. The need to leave room to 
absorb such shocks means that the “ safe”  level of public debt at any given time is much 
lower than otherwise.

Debt sustainability risks as assessed by the IMF have also been rising in the Pacific over the 
past decade.5 Figure 5.3 shows the distribution of IMF debt distress risk ratings across Pacific 
countries and how this has evolved. Seven of the nine Pacific countries which receive a debt 
risk rating from the IMF are currently assessed as being at high risk of debt distress, though 
the IMF still considers debt in these countries to be sustainable. To some extent, the deteri-
oration in these ratings reflects methodological changes by the IMF to better incorporate the 
impact of frequent natural hazards. Nonetheless, the trend remains that debt sustainability in 
the Pacific has been moving in a negative direction overall, particularly following a series of 
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large negative economic shocks in several countries, including tropical cyclones causing esti-
mated damages of 30–60 percent of output in Samoa, Tonga, and Vanuatu (World Bank 2013; 
Government of Tonga 2018; Government of Vanuatu 2015).

Note: FSM = Federated States of Micronesia; GDP = gross domestic product; PNG = Papua New Guinea.
Source: Authors’ calculations based on IMF.

Figure 5.2  Pacific economic grow th is more v olatile than fast (% change in real GDP, 
2000–2017)

Note: IMF = International Monetary Fund.
Sources: IMF; World Bank.

Figure 5.3  W orsening debt sustainability risk s in the Pacific (most recent I M F risk  
rating by number of countries)
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3.2 Reasons to be Less Concerned: The Role of Development Partners

U nlike many other parts of the developing world, the Pacific did not engage in substantial 
borrowing from international private creditors prior to the crisis. It therefore largely does not 
face the same rollover problems or complications in negotiating debt relief. The PRC has 
become a maj or source of external loans in the region. Again, however, the Pacific does not 
appear to have followed the pattern seen elsewhere, with bilateral loans from the PRC mostly 
provided on semi-concessional terms. Public debt servicing costs in the Pacific have therefore 
remained much lower than elsewhere, providing much more favorable debt dynamics. Finally, 
some caution is needed in interpreting the IMF debt sustainability analyses for many of the 
more aid-dependent Pacific economies, which for technical reasons explained below tend 
substantially to overstate the risk of debt distress in these economies.

A maj or favorable factor for Pacific debt sustainability is the region’s heavy reliance on 
official development partners when it comes to public sector borrowing. For most Pacific 
developing economies, debt owed to development partners constitutes the vast maj ority of 
their external debt obligations (Figure 5.4). Only PNG and Fij i have some limited access to 
borrow from international private creditors, outside of crisis times. PNG and Fij i are also 
the only countries that borrow domestically to a large extent, with this constituting around 
three-quarters of total public debt in Fij i and around 40 percent in PNG. However, both still 
borrow predominantly from development partners when it comes to contracting external debt.

 

Note: FSM = Federated States of Micronesia; PRC = People’s Republic of China; PNG = Papua New Guinea.
Sources: Authors’ calculations; government budget documents; and IMF.

Figure 5.4  Pacific dev elopment partners constitute most of debt obligations (share of 
debt stock  by creditor type)
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ADB is the largest single external lender in the Pacific. Together with the World Bank, which 
operates at a considerably smaller level, the two multilateral development banks account for 
almost 60 percent of all new loans to the region in recent years (Figure 5.5). The PRC has 
become a maj or source of new loans over the past decade or so, being the second largest single 
creditor in the Pacific and the largest bilateral lender. Much further down the scale, Japan and 
Taipei,China are also important lenders while Australia has recently begun providing bilateral 

Note: PRC = People’s Republic of China.
Source: Authors based on L owy Institute Pacific Aid Map.

Figure 5.5  C umulativ e loan flow s by creditor– borrow er disbursements, 2010–2018
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loans to the Pacific, though prior to COVID-19 it had only extended a single “ bridging”  loan 
to PNG.

The large role of official creditors in the Pacific means that government borrowing terms 
tend to be quite favorable. Debt transparency is limited. However, most public debt in the 
Pacific appears to be contracted on a concessional or semi-concessional basis. Here we use 
the criteria for concessional loans employed by the IMF and multilateral development banks 
(IMF 2015). Alternative, less-stringent criteria are used by the OECD-DAC. Here, we will 
refer to loans that meet the OECD-DAC criteria, but not the more stringent IMF criteria, such 
as “ semi-concessional” , recognizing that such loans remain far less expensive than those 
available from the market.6

Most Pacific countries are eligible for grants and concessional loans from ADB and the 
World Bank. Fij i, PNG, and the Cook Islands have access to ordinary loans from the MDBs 
(although it should be noted that these still meet our definition as “ semi-concessional” ). 
The PRC’s lending terms are less transparent than other official creditors. Independent 
research efforts suggest that, at the global level, most Chinese official lending is provided on 
a non-concessional or commercial basis.7 However, in the Pacific there appears to be a differ-
ent pattern, with the vast maj ority of Chinese official lending taking the form of “ concessional 
loans”  from the EXIM Bank of China (Raj ah et al. 2019). These have tended to carry an 
interest rate of 2 percent, 5–7 years grace period, and 15–20 years’ maturity—qua lifying as 
semi-concessional loans by our standard. 

Note: GDP = gross domestic product; PNG = Papua New Guinea; U S = U nited States.
Sources: Authors’ calculations; IMF World Economic Outlook database; and IMF country debt sustainability 
analyses (various years).

Figure 5.6  Sov ereign borrow ing costs in the Pacific are low  and contribute to fav orable 
debt dynamics
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The upshot is that sovereign borrowing costs in the Pacific are low enough to generate quite 
favorable debt dynamics, even when compared with the region’s generally weak historical 
growth experience (Figure 5.6). The maj or role of official development partners in the region’s 
debt profile means that the average interest rate on existing public debt tends to be less than 
2 percent for most Pacific countries, though it is considerably higher for PNG and Fij i, which 
also borrow from private external creditors and domestic sources. With the exception of Fij i, 
average borrowing costs are well below historical rates of nominal output growth measured 
in U S dollars—i mplying interest–growth differentials have generally been quite favorable, 
or at least neutral in the case of Fij i, even after accounting for movements in the exchange 
rate. The overwhelmingly dominant role of concessional financing also means that, prior to 
the COVID-19 pandemic, the Pacific had not followed the global trend toward increasingly 
worrisome external debt servicing requirements (Figure 5.7).

Finally, it is worth scrutinizing the debt sustainability analysis produced by the IMF. This is 
taken up in more detail in the next section for our four key case study countries. However, 
there is an important general point of caution when it comes to interpreting the IMF debt risk 
ratings for many of the smaller and more aid-dependent Pacific economies, as these assess-
ments tend to overstate the risk of debt distress by design.

The key issue is that these heavily aid-dependent economies have access to the most conces-
sional financing windows from the MDBs, which in turn follow specific rules that adj ust to the 
prevailing risk of debt distress, as encapsulated by the IMF ratings. Countries that are rated as 

Sources: Authors’ calculations; World Bank. World Development Indicators.

Figure 5.7  E x ternal debt serv ice requi rements in the Pacific are much low er than 
elsew here in the dev eloping w orld heading into C O V I D-19 (ratio of ex ternal 
debt serv ice to goods and serv ices ex ports +  primary income)
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low risk receive their country allocations in concessional loans while those at high risk receive 
outright grants. Countries at moderate risk receive 50:50 in grants and concessional loans. This 
potentially creates a loop of logic, whereby the IMF could rate a country as being at low risk of 
debt distress only for that country to receive large MDB loans that pushed them to a high risk. 
To avoid this perverse result, the standard IMF approach is to assume that all financing from 
the MDBs is provided entirely on credit, rather than grant, terms.8 The problem is that doing 
so artificially inflates the proj ected size of future primary budget deficits, since it ignores 
MDB grants as a likely source of future government income and treats this as a debt-creating 
flow instead. This is less of a problem for near-term forecasts in the IMF analyses, as the IMF 
includes MDB grants that have already been committed. But it can have an important impact 
on medium-to-long-term debt proj ections.

The implications are potentially quite significant given the scale of MDB financing in the 
Pacific. For the smaller, more aid-dependent Pacific economies, MDB financing typically 
accounts for around 4 percent of GDP and the banks have been scaling up their Pacific opera-
tions in recent years (Figure 5.8). As noted earlier, seven of nine Pacific countries eligible for 
concessional MDB financing are already rated as being at high risk of debt distress and there-
fore are receiving entirely grant financing from the MDBs while the other two countries are 
at moderate risk and receiving 50:50 loans and grants. It is difficult to ascertain precisely how 
large an effect this has on the IMF’s analysis. However, our case studies of Samoa and Tonga 
in the next section suggest that the impact is significant and substantially worsens the assessed 
debt outlook for these countries. The upshot is that, while serving as a useful decision-making 
tool for the MDBs, the IMF debt sustainability risk ratings for many countries are no longer 
based on what is most likely to happen, reducing their usefulness as an early warning indicator 
and overstating the true risk of debt distress.

Note: GDP = gross domestic product; MDB = multilateral development bank; PNG = Papua New Guinea.
Sources: Authors’ calculations; L owy Institute Pacific Aid Map; and World Bank. World Development Indicators.

Figure 5.8  C oncessional M DB  funding is large for the smaller Pacific economies (total 
annual disbursements as an av erage share of GDP)
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4. A MORE DETAIL ED L OOK  AT FOU R CASE STU DIES

We now take a closer look at debt sustainability in Fij i, PNG, Samoa, and Tonga—a s the 
countries arguably facing the most uncertain debt prospects due to COVID-19. In each case, 
we consider the findings of the most recent IMF debt analyses and construct our own scenario 
proj ections for these countries to further scrutinize the outlook for longer-term public debt 
sustainability or “ solvency” .

Our scenario proj ections follow the same approach as the IMF in terms of both the overall 
framework and the specific assumptions for most key variables—onl y varying these to the 
extent necessary for the purposes of our analysis. We focus on the debt-to-GDP ratio as the key 
summary measure of the overall burden of servicing public debt. Following the standard IMF 
approach for low-income countries (which is used for most Pacific countries), we focus on the 
present value (PV) of debt—t hat is, adj usting for the degree of concessionality inherent in any 
loans—a nd compare the resultant PV debt-to-GDP ratio with the warning thresholds used by 
the IMF. These warning thresholds are in turn determined by whether the IMF assesses the 
country to have a strong, medium, or weak debt-carrying capacity. In addition to a baseline 
scenario, we define several alternative scenarios, including a prolonged recession due to the 
pandemic, the full realization of any contingent liabilities, or severe natural hazards in the 
near future. L onger-term risks from maj or disasters triggered by natural hazards in Samoa 
and Tonga are incorporated into the long-term assumptions for growth and the primary fiscal 
balance, following the same approach used by the IMF.

A perpetually rising or “ explosive”  debt ratio is a telltale sign that the traj ectory of public 
debt is unsustainable. Conversely, a declining debt ratio generally indicates the opposite. 
Following the standard IMF guidelines, if the debt ratio rises above the warning threshold 
in the baseline scenario by a substantial margin or on a sustained basis, this can be taken as 
a maj or warning sign. Marginal or temporary breaches are less concerning. Breaches only in 
the stress test scenarios indicate a moderate risk.

Perhaps the most critical variable in all of this is the future fiscal effort of government, as 
captured by the primary budget balance (i.e., excluding interest payments). The traj ectory of 
public debt depends critically on the scale of expected future government borrowing and the 
ability or willingness of governments (and societies) to rein this in where needed. Rather than 
relying on promises of future fiscal prudence or assumptions about continued fiscal profligacy, 
we consider a more obj ective approach to be whether the required primary surpluses needed 
to stabilize or bring down the debt-to-GDP ratio over the medium-to-long term is within the 
range of a country’s historical performance. If this is the case, then it seems reasonable to 
conclude that the level of public debt can be sustainable with a realistic amount of fiscal effort. 
To operationalize this in what follows, we take as our baseline for each country the latest 
IMF proj ections for 2020–2025 and the average primary balance over the last 20 years for the 
longer-term outlook.

The rest of this section focuses on each of the country case studies. The appendix summa-
rizes the basis of our key assumptions and proj ections for each country in the baseline scenario.
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4.1 Debt Sustainability in Fiji 

Fij i appears the most vulnerable in the Pacific. Prior to the pandemic, the government had 
intended to pursue a medium-term strategy of fiscal consolidation aimed at bringing down 
debt-to-GDP to more manageable levels. Now, with both its tourism-dependent economy and 
revenue collapsing, the government is expecting a budget deficit of around 20 percent of GDP 
in FY2021 (fiscal year ending on 31 July 2021).

The IMF is yet to prepare an updated debt sustainability analysis for Fij i. In an assessment 
letter dated June 2020, the IMF states that Fij i’s public debt was sustainable but vulnerable 
(Republic of Fij i 2020). L arge bullet payments to international bondholders are being refi-
nanced with new loans from the MDBs, which should reduce the contribution of external debt 
to Fij i’s balance of payments pressures. Fij i’s other external debt service payments are less 
than 1 percent of GDP in FY2021.9 However, this early IMF assessment appears to have been 
overtaken by the ongoing crisis, with the Government of Fij i since announcing a much larger 
budget deficit in 2021 than assumed by the IMF.10 Fij i’s public debt prior to the pandemic was 
already among the highest in the Pacific at around 50 percent of GDP. It is now expected to 
reach 84 percent in FY2021 (ADB 2020).

How much is too much?  Although Fij i is considered a market access country by the IMF 
for the purposes of assessing debt sustainability, it is informative to employ the techniques 
used by the IMF for assessing debt sustainability in low-income countries. This makes some 
sense given that semi-concessional loans account for three-quarters of Fij i’s external debt. The 
first step is to correct for the concessionality of Fij i’s debt profile by focusing on the present 
value of public debt, rather than its face value, relative to GDP. This can then be compared 
against the standard IMF warning thresholds used for low-income countries. Given that this 
framework is intended for countries with generally weaker institutions and more fragile econ-
omies, we use the benchmark for those with a strong debt-carrying capacity and treat this as 
a conservative warning indicator for Fij i.

The debt outlook in Fij i depends crucially on when and to what extent Fij i’s tourism indus-
try can recover and how this interacts with the primary budget balance. For our baseline we 
draw upon the latest forecasts from the IMF. The IMF expects Fij i’s economy to contract by 21 
percent in FY2021 before rebounding 11.5 percent in FY2022 and settling into a more gradual 
recovery thereafter, only returning to its FY2019 level of real output in FY2023. This would 
be consistent with a slow and partial recovery in tourism beginning in FY2022 and with the 
industry remaining well below its pre-COVID traj ectory. For the primary balance, the IMF 
proj ects that Fij i would bring down its primary deficit rapidly, from 13 percent of GDP in 
FY2021 to j ust 4 percent of GDP the following year and moving into modest surpluses over 
the following years.

U sing the latest IMF proj ections to inform our baseline scenario suggests that Fij i’s debt 
outlook is precarious but still within the range of sustainable (Figure 5.9). Fij i’s debt ratio 
spikes higher in FY2021 to reach the warning threshold but eases back down below this there-
after as economic recovery gradually takes hold and fiscal consolidation is pursued. However, 
Fij i’s debt situation is also very precarious and highly sensitive to how the crisis plays out. 
Figure 5.9 shows several alternative scenarios that highlight the key risks:

•  First, a more drawn-out economic crisis—pa rticularly via a slower recovery in inter-
national tourism—c ould have severe implications. In our “ delayed tourism recovery”  
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scenario, we assume the recovery is pushed back by a full year, with growth at zero and 
the budget deficit remaining at 20 percent of GDP in FY2022. The debt ratio j umps to 92 
percent.

•  Second, a delayed tourism recovery would also make it more likely that the government 
could be forced to realize sizable contingent liabilities, estimated to total over 20 percent of 
GDP. Most notably, in response to the crisis the government has extended large guarantees 
to state-owned airline, Fij i Airways. If contingent liabilities were fully realized, this alone 
would push debt to almost 100 percent of GDP.

•  Third, it is worth noting that the IMF is currently proj ecting quite significant fiscal consol-
idation to occur over the coming years, despite the fact that Fij i’s economy would still be 
operating well below any reasonable notion of potential during this period. The risk is that 
this proves overly optimistic. We therefore also consider a “ slower fiscal consolidation”  
scenario, with the primary budget balance remaining in deficit for longer and only slowly 
converging to a small surplus of 0.3 percent of GDP by FY2027 (in line with Fij i’s 20-year 
historical average). In that case, Fij i’s debt ratio would rise further above the warning 
threshold, remaining there for the foreseeable future.

One consolation is that Fij i’s problems are primarily about domestic rather than external debt. 
Fij i’s external public debt burden is relatively low and will likely hover at 10–15 percent of 
GDP in present value terms over the coming decade—f ar below the 55 percent warning thresh-
old for low-income countries. Having the maj ority of public debt denominated in Fij i dollars 

Note: GDP = gross domestic product.
* B ased on IMF methodology for low-income countries with strong debt-carrying capacity.
Sources: Authors; IMF; Government of Fij i budget documents.

Figure 5.9  Fij i’s public debt sustainability is ex tremely precarious and requi res strong 
fiscal effort to bring to a more sustainable position (ratio of present v alue of 
public debt-to-GDP under different scenarios)
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and held by domestic residents avoids the risks normally associated with external borrowing. 
It also gives the government somewhat more room to maneuver without necessarily triggering 
an acute debt crisis—f or example, through financial repression or de j ure default via higher 
inflation.

4.2 Debt Sustainability in PNG

The COVID-19 crisis hit PNG at an inopportune time. After years of sluggish growth, persis-
tent budget deficits and rising debt, the government had only j ust embarked on a new reform 
drive, in cooperation with the IMF and other development partners, aimed at reinvigorating the 
economy, strengthening governance, and bringing down public debt over the medium term to 
within the legally mandated range of 30–35 percent of GDP.

The IMF updated its assessment of PNG debt sustainability in June 2020. According to the 
IMF, public debt in PNG remains sustainable, although the IMF increased the risk of debt dis-
tress to “ high”  compared with a “ moderate”  rating prior to the pandemic. However, it is worth 
noting that the specific drivers behind this downgrade essentially relate to short-term liquidity 
problems, rather than maj or changes in the IMF’s assessment of longer-term solvency. In 
terms of external debt, the main concern is elevated external debt service payments in 2020, 
which have already been refinanced with concessional loans.11 In terms of domestic debt, the 
main issue relates to rollover risks associated with PNG’s reliance on short-maturity debt secu-
rities. Otherwise, the IMF’s baseline proj ections for key debt sustainability indicators are well 
below the warning thresholds.12 In sum, the IMF analysis suggests that the risks to PNG’s debt 
outlook are almost entirely about short-term liquidity whereas public sector solvency does not 
appear to be under immediate threat.

Note: GDP = gross domestic product; IMF = International Monetary Fund; PNG = Papua New Guinea.
Sources: Authors; IMF; Government of PNG budget documents.

Figure 5.10  PNG public sector solv ency has some room to maneuv er (ratio of present 
v alue of public debt to GDP under different scenarios)
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To test this j udgment, we replicate and expand on the IMF analysis to consider a few alterna-
tive scenarios of particular interest. This is presented in Figure 5.10. Our analysis confirms this 
relatively benign picture for PNG public sector solvency:

•  The biggest risk is if sizable contingent liabilities—m ostly related to disputed sovereign 
guarantees of state-owned enterprises and unfunded pension liabilities—w ere fully real-
ized. Although this results in a sharp j ump in the debt-to-GDP ratio above the warning 
threshold, the breach is short-lived and therefore not a maj or signal of potentially unsus-
tainable debt (our scenario is the same here as that used by the IMF).

•  Another point of concern is that the PNG exchange rate is widely seen as overvalued and 
could depreciate, inflating the size of external public debt. The IMF estimates that the kina 
is overvalued by 11–18 percent. We take the high end of this range for our “ kina depre-
ciation”  scenario. However, the impact is relatively contained. Although external debt is 
about 60 percent of overall public debt, most of this is on semi-concessional terms and 
therefore represents a smaller debt burden when measured in present value terms.

•  Next, we consider the impact of a prolonged recession—w hich could result for instance 
if the early 2021 surge in virus cases is not brought quickly under control or if the global 
downturn affecting PNG’s commodity exports proves more drawn out than expected. 
The “ prolonged recession”  scenario assumes that economic recovery is pushed back by 
a full year, with growth at zero in 2021 and the primary deficit remaining at 3.4 percent of 
GDP. As the figure shows, this result would not substantially alter PNG’s long-term debt 
traj ectory.

•  Finally, a maj or reason behind PNG’s relatively benign long-term debt outlook (including 
in the above scenarios) is the combination of relatively low real borrowing costs and 
the IMF assumption that PNG will stick to a prudent fiscal policy going forward. How 

Note: GDP = gross domestic product; PNG = Papua New Guinea.
Source: Authors based on IMF World Economic Outlook October 2020 database.

Figure 5.11  PNG’s v ariable fiscal performance (primary balance, %  of GDP)
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sensitive is the debt outlook to this assumption?  In our “ weak fiscal effort”  scenario, we 
assume that PNG immediately returns to the primary deficits seen during most of the past 
decade of around 2.3 percent of GDP (Figure 5.11). This shifts the traj ectory of public debt 
substantially. Even then, however, the debt-to-GDP ratio remains well below the warning 
threshold through the rest of this decade and would not breach the threshold by 2040.

What can we conclude?  PNG’s debt situation has certainly been worsened by the pandemic. 
But the most recent IMF assessment that the traj ectory of public debt is sustainable seems 
well j ustified, even when we consider the scope to absorb more negative scenarios such as 
a prolonged recession or weaker fiscal effort. Public sector solvency in PNG does not appear 
under serious immediate threat.

4.3 Debt Sustainability in Samoa and Tonga

Samoa and Tonga both entered the current crisis with their economies and public finances 
in significantly weakened condition. Samoa experienced a severe measles outbreak in late 
2019 which substantially damaged its tourism industry even before the pandemic hit. Tonga 
meanwhile had not yet fully recovered from Tropical Cyclone Gita in 2018, which had 
dealt estimated damage worth around 40 percent of GDP, as well as being hit by three more 
cyclones since. Public debt in Samoa and Tonga was already considered to be at high risk of 
debt distress by the IMF, reflecting elevated debt levels in both countries and their high expo-
sure to severe natural hazards. Both countries are also among those that have taken on large 
semi-concessional bilateral loans from the PRC in recent years, despite being at high risk of 
debt distress. Tonga in particular faces large impending debt repayments related to these loans, 
starting in FY2024.

The IMF has completed a full update of its analysis for Samoa since the pandemic, main-
taining its high-risk rating but also its overall conclusion that Samoa’s debt outlook remains 
sustainable. The IMF is yet to release an updated assessment for Tonga. But in an April 2020 
assessment letter, the IMF stated that Tonga continued to be at high risk of debt distress, with 
the PV debt-to-GDP ratio expected to eventually breach the warning threshold and fiscal and 
foreign exchange reserve buffers run down to unsafe levels.

As noted in the previous section, however, care must be taken in interpreting the IMF 
ratings for Samoa and Tonga. Both are eligible for concessional funding from the MDBs 
and, given that both are rated as being at high risk of debt distress, this will very likely be 
provided on 100 percent grant terms for the foreseeable future. Yet the standard IMF approach 
is to assume that this will be provided on full credit terms. It is difficult to ascertain precisely 
how large an impact this has on the IMF’s analysis—w ith near-term proj ections affected by 
an unclear amount of already committed MDB grant funding while longer-term proj ections 
depend on unknown assumptions about the scale of future MDB financing. But the impact is 
likely to be very substantial in terms of the medium-to-long-run debt traj ectory. First, as Figure 
5.12 shows, the MDBs are a significant source of financing for both Samoa and Tonga, gen-
erally amounting to between 2 percent and 5 percent of GDP in any given year. Second, there 
is a large gap between both countries’ historical fiscal performance and IMF proj ections of the 
future primary balance—pr obably related to the IMF assumption that future MDB financing 
will take the form of loans rather than grants.
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For Samoa, the IMF analysis assumes the primary deficit will average 5.2 percent of GDP over 
the long term, including an allowance of 1.5 percentage points of GDP for the average annual 
cost of disasters triggered by natural hazards.13 By comparison, over the past two decades 
Samoa recorded a budget deficit averaging 2.0 percent of GDP. This already includes the his-
torical impact of past disasters triggered by natural hazards. But even if an extra 1.5 percentage 
points of GDP in further disaster costs were added, this would still leave the average deficit 
at 3.5 percent of GDP. Focusing only on the last decade, the respective numbers would be 
a deficit of 3.1 percent of GDP or 4.6 percent with the added disaster costs. The gap between 
Samoa’s historical budget performance and the IMF long-term assumption is therefore 0.6–1.7 
percentage points each year, implying a large difference in assumed borrowing over the 
15-year forecast horizon it applies to. Either the IMF is far more pessimistic about Samoa’s 
fiscal performance than this historical approach would suggest, or the difference must largely 
reflect the (unrealistic) assumption of future MDB loan financing rather than grants.

U sing its historical fiscal record as a guide suggests that Samoa’s public sector solvency is 
less concerning than that suggested by the IMF analysis. Figure 5.13 shows our proj ections 
for the PV public external debt-to-GDP ratio. We focus on external debt as most public sector 
borrowing is from external sources, and Samoa is much closer to breaching the external debt 
warning threshold. In our baseline, we assume that Samoa’s primary balance converges to an 
average deficit of 3.5 percent of GDP—t hat is, the 20-year historical average less an additional 
1.5 percentage points of GDP in extra disaster costs. Our weak fiscal effort scenario uses the 
10-year average performance instead, with the long-term deficit of 4.6 percent of GDP.

Samoa’s debt ratio remains well below the warning level until at least 2030, even with an 
extended recession or weaker fiscal effort (Figure 5.13). Samoa would also remain below the 
threshold in the case of a severe disaster triggered by natural hazards. We also show the debt 

Source: Authors’ calculations based on L owy Institute Pacific Aid Map and World Bank World Development 
Indicators.

Figure 5.12  C oncessional M DB  financing is significant in Samoa and Tonga (M DB  
disbursements as % of recipient GDP)
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ratio if the IMF primary balance assumption is applied, which results in a sharply rising debt 
ratio by later in the decade which would eventually reach the warning threshold in the early 
2030s (which is the basis on which the IMF j udges Samoa to be at high risk of debt distress). 
By contrast, our baseline debt ratio would still be slightly below the warning level even in 
2040. U sing the weak fiscal effort scenario, the debt ratio would reach the threshold in 2035.

Repeating a similar exercise to the above, the picture in Tonga is also starkly better than that 
suggested by the IMF analysis and by a more substantial degree than in the case of Samoa. 
Tonga faces significant debt risks in the short term, particularly from an extended recession 
or if a severe disaster triggered by natural hazards were to hit in the near term (Figure 5.14). 
However, these would only result in short-lived breaches of the warning threshold. Overall, 
debt sustainability looks much less troubling than if we were to use the IMF’s assumption for 
the long-run primary balance.14 The difference between the IMF assumption for the average 
long-run primary balance and the 10–20-year historical performance is much larger in the case 
of Tonga, at 2.1 to 3.4 percentage points of GDP. Over the past two decades Tonga recorded 
a primary surplus averaging 2.6 percent of GDP, compared with the long-run IMF assumption 
of a deficit of 0.8 percent of GDP (before adding in average disaster costs). Potentially this 
reflects that Tonga receives more MDB financing relative to the size of its economy compared 
with Samoa. In any case, it seems that the scale of regular MDB grant financing would easily 
cover this difference. Even with relatively weak fiscal effort, Tonga would be able to stabilize 
the external debt-to-GDP ratio well below the relevant warning threshold.15

Note: GDP = gross domestic product; IMF PB = International Monetary Fund primary balance.
Sources: Authors; IMF; Government of Samoa budget documents.

Figure 5.13  Samoa’s public sector solv ency is less w orrying than it seems (ratio of 
ex ternal public debt-to-GDP under different scenarios)
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5. AIDING THE PACIFIC ECONOMIC RECOVERY

Economic recovery will hinge first and foremost on a resolution of the global health crisis, 
via the widespread availability of an effective vaccine and/ or treatments. It will also depend 
critically on the strength of the global economic recovery more broadly, particularly in key 
regional economies like Australia, the PRC and New Z ealand as critical sources of private 
external income via trade, tourism, and remittances. But even as this eventual recovery occurs, 
economic development in the Pacific is likely to have been permanently set back as a result of 
the business bankruptcies, lower private investment, and reduced investment in public infra-
structure and human capital that has resulted from the pandemic.

One useful way to gauge the scale of potential permanent economic damage is to compare 
the expected traj ectory of output (or output per capita) with that expected immediately before 
the start of the crisis. This can give us some sense of the scale of damage that is expected, at 
least at the current j uncture. For this purpose, we use the medium-term forecasts produced by 
the IMF in its World Economic Outlook databases before and after the arrival of the pandemic 
and combine this with the longer-term growth assumptions used by the IMF in its most recent 
debt sustainability analyses for each country. Doing this suggests that the IMF expects the 
economies of Fij i and Samoa to remain about 12 percent below their pre-pandemic traj ectories 
while the figures for PNG and Tonga would be 8 percent and 9 percent, respectively.

Fiscal stimulus is the standard macroeconomic policy prescription for enabling a stronger 
recovery. Notwithstanding debate about the general efficacy of fiscal stimulus in the small 
island Pacific context, the reality is that this would have to be driven to a significant extent 
by the region’s development partners if it were to happen. Most Pacific governments have 

Note: GDP = gross domestic product; IMF PB = International Monetary Fund primary balance.
Sources: Authors; IMF; Government of Tonga budget documents.

Figure 5.14  Tonga public debt —  near-term risk s but long-run sustainability (ratio of 
present v alue of ex ternal public debt-to-GDP under different scenarios)
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little-to-no access to international capital markets (even during “ normal”  times). Tapping 
domestic financial institutions is also a limited prospect, in part due to underdeveloped finan-
cial systems but also because large-scale domestic financing of the budget deficit would still 
be likely to run into binding balance of payments constraints. The upshot is that, j ust as Pacific 
governments have been unable to finance an adequate fiscal expansion in response to the 
initial stages of the crisis, so too will they be unable to adequately finance the fiscal stimulus 
needed to recover without substantial outside help.

How large would a “ recovery package”  from development partners need to be?  Fiscal multi-
pliers can be used to estimate the scale of support needed. The size of the multiplier associated 
with such a recovery package would probably be high:

•  First, multipliers tend to be much more positive during recessions or when the economy 
is otherwise operating well below the potential multiplier (IMF 2020c). Given the size of 
the pandemic shock, the multiplier effect can be expected to be much larger than normal. 
An interesting point of reference is that the IMF has suggested that the multiplier effect in 
advanced and emerging economies could be as high as 2.7 during the current crisis (Gaspar 
et al. 2020).

•  Second, the multiplier effect can be maximized by directing recovery activities toward 
productive investments with high economic returns. The multiplier effects associated with 
public investment tend to be much stronger than other forms of stimulus, since this also 
generates long-term economic benefits (Izquierdo et al. 2019). Many Pacific governments 
have infrastructure investment pipeline plans that could help to quickly identify potential 
proj ects.16 Economic returns to maintenance and climate adaptation are also particularly 
large, which is especially relevant in the Pacific context where there is great need in these 
areas (PRIF 2013; Global Commission on Adaptation 2019).

•  Third, a recovery package financed by development partners would be accompanied by 
significant technical support to assist with effective policy, planning, design, appraisal and 
implementation. This would help to alleviate issues of limited institutional capacity that 
studies show otherwise tend to reduce the effectiveness of stimulus in many developing 
countries (Miyamoto et al. 2020; Gupta et al. 2014).

•  Fourth, a multiyear recovery package could further help to alleviate capacity constraints 
while still satisfying the principle of being “ timely”  from a countercyclical perspective. 
Implementation over several years would allow for effective upfront planning while reduc-
ing the pressure on limited local implementation capacity. This is especially important in 
the near term when the virus itself is still a threat internationally and travel restrictions and 
supply chain disruptions could therefore hamper effective implementation (Guerrieri et al. 
2020). Given that economic activity is likely to be depressed for several years, a multiyear 
stimulus program should not greatly reduce the countercyclical benefits in terms of the 
expected size of the multiplier effect.

•  Finally, a recovery package with substantial support from development partners could 
have strong effects in reducing economic uncertainty and bolstering business confidence, 
thereby having a much stronger effect in catalyzing greater private sector investment and 
spending and increasing the size of the multiplier effect (IMF 2020c).

The empirical literature on the size of fiscal multipliers specifically in small states is limited. 
Heavy import dependence, elevated public debt, and low institutional capacity suggest that 
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ordinary (i.e., government financed) fiscal multipliers are small (to the extent they can be 
financed) while the presence of fixed/ managed exchange rates and heavily cash-constrained 
households and businesses suggests the opposite. One recent IMF study focused on small 
states finds that the medium-term fiscal multiplier from an increase in government consump-
tion is zero but for public investment it is 0.6–1.1, rising to as high as 1.5 during recessions 
(Alichi et al. 2019). For all the reasons listed above, it seems reasonable to expect that, in the 
current context, a well-designed recovery package financed by development partners would be 
able to realize a multiplier toward the top end of this range.

To determine the size of the required Pacific recovery package, we use a multiplier of 
1.0–1.5 to estimate what would be needed over a three-year period to return each of our four 
focus Pacific economies—F ij i, PNG, Samoa, and Tonga—t o their pre-virus economic traj ec-
tories. Given differing levels of economic damage from the pandemic, each country requires 
a different degree of stimulus, varying in the range of 2.0–4.5 percent, depending on the size 
of the multiplier (Figure 5.15, left panel). These four economies have been among the most 
significantly affected by the pandemic shock in the Pacific, thereby requiring relatively more 
recovery stimulus to fully recover. Repeating the exercise for all Pacific island economies, the 
region as a whole yields a somewhat smaller estimate of the stimulus required of about 2.1 
percent to 3.1 percent of GDP in each year or between $2.3 billion and $3.5 billion in total over 
three years in constant 2019 U S dollars. With this, real output per capita would recover to its 
pre-COVID-19 traj ectory toward the end of the decade (right panel).

Ideally the $2.3 billion–$3.5 billion recovery package the Pacific needs would be financed by 
an increase in external grants. This would not only avoid adding to debt burdens in the Pacific 
but also help to improve the traj ectory of public debt by raising the sustainable level of output 
that can be used for debt servicing. However, the odds of this occurring seem low at this point. 

Note: PNG = Papua New Guinea; p.a. = per annum.
Source: Authors based on IMF World Economic Outlook databases.

Figure 5.15  Aiding the Pacific recov ery v ia stimulus
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Consideration must therefore be given to alternative financing options. Fortunately, a silver 
lining to the huge scale of the pandemic shock is that the multiplier effects are potentially large 
enough to make even a debt-financed recovery package a viable option.

Figure 5.16 shows the impact on our baseline for Pacific debt sustainability if the required 
stimulus were funded by semi-concessional loans from development partners. We assume 
a 2 percent interest rate, five-year grace period, and 20-year maturity—s imilar to the stand-
ard terms for the PRC’s EXIM concessional loans as well as MDB non-concessional and 
Australian bilateral loans prior to the fall in global interest rates with the arrival of the virus. 
We show two debt-financed stimulus scenarios using a multiplier of 1 and 1.5. We also show 
the impact of a pure grant-financed stimulus (using a multiplier of 1.5).

Stimulus financed by semi-concessional loans is a viable option for aiding the Pacific 
recovery, even if grant financing would clearly be the most beneficial (Figure 5.16). Fij i is 
the most interesting case, with the results indicating that a recovery package financed by 
semi-concessional loans would actually improve its debt outlook, even using the lower multi-
plier of 1.0. Meanwhile in PNG, Samoa, and Tonga, debt-financed stimulus would have little 
material impact on long-run debt sustainability. In total, semi-concessional loans seem a viable 
option for reaching the scale of financing needed to aid the Pacific’s economic recovery.

Notes:
GDP = gross domestic product; PNG = Papua New Guinea.
* F or Fij i and PNG, the figure refers to total public debt. For Samoa and Tonga, it relates to external debt since this 
is the more binding constraint for these economies.
Sources: Authors; IMF; government budget documents.

Figure 5.16  I mpact of “ recov ery pack age”  on Pacific debt sustainability (present v alue 
of k ey public debt-to-GDP ratio against relev ant w arning thresholds*)
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6. CONCL U SIONS

The Pacific has been hard hit by the pandemic. Despite success in containing the domestic 
spread of the virus itself, the economic ramifications are likely to be severe due to the region’s 
reliance on narrow external income sources, particularly international tourism. Debt sustaina-
bility is a perennial concern in the Pacific, owing to the region’s extreme geography—gi ving 
rise to high financing needs but also a weak ability to sustainably service large amounts of 
public debt. Collapsing growth and pressures on government budgets due to the pandemic are 
substantially worsening the Pacific’s debt sustainability outlook. Globally, there is significant 
concern about a looming debt crisis in the developing world, and international attention is 
focused on the need for coordinating substantial debt relief.

However, our analysis suggests that the Pacific exhibits a somewhat different set of financ-
ing challenges. The crisis is still playing out on both the health and economic fronts, so any 
assessment can only be preliminary and subj ect to high uncertainty. Nonetheless, the outlook 
for Pacific debt sustainability at the time of writing looks less troubling than in many other 
parts of the developing world, in large part reflecting the region’s reliance on concessional 
external financing from development partners, rather than debt owed to international private 
creditors. Fij i’s public debt situation is the most troubling, reflecting high domestic, rather 
than external, debt before the crisis and the devastating impact of the collapse in international 
tourism. Much will depend on the recovery path in tourism and how this can be balanced 
against the need for fiscal consolidation over the longer term to reduce debt to a safer level. 
In PNG, Samoa and Tonga, however, the threat to public sector solvency looks much less 
troubling, and the biggest problems are mostly about overcoming short-term liquidity issues.

The direct financing gaps caused by drops in government revenue are being plugged via 
budgetary adj ustments and a combination of redirected and increased support from develop-
ment partners. The true financing gap facing the Pacific, however, is the inability to mount the 
kind of large-scale public sector stimulus needed in order to limit the long-term economic and 
social damage from the pandemic. Importantly, the problems here are again more about liquid-
ity than solvency. Our analysis shows that the $2.3 billion–$3.5 billion “ recovery package”  that 
we estimate is needed from development partners could be financed with semi-concessional 
loans without materially worsening the region’s debt sustainability outlook. In Fij i, such 
recovery borrowing could actually improve its debt outlook over the medium term.

Of course, a large increase in external grant financing would be far more beneficial and 
improve the debt sustainability outlook in all countries. But this would be more costly for 
development partners and the odds of this occurring seem low. Other options will therefore 
need to be considered. Providing semi-concessional loans is one potential option and could 
be pursued in a variety of ways. Debt relief could form a part of this if it were specifically 
structured to make additional upfront financing available to help with the recovery. The key 
message is that unlocking greater upfront financing will be more important to the Pacific’s 
economic recovery than simply erasing old loans or avoiding new debt.

A large development partner financed recovery package is well j ustified in the face of 
a once-in-a-century exogenous shock like COVID-19, for which concerns about moral hazard 
are largely irrelevant. L ong-term global interest rates are also incredibly low. Pacific govern-
ments for their part will need to double-down on complementary fiscal and economic reforms 
that will be critical to aiding their own recoveries and making clear that enhanced development 
partner support at a time of mutual crisis will be money well spent.
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(accessed October 2020).

4. Author’s calculations based on Organisation for Economic Co-operation and Development (OECD) aid 
data and the World Bank data on gross national income (both available at https:/ /  data .worldbank .org/  ).

5. Although these ratings are produced j ointly by the IMF and the World Bank, we will refer to them 
in this paper as IMF ratings, for brevity and as the IMF tends to lead the analysis.

6. See OECD. Official Development Assistance – Definition and Coverage. Paris. Accessed at: http:/ /  
www .oecd .org/  development/  financing -sustainable -development/  development -finance -standards/  
officialde velopmenta ssistanced efinitiona ndcoverage .htm.

7. AidData. China’s Global Development Footprint. https:/ /  www .aiddata .org/  china -official -finance 
(accessed October 2020).

8. See the subpoint under paragraph 37 in IMF (2018) which states:
“ For the World Bank (IDA) and other MDBs, regular credit terms on all lending should be assumed for all years in 
the proj ection period for which grant finance has not already been committed. These lenders link the terms of their 
assistance and allocation of grants to the DSF risk rating, and thus a clean assessment without possible grants is 
needed. Grants from these donors committed on the basis of the DSA can then be captured at the next DSA cycle.”

9. At the time of writing, the Government of Fij i was seeking a rapid financing package from the IMF 
worth 50%  of its quota (equal to a j ust over half a percentage point of its GDP), indicating remaining 
concern about Fij i’s balance of payments.

10. The IMF assessment expected debt to peak at 75%  of GDP in 2020 and decline to below 70%  by 2025.
11. There is also a single year breach of the external debt service-to-revenue ratio warning threshold 

due to a bullet payment in 2028, which is discounted by the IMF in both its current and previous 
assessment particularly on the back of revenues expected from future resource proj ects.

12. PV external debt-to-GDP ratio is expected to hover at about 22%  (threshold: 40% ); external debt 
service to stay around 3.5%  of exports (threshold: 15% ) and around 10%  of revenue (threshold: 
18% ); while the PV overall debt-to-GDP ratio is expected to peak at 44%  in 2024 (threshold is 55% ) 
and decline thereafter.

13. See IMF (2017) Debt Sustainability Analysis for Samoa for a detailed explanation of the basis for 
this adj ustment. The IMF also incorporates a 1.3 percentage point reduction in long-term growth, 
which we also include in our proj ections. Note: both our and the IMF analyses do not include these 
adj ustments in the “ severe disaster triggered by natural hazards”  scenario, since this would be 
double-counting the impact.

14. In the disaster scenario, the debt ratio declines in the long term below the other scenarios as it does 
not include the average disaster effects assumed in the baseline as per the IMF approach. Otherwise, 
it would double count the disaster effects.

15. For weak fiscal effort, we assume that the primary balance follows the average over the past decade 
at 0.8%  of GDP, rather than the 20-year average of 2.2% , with a further 1 percentage point of GDP 
subtracted for disaster costs from 2027 onward.

16. Pacific Region Infrastructure Facility. National Infrastructure Investment Plans. https:/ /  www 
.theprif .org/  national -infrastructure -investment -plans -niips (accessed October 2020).
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APPENDIX 5.1 BASIS OF K EY ASSU MPTIONS AND 
PROJECTIONS FOR EACH COU NTRY IN THE BASEL INE 
SCENARIO

Table 5A .1 Fij i

 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 Sources and 
Notes on 
Assumptions

PV Debt-to-GDP 
ratio

71.0 69.1 65.4 63.2 61.1 60.1 60.0 59.9 59.8 59.7 59.5  

Debt-to-GDP 
ratio

75.9 73.9 70.0 67.5 65.4 64.3 64.2 64.1 63.9 63.8 63.7 Initial debt 
ratio: IMF 
Article IV 
2019

Assumptions:             

Real GDP 
growth

−21 11.5 8.5 5.0 4.0 2.2 3.2 3.2 3.2 3.2 3.2 IMF WEO 
Oct 2020 
(2020–25); 
IMF Article 
IV 2019 (long 
term)

Real effective 
interest rate

3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 IMF Article 
IV 2019 
(proj ection 
average)

Primary balance −6.5 −13.7 −4.0 0.2 1.4 1.8 0.3 0.3 0.3 0.3 0.3 IMF WEO 
Oct 2020 
(2020–25) 
then 20-year 
historical 
average

Average 
concessionality 
of debt (PV/ FV)

0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 Average PV/
FV of external 
debt = 0.6 
based on semi- 
concessional 
debt; constant 
external debt 
share = 26%

Note: FV = face value; GDP = gross domestic product; IMF = International Monetary Fund; PV = present value; 
WEO = World Economic Outlook.
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Table 5A .2 Papua New  Guinea

 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 Sources and 
Notes on 
Assumptions

PV Debt-to-GDP 
ratio

43.2 42.9 42.0 41.2 40.7 40.3 38.8 36.4 34.1 31.8 29.6  

Debt-to-GDP 
ratio

44.0 44.9 44.8 45.2 45.7 45.7 44.6 42.3 40.1 37.8 35.5 Initial debt 
ratio: IMF 2020 
DSA

Assumptions:            

Real GDP growth −3.3 1.2 2.9 3.0 2.8 3.2 3.3 3.2 3.1 3.1 3.1 IMF WEO Oct 
2020 (2020–25) 
then IMF 2020 
DSA

Real effective 
interest rate

0.1 −3.1 −2.1 0.1 1.1 0.9 0.7 0.4 0.2 0.0 −0.3 IMF 2020 DSA 

Primary balance −3.7 −2.8 −2.1 −1.7 −1.2 −1.1 0.0 1.1 1.1 1.1 1.1 IMF WEO Oct 
2020 (2020–25) 
then IMF 2020 
DSA

Average 
concessionality 
of debt (PV/ FV)

0.98 0.95 0.94 0.91 0.89 0.88 0.87 0.86 0.85 0.84 0.83 IMF 2020 DSA

Note: DSA = debt sustainability analysis; FV = face value; GDP = gross domestic product; IMF = International 
Monetary Fund; PV = present value; WEO = World Economic Outlook.
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Table 5A .3  Samoa

 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 Sources and Notes 
on Assumptions

PV external 
debt-to-GDP 
ratio

32.7 37.5 39.8 41.1 40.8 40.5 41.4 42.4 43.3 44.3 45.2

External 
debt-to-GDP 
ratio

52.1 59.8 63.5 65.5 65.0 64.5 66.1 67.6 69.1 70.6 72.0

Total 
debt-to-GDP 
ratio

63.4 72.7 77.3 79.7 79.1 78.5 80.4 82.3 84.1 85.9 87.6 Initial ratio: 
IMF 2020 DSA 
(includes certain 
contingent 
liabilities)

Assumptions:             

Real GDP 
growth

−5.0 −1.5 2.7 2.2 2.2 2.2 0.9 0.9 0.9 0.9 0.9 IMF WEO Oct 
2020 (2020–2025) 
and 2020 IMF 
DSA

Real effective 
interest rate

−1.2 −0.8 −0.5 −0.8 −1.1 −1.1 −1.1 −1.1 −1.1 −1.1 −1.1 IMF 2020 DSA

Primary balance −6.5 −8.9 −6.8 −4.7 −2.0 −2.0 −3.5 −3.5 −3.5 −3.5 −3.5 IMF WEO Oct 
2020 (2020–2025); 
Other years: IMF 
WEO Oct 2019 
(20-year historical 
average) less 
1.5pp of GDP for 
disasters from 
2027 onwards

External debt 
share

0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.8 Constant 2020 
ratio: IMF 2020 
DSA

Average 
concessionality 
of external debt 
(PV/ FV)

0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6 Constant 2020 
ratio: IMF 2020 
DSA

Note: DSA = debt sustainability analysis; FV = face value; GDP = gross domestic product; IMF = International 
Monetary Fund; PV = present value; WEO = World Economic Outlook.
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Table 5A .4  Tonga

 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 Sources and Notes on 
Assumptions

PV external 
debt-to-GDP 
ratio

37.0 40.7 38.0 34.4 31.3 28.6 27.0 25.6 24.1 22.6 21.2 Initial ratio: Government 
budget statement 2021

External 
debt-to-GDP 
ratio

39.3 43.2 40.3 36.6 33.3 30.3 28.7 27.1 25.6 24.0 22.5 Initial ratio: Government 
budget statement 2021

Total 
debt-to-GDP 
ratio

46.1 50.7 47.3 42.9 39.0 35.6 33.7 31.8 30.0 28.2 26.4 Initial ratio: Government 
budget statement 2021

Assumptions:             

Real GDP 
growth

−2.5 −3.5 4.0 3.0 2.5 1.8 1.1 1.1 1.1 1.1 1.1 IMF WEO Oct 2020 
(2020–2025); IMF 
Article IV 2017 (long 
term) incl disaster 
effects

Real effective 
interest rate

0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 IMF Article IV 2017 
(proj ection average)

Primary balance −0.8 −2.8 1.5 3.1 3.0 2.9 1.6 1.6 1.6 1.6 1.6 Government budget 
(2020–2023); IMF 
WEO Oct 2020 (20-year 
historical average) less 1 
percentage point of GDP 
for disasters; authors 
(interim)

External debt 
share

0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 Constant 2020 ratio: 
Government budget 
statement 2021

Average 
concessionality 
of external debt 
(PV/ FV)

0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 Constant 2020 ratio: 
Government budget 
statement 2021

Note: DSA = debt sustainability analysis; FV = face value; GDP = gross domestic product; IMF = International 
Monetary Fund; PV = present value; WEO = World Economic Outlook.
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6. Subnational debt: developing a sustainable 
market
Lili Liu1

1. INTRODUCTION

The importance of subnational debt market is driven primarily by decentralization and the 
immense needs of financing infrastructure. The responsibility for urban infrastructure invest-
ments and operations has been increasingly decentralized to subnational governments (SNGs) 
in many countries.2 The massive scale of urbanization requires infrastructure investment (such 
as in power, water, sanitation, roads, airports, schools, and hospitals) to absorb the influx 
of rural populations (Liu and Tan 2009). “Developing Asia will need to invest $1.7 trillion 
per year in infrastructure until 2030 to maintain its growth momentum, tackle poverty, and 
respond to climate change” (ADB 2017). Allowing SNGs to access financial markets for 
financing infrastructure has thus become a policy focus in many countries.

There are public policy benefits for SNGs to access financial markets for infrastructure 
financing. As noted by Liu and Waibel (2008a), borrowing enables SNGs to capture the ben-
efits of major capital investments immediately, rather than wait to accumulate savings from 
current income. Subnational borrowing also finances infrastructure more equitably across 
multigenerational users of infrastructure services because debt maturity can match the eco-
nomic life of the assets being financed, and the beneficiaries can pay for the services.

For a long time, bank lending and central government onlending were the only forms of 
credit supplied to SNGs, but many countries in recent years have started to experiment with 
allowing SNGs to access capital markets.3 Bank loans tend to have much shorter maturities 
(except some policy loans from government development banks). In contrast, bond instru-
ments can better match the maturity of the debt service with the life span of the infrastructure 
assets being financed.

Compared with bank loans, bond instruments can enforce financial and governance 
transparency of borrowers, as credit ratings are a precondition for borrowers (bond issuers). 
A competitive bond issuance process can differentiate risk premiums for borrowers according 
to their different financial strengths, thus more effectively acting as an intermediary between 
savers (credit suppliers) and borrowers (debtors). It can also build on the existing sovereign 
and corporate bond market, to further strengthen securities market institutions, such as rating 
agencies, dealers, auditors, and trusts, as well as to diversify the investor base by attracting 
mutual funds, life insurance, pensions, and individual investors.

Macroeconomic challenges from COVID-19 may have added momentum to the expansion 
of SNG borrowing. Economic disruptions would reduce SNG revenues, as SNGs in many 
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countries rely heavily on fiscal transfers. The main sources of fiscal transfers are value-added 
tax and corporate and personal income taxes, all of which are cyclical. For resource-rich coun-
tries, a significant portion of fiscal transfers comes from volatile commodity-export revenues.

Notwithstanding the demand for, and benefits of, SNG borrowing, history is replete with 
subnational default risks. The 1990s saw widespread subnational debt crises:

To many observers, runaway provincial debt in Mendoza and Buenos Aires was a maj or factor behind 
Argentina’s sovereign debt default in 2001. Brazil experienced two subnational debt crises following 
the early one in the 1980s. The 1995 Tequila crisis in Mexico exposed the vulnerability of subnational 
debt to the peso devaluation and led many Mexican subnationals into debt crisis. In Russia, at least 57 
of 89 regional governments defaulted from 1998 to 2001 (L iu and Waibel 2008b, p. 216).

As noted by L iu and Waibel (2008b), even without explicit defaults, fiscal stress and implicit 
liabilities are a real concern. In India, many states experienced fiscal stress in the late 1990s, 
with fiscal deficits, debt, and contingent liabilities increasing rapidly. SNGs in Colombia, 
Hungary, and South Africa also experienced fiscal stress in the 1990s.

This chapter focuses on the challenges of developing subnational debt markets, which 
involve issues relating to the intergovernmental finance system that will impact the subna-
tional borrowers’ capacity and credit strength to borrow, and market institutional infrastruc-
ture that will impact the depth, liquidity, and cost of credit supply. Financial discipline for both 
borrowers and creditors is intertwined with these supply and demand challenges. Managing 
macroeconomic stability, particularly in times of crisis, also adds to the challenges, because 
a sovereign’s macroeconomic fundamentals largely determine the fiscal and debt dynamics of 
SNGs (L iu and Tan 2009).

The rest of the chapter is structured as follows. Section 2 reviews the development of 
subnational debt markets in select middle-income countries in the Asian region. Section 3 
discusses regulation of subnational debt in the context of common pool problems and key 
elements of the intergovernmental fiscal system, including the importance of incorporating 
SNG annual deficit and debt targets in the overall fiscal and net borrowing of the public sector. 
Section 4 reviews thematic issues of the intergovernmental fiscal system, debt restructuring, 
and off-budget liabilities that have an important bearing on subnational borrowing. Section 5 
discusses the importance of macroeconomic frameworks to SNG debt sustainability. Section 
6 concludes.

2. SU BNATIONAL  DEBT MARK ET DEVEL OPMENT

Developing a sustainable subnational debt market is a long-term challenge in many countries. 
Bank loans continue to be the main source of credit supply. Subnational securities markets are 
mostly small in scale and lack liquidity and secondary markets. But in India and the People’s 
Republic of China (PRC) reforms have led to significant progress in developing subnational 
bond markets.

It will be useful to start the section with a quick look at the experience of the U nited States 
(U S), as it has the longest history of developing subnational debt markets, and its gradual and 
incremental reforms offer valuable lessons to other countries.

The U S has large, liquid and competitive subnational debt markets. State and local gov-
ernments and their special purpose vehicles issue bonds in capital markets to raise funds for 
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infrastructure and other proj ects for public purposes. With approximately 50,000 subnational 
issuers, annual issuance averages $425 billion, with debt outstanding at about $3.8 trillion. 
Notwithstanding episodical cases of defaults, the overall default rates are extremely low.4

Such a large and well-functioning market was not created overnight. The U S introduced 
a series of institutional and legal reforms throughout its 200-year capital market history (for 
a review, see L iu et al. 2013a; 2017). Notable reforms include (1) state reforms of off-budget 
vehicles in the 1840s to bring transparency and link debt service with revenue base; (2) the 
development of revenue bonds and their legal foundation in the late nineteenth century; (3) the 
securities laws in the 1930s; (4) Chapter 9 of the federal Bankruptcy Code for municipalities 
in the 1930s Great Depression; (5) the creation of the Municipal Securities Rulemaking Body 
in 1975; (6) continuous reforms at the state level for local governments; and (7) the creation 
of the nationwide Electronic Municipal Market Access. According to L iu et al. (2013a), some 
of the reforms were introduced to respond to subnational debt crisis (e.g., reforms of state 
off-budget vehicles in the 1840s and the enactment of Chapter 9 during the Great Depression), 
while other reforms targeted debt instruments, market institutions, and market transpar-
ency (e.g., revenue bonds, securities laws, the Municipal Securities Rulemaking Body, and 
Electronic Municipal Market Access).

Development of the subnational debt market has been on the policy agenda of many 
developing and emerging economies since the 1990s (see L iu and Webb 2011; Canuto and 
L iu 2013). After the subnational debt crisis in the mid- to late-1990s in several countries as 
noted, the development slowed down. Since the 2008 financial crisis, there has been renewed 
interest. As noted by Canuto and L iu (2013), SNGs in various countries have already issued 
bond instruments (for example, in the PRC, India, Colombia, Mexico, Poland, the Russian 
Federation, and South Africa). Some other countries are developing policy frameworks for 
preparing SNGs’ access to financial markets (for example, Indonesia preparing legislations 
and Peru piloting capacity-building activities). As explained below, subnational credit market 
development in India, Indonesia, the PRC, and the Philippines present different reform chal-
lenges and experiences, yet they help delineate certain common principles underlying their 
reform efforts.5

2.1 India

In India, the state subnational debt market differs substantially from the municipal one, with 
the former having a long history while the latter is nascent but with a new spurt of growth.6 
Article 293 of the Constitution grants to states the legal authority to issue debt but forbids their 
borrowing overseas.7 The debt-to-gross domestic product (GDP) ratio across all states was 
about 25 percent in 2019/ 2020, stable over the last several years. In general, market borrowing 
of public enterprises owned by states is backed by state guarantees with contractual budgetary 
provisions for debt services.

Historically, the central government borrowed and onlent to states (for example, loans from 
the center accounted for 50 percent of states’ borrowing in 1997/ 1998). The Twelfth Finance 
Commission (FC) established in 2002 (Government of India 2004) recommended states be 
given more autonomy and market access, and the financial intermediary role of the central 
government be discontinued.8 L oans from the center gradually declined and were discontinued 
in 2005. Market-based borrowing by states increased over time, from 15.1 percent of total 
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borrowing in 2002 when the reform began, to 51.4 percent in 2018, 54.3 percent in 2019, and 
proj ected 57.9 percent in 2020.9 Market borrowings are managed by the Reserve Bank of India 
through an auction platform.

As reviewed by Rangaraj an and Prasad (2013), with more freedom, states also bore the 
greater responsibility of managing their debt. The new lending policy has led to greater market 
discipline and transparency to enhance credibility among the market participants. Competition 
gradually increased among states to avail the best market terms and obtain credit ratings. There 
has been evidence of some variation in the spreads among states, with some states borrowing 
at slightly lower rates, although the overall range of the spreads has been narrow.

Commercial banks (mostly public banks) hold the maj ority of state debt securities at about 
50 percent, insurance companies hold about 26 percent, and other investors hold the rest.10 
Commercial banks’ statutory reserves requirements include state securities which are collat-
eralized by “ automatic”  intercepts from the state treasury account, with no restructuring or 
defaults associated with these.11

In contrast to the large state securities market, the municipal securities market is smaller 
but shows promising momentum. It was not until 1992 that the 74th Amendment to the 
Constitution created the third-tier government. The first municipal bond was issued in 1997, 
followed by 24 more issues as of 2015, totaling ₹17.47 billion ($389 million). The market 
grew more rapidly after the 2015 regulation by the Securities and Exchange Board of India 
(SEBI), which stipulates that the municipal bonds in capital market public offering be revenue 
bonds. From June 2017 to January 2019, seven municipal bonds were issued totaling ₹41.09 
billion ($601.5 million).12 Still, only a limited number of urban local bodies (U L Bs) in India 
have investment grade ratings. The cost of borrowing would be prohibitively high for U L Bs 
with below investment grade ratings.13

2.2 Indonesia

Still at an early stage of development, the Indonesia bond market (sovereign, corporate) 
is relatively small, with total bonds outstanding at less than 20 percent of GDP. Sovereign 
bonds dominate, with corporate bonds accounting for only 3 percent of GDP.14 The domestic 
corporate bond market remains limited, with a few repeat issuers dominating the corporate 
debt offerings. As a result, Indonesia has one of the smallest corporate bond markets in Asia.15

The history of Indonesia’s decentralization is shorter (started in 2001) than that of some 
other countries.16 It takes time to establish intergovernmental systems. Although SNGs in 
Indonesia have not yet issued bonds, the government has been active in developing a regula-
tory framework for SNG borrowing and bond issuance (see next section). As an intermediary 
step, SNGs have access to the Indonesia Infrastructure Development Fund for loans to finance 
infrastructure while the fund has direct access to the market. It would also be feasible for SNGs 
with strong revenue bases and a history of sound financial management to pilot the issuance 
of bonds.

There are encouraging developments in the domestic bond market, which over time should 
bode well for the development of the subnational credit market. First, both the sovereign and 
corporate markets have continued to grow, after a short interruption during the global financial 
crisis. The share of sovereign and corporate bonds to GDP increased from 15 percent in 2015 
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to 19 percent in 2019, with the corporate bonds’ share of GDP increased from 2.3 percent in 
2016 to 3 percent in 2018.17

Second, all maj or types of institutional investors (financial institutions, insurance compa-
nies, pension funds and mutual funds) have invested in government and corporate bonds; par-
ticularly worth noting is that 17–18 percent of corporate bonds are held by pension, insurance, 
and mutual funds, which have asset–liability matches that are better suited for subnational 
bonds (World Bank 2016a).

Third, for corporate bonds, pricing is more responsive to credit risks. The higher-rated 
issuance carries a lower cost of spread; for example, for investment grade bonds, AAA-rated 
bonds have a medium coupon rate of 9.6 percent compared with BBB-rated bonds which have 
a higher medium coupon rate of 12 percent (World Bank 2016a).

In the medium to long term, the subnational debt market will need to address several chal-
lenges. First, cost of financing is high even for corporate bonds with a high rating. The medium 
coupon rates for highly rated corporate bonds (AAA and AA) range from 9.6 percent to 10.1 
percent, with 350 basis points for a larger range of coupon rates (World Bank 2016a). Second, 
a high degree of bond market volatility as suggested by wide ranges of coupon rates can be 
punitive for new market entrants such as SNGs with a new asset class. Although bank loan 
rates have a slightly lower interest rate than bonds, the short maturities imply volatility and 
a potentially higher cost of refinancing (World Bank 2016a).18 Finally, strengthening regula-
tory frameworks for subnational borrowing will go a long way to help develop the subnational 
credit market.

2.3 People’s Republic of China

The subnational debt market development in the PRC has gone through three distinct phases. 
The following review of the first two phases draws from L iu and Q iao (2013a) and L iu 
(2011).19 During the first phase, from the early 1990s to 2009, SNGs relied on a combination 
of sources to finance infrastructure: central government onlending, SNGs’ financing vehicles, 
borrowing directly from the financial markets (mostly loans but also bonds), and subnational 
land-asset-based finance. These financing instruments spurred rapid infrastructure develop-
ment, but their limitations became evident over time. With central government onlending, 
SNGs have no market interaction with creditors, and the borrowing power is disconnected 
from payment obligations. The SNGs’ off-budget financing and debt are nontransparent. 
Financing infrastructure through land lease is not sustainable in the long run, because of the 
up-front collection of leasing fees.

The second phase, from 2009 to 2014, focused on preparations for the transition to a modern 
regulatory framework. Capacity building was an important part of design because critical 
preconditions for the issuance of bonds directly by provinces did not yet exist. The SNGs had 
no market access experience, and it would take time to develop credit rating systems. The 
SNGs would also need to set up institutions such as debt management offices to integrate debt 
management into overall budget preparations. During this transition phase, provinces were 
permitted by the central government to issue bonds, with the central government acting as 
the issuing agency, so that provinces could learn the auction process of debt issuances. From 
2009 to 2011, CNY600 billion ($90 billion equivalent) of provincial bonds was authorized 
and issued. In 2011, the State Council approved piloting of direct bond issuance of CNY23 
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billion ($3.56 billion equivalent) by four cities, without the central government acting as the 
issuing agency.

The ongoing third phase started with the new Budget L aw (August 2014) and the State 
Council’s directives (September 2014) outlining a modern framework for subnational debt 
management. Provinces are permitted to borrow on budget, but their capacity to incur debt is 
subj ect to regulatory limits, approval of the People’s Congress, and assessment of the prov-
inces’ market creditworthiness.

To implement the new law, an important operation was launched to swap the existing debt 
of SNGs’ financing vehicles into SNG bonds within a three-year timetable, with the aim to 
bring off-budget debt on budget for transparency, improve SNG debt profile by converting 
shorter maturity debt into longer maturity bonds with lower cost, and facilitate the develop-
ment of the subnational securities market. The issuance of new bonds was capped to control 
aggregate indebtedness. U nder the new law, SNGs are required to disclose key financial data 
such as revenue, expenditures, and debt.

From 2015 to August 2018, the amount of debt stock swapped totaled CNY12.19 trillion 
($1 .76 trillion). The nature of the existing debt stock changed from loans or corporate bonds 
issued by subnational government financing vehicles to bonds issued by SNGs. As of October 
2019, subnational bonds accounted for 99 percent of all SNG debt. SNG bonds, issued in the 
interbank market and stock exchanges, have now become an active part of the fixed-income 
securities market in the PRC. By the end of October 2019, SNG debt outstanding was 
CNY21.38 trillion ($3 t rillion), accounting for 21 percent of GDP.20

Several notable trends have emerged. Yield spread of publicly auctioned debt has differen-
tiated among provinces, and the spread is higher for longer maturity than for shorter maturity, 
as pricing is more responsive to differentials in credit risks. Maturities of bonds have extended 
and differentiated into five categories, from three years to 30 years. Revenue bonds, an impor-
tant bond instrument for infrastructure financing when debt is serviced by the revenue gener-
ated by the proj ect being financed, have grown. The investor base is diversifying—a lthough 
commercial banks continue to be the main holders of SNG bonds, their share has declined. 
Institutional investors have increased their purchase of SNG bonds. Foreign institutional 
investors have also purchased SNG bonds. Finally, SNGs can directly coordinate with the 
market on their own to decide the timing of issuance and maturities of bonds, without needing 
guidance from the central government. The central government continues to provide guiding 
principles such as the maturity of the bond to match the proj ect cycle.

2.4 Philippines

In the Philippines, the L ocal Government Code of 1991 commenced decentralization and 
defined the structure of local government units (L GU s) in a unitary system (the discussions 
on the Philippines prior to 2013 draw from L iu et al. (2013b) unless otherwise indicated). The 
code assigned greater spending responsibilities to L GU s, entitling them to receive more fiscal 
transfers and expanding their own revenue power. Nonetheless, aggregate L GU  spending as 
a share of national government spending has remained low, averaging 18.2 percent from 2009 
to 2016, with a declining trend during the period (Diokno-Sicat and Maddawin 2018).

The L GU s, as a whole, run a budget surplus, and their borrowing is low (with debt outstand-
ing about 1 percent or less of GDP).21 The low level of indebtedness is partly explained by the 
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limited infrastructure responsibility assigned to L GU s. The national government control and 
fund maj or infrastructure proj ects and its agencies continue to play maj or roles in the delivery 
and finance of local services.

The L GU  debt portfolio reflects the Philippines’ largely bank-denominated credit system. 
Bank loans account for almost 99 percent of L GU  debt outstanding, and the share of bonds in 
L GU  debt outstanding has declined from j ust a bit over 1 percent in 2013 to about 0.26 percent 
as of June 2019.22 Bonds are purchased mostly by private banks and guaranteed by the L GU  
Guarantee Corporation (L GU GC) and the private Philippine Veterans Bank that can accept 
L GU  deposits (private financial institutions are generally not allowed to serve as depository 
banks for L GU s). The maturities of loans average about two to four years and of bonds about 
seven years.

The 1991 decentralization policy recognized the importance of private financing to help 
L GU s attain self-reliance and become effective partners in the attainment of national goals.23 

U sing its guarantees, the L GU GC spurred private financial institutions’ direct lending to 
L GU s, water districts and electric cooperatives. The fixed-income exchange has developed a 
“ yield curve”  for government securities that can be used as a benchmark for other fixed-income 
obligations including L GU  bonds. The Philippine Water Revolving Fund, established in 2008 
to mobilize private funds to the water sector, qualified several private financial institutions to 
participate.24

However, progress in private financing of L GU s has been slow.25 L oans from government 
financial institutions (GFIs) dominate the L GU s’ outstanding debt, with loans outstanding 
from private banks accounting for a declining share, from about 13 percent in 2010 to 9.81 
percent in June 2019.26 L GU s must use GFIs for depositing fiscal transfers. GFIs can intercept 
or offset deposits to secure loan repayments, thus lowering the risk premium. GFI loans directly 
compete with the loans and bond market of private financial institutions. With no L GU  bond 
issues to guarantee, the L GU GC, in which private financial institutions had invested, closed at 
the end of 2019. In the long term, the development of a competitive subnational credit market 
in the country would benefit from greater infrastructure spending responsibilities by L GU s and 
competition among financial institutions.

3. REGU L ATORY FRAMEWORK S FOR SU BNATIONAL  DEBT 
MARK ET

As argued by L iu and Webb (2011), the design of regulatory frameworks for subnational 
debt markets must overcome a unique challenge: the so-called common pool and free riders. 
The interests of an individual SNG may diverge from the common national interest. When 
a subnational government follows unsustainable fiscal policy, it may only bear part of the 
cost of its misbehavior, but would still receive all of the accrued benefit, if (most of) the other 
SNGs continue to follow good fiscal behavior. Subnational borrowers “ have an incentive not 
to repay their lenders as principals because they perceive that they will be bailed-out by the 
central government in case of default, resulting in moral hazard”  (L iu and Webb 2011, p. 14).

Thus, unconditional bailouts create a moral hazard. “ Market participants may toler-
ate unsustainable subnational fiscal policy if past history backs their perception that the 
central government implicitly guarantees the debt service of the subnational government”  
(Ianchovichina et al. 2007, p. 114). However, regulatory frameworks alone cannot ensure 
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sustainable fiscal policy. A fiscal transfer system simply fills the financing gap of SNGs, 
which would incentivize them to run a larger fiscal deficit.

This section summarizes regulatory reforms in India, Indonesia, the PRC, and the 
Philippines, and highlights important design issues.

3.1 India

The regulation of subnational debt in India, which is anchored by its federal system, has gradu-
ally moved toward a rule-based framework and market discipline. As discussed by Rangaraj an 
and Prasad (2013), under the old system, the states’ borrowing was limited by the central 
government’s annual discussions with states on their financing plans, leveraged by the central 
government’s loans to the states. Although it limited explosive debt growth and systemic 
insolvency, the system did not prevent states from fiscal deterioration in the late 1990s. Fiscal 
deficit, debt, and contingent liabilities grew rapidly because of rising expenditures on salaries, 
retirement benefits, pensions, and subsidies to state-owned enterprises; and states increasingly 
used new borrowings to finance operating deficit.

To address the fiscal decline, fiscal consolidation included the standard measures of 
expenditure and taxation reforms (Ianchovichina et al. 2007). But, importantly, as reviewed 
by Rangaraj an and Prasad (2013), a rule-based framework was developed, which included 
a fiscal responsibility law to ensure fiscal/ debt sustainability. The framework underpinned the 
move to market-based borrowing for states. However, large interest payments on high-cost 
legacy loans from the center hindered fiscal adj ustment. Cognizant of moral hazard in debt 
relief, per the recommendations of the Twelfth FC (established in 2002) and the Thirteenth FC 
(established in 2007), the center restructured or wrote off its loans, conditioned on the state’s 
reform commitment and progress (e.g., enacting a fiscal responsibility law and establishing 
milestones for attaining fiscal and debt targets).

The key provisions of fiscal responsibility laws are similar across states with respect to debt 
and deficit: borrowing not to finance operating deficits; limits on deficit, debt and guarantees; 
and fiscal transparency. Some states also included a guarantee redemption fund for servicing 
any contingent liabilities and a provision of no guarantee for private entities.

All states have adopted a municipal law, which, among others, authorizes municipal govern-
ments to issue debt and create a sinking fund for debt service. In 2019, SEBI amended its 2015 
regulation for municipal securities, similar in many ways to that for corporate securities.27 
The regulation covers the entire process of municipal bond issuance, trading, refinancing and 
reporting. It requires a municipal issuer to, inter alia, submit and disclose three-year audited 
financial statements including details of all liabilities, establish an escrow account dedicated to 
debt service, have surplus income for the prior three years, have no defaults for at least a year, 
undertake credit ratings, and disclose all information of material nature.

3.2 Indonesia

The regulatory framework for subnational borrowing in Indonesia is established by L aw 23 of 
2014, which sets forth the key provisions. The Ministry of Finance Decree 180-PMK -07–2015 
provides implementation details. The Financial Services Authority (OJK ), the Indonesian 
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financial market regulator, has provided guidelines regarding the issuance of regional govern-
ment bonds from the perspective of the financial market.28

The framework has several key elements. First, the regional council is the approval author-
ity for bond issuance. Second, the framework defines the purpose of the subnational bonds: 
to finance public investments and infrastructure. Third, it requires that annual budgets include 
provision for scheduled debt service, which is a maj or step forward, considering the legacy 
of debt arrears by many SNGs. Fourth, general allocation grants or the revenue-sharing fund 
to an SNG can be intercepted if the SNG has arrears to the central government or the PT 
SMI, with the intercept linking to factors such as subnational fiscal capacity.29 Fifth, SNGs 
need to strengthen fiscal transparency by compiling and reporting financial data (such as debt 
outstanding, budget deficit, debt service ratio). Finally, SNGs need to strengthen debt manage-
ment capacity for monitoring risks.

Since 2014, ongoing reforms have continued to refine regulatory frameworks and harmonize 
provisions from different agencies, for example, Ministry of Finance, OJK , and the Indonesia 
Stock Exchange (IDX), as anticipated by L aw 23/ 2014. One such reform relates to defining 
the sources of revenue for different types of subnational bonds. A provision in Government 
Regulation 30/ 2011 states that debt service payments for regional borrowing should be taken 
from proj ect revenues, while L aw 23/ 2014 allows a local government to create a reserve fund 
for debt service, implying that the general budget can be used to finance public investments 
that do not generate sufficient revenues. Another regulation relates to the purpose of the debt. 
Government Regulation 30/ 2011 requires bonds to be used for financing revenue-producing 
infrastructure proj ects, while L aw 23/ 2014 recognizes that a regional loan might be used to 
finance a budgetary deficit, which again seems to recognize that some public investments may 
not generate sufficient revenues to cover debt service.

In 2018, Regulation No. 56 in 2018 set forth provisions on subnational borrowing, which 
put a regulatory limit on outstanding debt in relation to an SNG’s fiscal capacity. The Omnibus 
L aw on Job Creation in 2020 amends L aw 23 of 2014, with two relevant aspects: (1) approval 
from the regional council on borrowing is no longer required, though the consideration and 
approval from the central government remain; and (2) SNGs may issue bonds and/ or sukuk to 
finance public infrastructure and investments.30

3.3 People’s Republic of China

The new budget law and the State Council’s directives in 2014 set the framework for regu-
lating the PRC’s subnational debt market.31 The new law specifies that SNGs are allowed to 
borrow by issuing bonds within the approved debt limit, and any other channels of borrowing 
are prohibited. SNGs are not permitted to provide guarantees for debts of any entities or indi-
viduals, subj ect to any limitations otherwise provided by law. The new legal framework also 
contains provisions for the issuer, the debt instruments, the issuing procedures, the purpose of 
borrowing, and the responsibilities of SNG borrowers.

SNGs can only borrow within a statutory ceiling of outstanding debt. The State Council 
submits to the National People’s Congress the annual aggregate borrowing limit for govern-
ment, including both the central government and SNGs. Within the aggregate annual limit, the 
State Council sets debt limits for each individual province. An SNG at each level must incor-
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porate debt into its annual budget and submit it for approval and supervision by the People’s 
Congress at each level.

SNG bonds are issued to finance infrastructure and social services. Two maj or types of 
bond instruments and their respective revenue sources for debt service are specified: general 
bonds are collateralized by the broad revenue base of the issuer (province), and special bonds 
(e.g., proj ect bonds, which are similar to revenue bonds) are collateralized with the revenues 
generated by the proj ect being financed.

The government has issued the Emergency Response Plan for Subnational Government Debt 
and the Guidance on the Classification and Treatment of Risks in Subnational Government 
Debt. The Ministry of Finance has established an early warning system and conducts periodic 
assessments of debt risks for SNGs at all levels—pr ovinces, municipalities or prefectures, 
and counties/ districts. The assessments cover key indicators such as debt ratio, debt servicing 
ratio, interest expense, and maturity. All provinces are required to develop risk resolution and 
emergency response plans.

3.4 Philippines

In the Philippines, the L ocal Government Code of 1991 grants L GU s the general power to 
borrow, but also with restrictions (L iu et al. 2013b).32 Together with the provisions put forward 
by financial sector regulators, the regulatory framework for L GU  borrowing is rigorous: (1) 
there are numerical limits on the ratio of debt service to L GU  revenue; (2) borrowing must 
finance long-term investments; (3) L GU s cannot incur operating deficits and must appropriate 
in their annual budget amounts sufficient to cover debt obligations; and (4) the fiscal transfers 
can be used by lenders as intercept for loan repayments.

In addition, as noted by L iu et al. (2013b), the New Central Bank Act (Republic Act 7653) 
requires that, as a condition of borrowing, the monetary board render an opinion on the impact 
of the borrowing on monetary aggregates, the price level, and the balance of payments. For 
a sovereign guarantee, there is a more rigorous test, and approval is required from the secre-
tary of finance. No subnational government has borrowed with such a guarantee, nor has any 
borrowed in foreign currency.

An agreement signed among government agencies in 2002 requires that GFIs, the central 
bank, and the L GU GC submit data on L GU  debt to the Bureau of L ocal Government Finance 
(BL GF) under the Department of Budget and Management. L GU s are also required to submit 
quarterly financial statements to BL GF. The central bank monitors GFI loans to L GU s and the 
purchases of L GU  bonds. BL GF works closely with the Municipal Development Fund Office 
in tracking L GU  borrowing and debt service capacity.

The rigorous monitoring and supervision have helped prevent systemic defaults. BL GF 
provides detailed monthly data on net debt service ceiling and borrowing capacity for each 
L GU , as well as detailed data from financial institutions on L GU  indebtedness. The aggregate 
debt service payments of L GU s are equal to only 2 percent to 3 percent of what is defined as 
revenue capacity of L GU s.33
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4. SOME K EY REFORM ISSU ES

The above country experiences provide valuable lessons for other countries that wish to grant 
or expand subnational borrowing power. Summarized below are some key thematic reform 
issues, which would also be relevant to the continuing reform efforts of countries discussed in 
this chapter. The regulation for subnational borrowing is intertwined with the intergovernmen-
tal fiscal system. Moreover, ex-ante regulation would need to be enforced through effective 
debt restructuring. Finally, contingent liabilities and risks may not be easily captured by exist-
ing accounting systems, making it difficult to regulate these liabilities. While it is beyond the 
scope of this chapter to examine these issues in depth and empirically, this section highlights 
relevant key issues for policymakers to consider in ensuring the sustainability of subnational 
borrowing.

4.1 Intergovernmental Fiscal System

Three aspects of intergovernmental fiscal systems have immediate bearing on subnational 
borrowing: (1) what are the expenditure responsibilities, particularly in the area of public 
infrastructure investments, for SNGs? ; (2) do SNGs have reliable revenue sources to service 
debt? ; and (3) is there sufficient fiscal and debt space for the subsovereign?  These questions 
are examined below.34

The question of whether SNGs have responsibility for infrastructure investment is an essen-
tial part of designing the intergovernmental fiscal system, that is, expenditure assignment. 
The golden rule— borrowing is to finance public investments not operating deficit—i s a core 
element of regulatory frameworks for subnational borrowing in all the country cases. This 
issue can become front and center at the time of macroeconomic crisis when SNGs may desire, 
and push for, borrowing power to ease liquidity as they are starved for cash while central 
government transfers are squeezed.

The second question on revenues collateralizing debt service is based on a simple fact: all 
debts must be repaid. Thus, the sources of SNG revenues and their reliability and predictability 
for debt service are important to investors (if there is no expectation of bailouts). The more 
clarity there is on the sources, the easier it is for investors to price default risks (and reward 
fiscally responsible SNGs by providing a lower cost of financing).

There are three sources of SNG revenues: own-tax revenues, fees (such as cost recovery 
fees on public services), and fiscal transfers from the central government. Own-tax revenues 
and fiscal transfers are the main sources of collateral for general obligation bonds, and cost 
recovery fee charges (e.g., for water and sanitation, electricity, airports) are the main sources 
of collateral for revenue bonds.

There are profound intergovernmental fiscal reform issues concerning each of the three 
subnational revenue sources. Regardless of whether SNGs collect their own-source revenues 
or rely on central government transfers, the reform covers a broad range of issues concerning 
personal income tax, corporate income tax, value-added tax, sales tax, property tax, equaliza-
tion transfers, or conditional grant transfers. Moreover, the design issues concerning user fees 
differ substantially across infrastructure subsectors, with some sectors achieving cost recovery 
more easily (such as energy and airport) than other sectors (such as water and sanitation).
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Adding to the complexity is the existence of a variety of revenue systems within a country. 
In a federal system such as India, each state decides the modalities of the revenue system for 
its local governments. Even in a unitary system such as the PRC, each province sets out the 
revenue-sharing system for its cities, districts, and townships, within the broad revenue frame-
work established by the central government.

SNGs in many countries rely heavily on central government transfers, but the design of 
transfers confronts the trade-off between equity and efficiency, as well as the basic question 
of the appropriate division of responsibility and financing sources. Cost recovery for public 
services in infrastructure (such as water and sanitation) is low even in many middle-income 
countries.

This does not mean that SNGs cannot have borrowing power until the reforms in each of 
these areas are completed. It does mean, however, that granting and/ or expanding SNG bor-
rowing power must be cognizant of the revenue issues, and the reform of intergovernmental 
fiscal systems is intertwined with the regulatory frameworks for SNG borrowing. For example, 
fiscal transfers will need to be reformed to become steady and predictable, not influenced by 
political negotiations between the central and subnational governments. Revenue bonds can be 
piloted for those public infrastructure proj ects with good cost recovery history.

It goes without saying that any clarity on collateral would require reforms in subnational 
financial management, so as to provide uniform benchmarking standards in collecting, report-
ing, auditing, disclosing, and monitoring fiscal data.

The third question—on the division of debt space between the central government and 
SNGs—i s an important one:

For any given resources available to repay the total public debt, the borrowing space is ultimately 
split between national and subnational entities. This split should ideally reflect the relative position 
of both levels of government in terms of taxation capacity, revenue sharing and expenditure responsi-
bility, particularly concerning infrastructure investments, as well as the institutional arrangements for 
sharing resources (L iu and Pradelli 2012, p. 7).

In the PRC, the low share of sovereign debt to GDP (below 20 percent) over the decades 
affords more debt space to SNGs, which takes up a maj or share of public investments.

Research has shown that total public debt thresholds in the range of 80–90 percent of 
GDP would draw the line between growth-enhancing effects of government debt and 
growth-hampering ones.35 The European U nion Maastricht Treaty establishes indicative 
numerical thresholds for member states, that is, public debt as 60 percent of GDP and fiscal 
deficit as 3 percent of GDP.

The issue of debt space becomes more relevant during a macroeconomic crisis when 
national governments in many countries launch countercyclical fiscal and monetary measures, 
and sovereign debt rapidly increases (such as during the 2008 global financial crisis and the 
ongoing COVID-19). A country that is thinking of granting or expanding subnational bor-
rowing power must recognize that expanding subnational borrowing should not be viewed as 
a way of bridging expenditure–revenue gaps or easing liquidity constraint. Rather, a long-term 
view is required as to the allocation of financial resources (i.e., credit supplies from the finan-
cial system to finance public borrowing) between sovereign and subsovereign. Moreover, 
SNG debt dynamics become an important part of public debt dynamics when subnational debt 
grows.
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4.2 Debt Restructuring

From the financial market perspective, creditors are keenly interested in the type of insol-
vency system or legal remedies available for dealing with defaulting subnational borrowers. 
Establishing a predictable set of insolvency rules is essential to capital market development. 
While the financial implications of default cannot be fully spelled out ex ante, insolvency 
procedures guide restructuring and negotiations. L enders are aware of the circumstances 
under which they may have to take losses. This helps achieve better pricing of credit risks and 
enhances predictability on returns to capital.

The lack of insolvency procedures is less of a concern when higher levels of government 
exercise tight control over subnational borrowing, or when only a few lenders (such as public 
banks) provide credit to SNGs. Insolvency procedures become more important as the subna-
tional bond market develops. A large number of bondholders exacerbate the collective action 
problem with protracted and costly negotiations between a debtor and numerous creditors.

Moral hazard is at the heart of debt restructuring challenges. As noted in the previous 
section, the federal restructuring of the states’ legacy debt in India aimed to avoid moral 
hazards while helping reduce the high cost of legacy debt and helping states comply with 
newly established fiscal rules. The restructuring of the rural school legacy debt in 2007 in the 
PRC also established rule-based write-offs to avoid moral hazard (L iu and Q iao 2013b).

International experience shows that developing an insolvency system is more challenging 
than developing ex-ante fiscal/ debt rules.36 Debt restructuring must not only be cognizant of 
moral hazards, but must also involve the respective role of each tier of government in address-
ing the politically challenging tasks of reducing spending and increasing revenues. Debt 
restructuring itself is already daunting, as it needs to protect creditors’ rights while protecting 
essential public services (public assets cannot be liquidated and government cannot be dis-
solved, as in private bankruptcy). When the U S enacted Chapter 9 of the Bankruptcy Code for 
municipalities, the country’s intergovernmental system was already well defined; still it took 
four years for Congress to deliberate on and enact Chapter 9. In many countries, including the 
country cases discussed in this chapter, the intergovernmental fiscal system is still evolving, 
reforms are multifaceted, and institutional capacity is still developing.

4.3 Managing Implicit/Contingent Liabilities and Fiscal Risks

Several types of liabilities may not be easily captured or quantified, thus making them more 
difficult to regulate. Yet these liabilities have a significant impact on subnational fiscal and 
debt sustainability.

Deficit financing through arrears
SNGs may delay wage and pension payments or payments to suppliers when facing economic 
or fiscal stress. In India, the accumulation of such arrears was an integral part of the state fiscal 
crisis in the late 1990s. Fiscal accounting, being on the mandated cash system, did not capture 
the depth of fiscal deterioration, owing to non-reporting of accrued liabilities. Addressing the 
arrears was a core part of state fiscal reforms in the early 2000s.37
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Liabilities from special purpose vehicles (SPVs) and public–private partnerships (PPPs)
SNGs create SPVs to undertake public investments. In the U S, SPV revenue bonds account 
for about two-thirds of $400 billion annual issuance of subnational bonds.38 In France, socié té s 
d’é conomie mixte locales (SEMs) (i.e., a PPP) deliver infrastructure such as water and sanita-
tion across a large number of small municipalities.39 SEMs’ net debt outstanding is often close 
to that issued directly by SNGs.40

In the U S, revenue bonds are outside the state debt limit, as debt service comes from proj ect 
revenues, not state budgets. But the regulation of revenue bonds is extremely rigorous, cov-
ering issuance process, independent trusts that hold bond proceeds and debt service escrows, 
credit ratings, audits, accounting, high standard of market disclosure, and legal enforcement. 
PPP risks are also disclosed in annual audited public financial statements, and are subj ect to 
scrutiny of independent credit rating agencies.

SNGs have utilized SPVs for infrastructure proj ects in many countries, and PPPs expe-
rienced a sevenfold increase in developing countries during 2006–2008 compared with 
1990–1992 (Engel et al. 2009). Both instruments have implications for subnational balance 
sheets, as SNGs may provide guarantees to SPVs or commit to PPP contractual obligations 
(such as subsidies or revenue support).

It is important to develop regulatory frameworks to define, measure, quantify, disclose, 
and monitor these liabilities and fiscal commitments, and assess their risks to budgets. 
Compounding this difficult task are the wide varieties of legal contractual relationships in 
PPPs. The essence of a legal contractual agreement for a PPP proj ect is to spell out risk-sharing 
arrangements between a government and a private operator, including the fiscal commitment 
of the government to the PPP proj ect. The legal contracts are to help mitigate a variety of risks 
in PPPs, such as revenue shortfalls, and macroeconomic, regulatory and operational risks. The 
contractual agreements differ in substance and form across PPP sectors and proj ects. The types 
of macroeconomic risks (such as currency volatility) and regulatory risks (such as tariff setting 
for cost recovery) differ across countries.

Land-asset-based financing of infrastructure
SNGs in developed and developing countries have used these instruments (e.g., land sales, 
lease auctions) to generate revenue from publicly owned land assets. L and is often the most 
important public contribution to PPPs in metro (subway) lines, airports, or other large infra-
structure proj ects (Peterson and K aganova 2010). 41

There are fiscal risks. During economic downturns and budget shortfalls, the government 
could be under pressure to use land-asset revenues to finance the operating budget, which can 
be made easier when sales are conducted off-budget. Bank loans for financing infrastructure 
are often backed by land collateral and the expected appreciation of future land value. The 
volatility of land and real estate markets can create sizable nonperforming loans.

It is critical to develop prudential rules, which could be guided by the following principles: 
(1) asset sale proceeds are ring-fenced for capital spending, not for the operating budget; 
(2) collateral/ loan ratios are linked to banking regulations; (3) land financing is linked with 
medium-term capital budgeting; and (4) data on public land inventories, valuations, sales, and 
contributions to PPPs are reflected in SNG financial statements.
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Pension and health-care liabilities
As SNGs take on more expenditure obligations, other liabilities could strain SNG debt sus-
tainability. Meeting pension and health-care obligations is a serious long-term challenge in 
advanced economies, including at the state level in federal countries.42 These obligations could 
also grow for SNGs in large middle-income countries.

Structured financial products
During times of macroeconomic stress and reduced fiscal space, some SNGs may be tempted 
to use instruments such as swaps and other derivative instruments. But these instruments often 
restructure the profile of the debt such as interest rate and maturity in a way that may lower the 
cost of financing in the short term, but could increase longer-term risks of volatility and higher 
financing cost. Public accounting standards will need to keep pace with developments in these 
new products, and in evaluating their costs and risks.

Foreign exchange risks
If SNGs are permitted to borrow in foreign currency, the cost of debt service can become 
unsustainable when local currency depreciates during a macroeconomic crisis. For example, 
foreign currency debt dominated local government borrowings during 2007–2013 in Hungary, 
reaching over 60 percent of local government debt. The Hungarian forint depreciated against 
the Swiss franc, the euro, and the U S dollar in the aftermath of the 2008 global financial crisis. 
The costs of servicing and refinancing the debt increased significantly despite the benefits of 
the debt’s low interest rate (L iu and Peteri 2015).

In India and the PRC, SNGs are not authorized to borrow in foreign currency. When local 
enterprises in the PRC borrow from abroad, the regulation stipulates that SNGs should not 
provide any guarantees or any form of credit support. When the national government borrows 
from international financial institutions (such as multilateral and regional development banks) 
and onlends the proceeds to SNGs, the foreign exchange risks are borne by the SNGs in both 
countries.

5. MACROECONOMIC FU NDAMENTAL S

The sovereign’s macroeconomic fundamentals are key to the fiscal sustainability of SNGs 
and thus to their capacity for sustainably raising funds from financial markets. As reviewed 
by L iu and Tan (2009), maj or international rating agencies, such as Fitch, Moody’s, and S& P, 
cap subsovereign credit ratings by the sovereign credit ratings; rarely do subsovereign ratings 
exceed that of the sovereign.

According to L iu and Tan (2009), a country’s macroeconomic management and country-
wide risks affect the broader economic, fiscal, and financial conditions under which an SNG 
operates and also restrict an SNG’s ability to raise funds. With its wide range of constitu-
tional powers giving it first claim over the country’s foreign reserves and other resources, 
the national government in a financial crisis is thus likely to fulfill its external or domestic 
debt obligations ahead of the SNG. The rating “ ceiling”  relationship applies less strongly to 
domestic currency debt instruments. Even in cases where the SNG possesses foreign currency 
reserves that are out of the national government’s reach, the national government nevertheless 
could impose nationwide capital or exchange controls to restrict capital outflows and thereby 
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disallow the SNG from repaying its foreign debts. In short, the sovereign is unlikely to default 
before any SNG does.

As noted by the Moody’s Investors Service (2018),

In assessing the systemic risk score, we use the country’s sovereign bond rating. Generally, an 
[ regional and local governments]  RL G is unlikely to be rated above the sovereign’s rating, which 
means that the sovereign bond rating represents an effective cap on the RL G’s rating. There may be 
certain instances, however, when an RL G’s rating can exceed the sovereign’s rating. In these cases, 
the systemic risk score may be one or two notches above the sovereign rating. Given the significant 
macroeconomic and financial linkages between the sovereign government and lower-tier govern-
ments, however, it is unusual for an RL G to be rated more than two notches above the sovereign’s 
rating.

The COVID-19 crisis has shocked global economy, trade, investment, and supply chains. Its 
impact on subsovereign finance and debt sustainability is still unfolding, and it will take time 
to make a comprehensive assessment, which is beyond the scope of this chapter. But a review 
of the impact of the 2008 global financial crisis on subnational borrowing is illustrative.

The 2008 global financial crisis had a profound impact on subnational finance across 
countries (Canuto and L iu 2010). Slower or negative national and regional economic growth 
generally reduced the SNGs’ own revenues, while their expenditure obligations remained 
more rigid, resulting in wider financing gaps.

A liquidity squeeze and lower risk appetite led to higher financing costs. Yield spread for 
subnational bond issuance steadily increased from the first quarter of 2008 to the second 
quarter of 2009, whereas maturity exhibited a generally declining trend. The higher financing 
cost of bond instruments underestimated SNG borrowing costs, as only the most creditworthy 
SNGs had access to capital markets.

Central governments launched a range of measures to help SNGs weather the crisis such as 
(1) relaxing fiscal and indebtedness targets and broadening the fiscal space for new borrow-
ing; (2) creating a credit line for SNGs that suffered a loss of fiscal transfers; (3) providing 
low-cost loans for SNGs and increasing fiscal transfers; (4) helping provide financing for 
SNG infrastructure spending and other core services; and (5) expanding SNG access to capital 
markets through subsovereign bond issuance (see Canuto and L iu 2010 for a summary of these 
measures in select countries).

The challenges facing SNGs with respect to borrowing in the aftermath of COVID-19 
are not substantively different from any other macroeconomic shocks: rigidity of spending 
particularly of a recurrent nature, declining revenues, increasing financing gaps, liquidity 
constraint, and higher financing cost. Countercyclical fiscal and monetary policies are at the 
purview of the central government. Whether and to what extent the central government can 
help alleviate the financing pressure on SNGs will depend on a specific country’s conditions 
and to a larger extent its aggregate fiscal space and the resilience of its economy. What is 
important to consider is that in response to the fallout from COVID-19, countries launched 
countercyclical fiscal and monetary measures, and sovereign debt has rapidly increased. 
A long-term view is required as to the allocation of financial resources (i.e., credit supplies 
from the financial system to finance public borrowing) between sovereign and subsovereign.

Although COVID-19 may delay the pace of regulatory reforms and subnational debt market 
development, the direction of the reform remains the same, and will need to address the set of 
issues discussed in previous sections.
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6. CONCL U SIONS

A key lesson that can be drawn from the experience of the four countries is that reform is 
gradual and path dependent. The transition from central government onlending or public bank 
lending to market-based financing takes time and requires carefully sequenced reforms. In 
India and the PRC, each phase of the reform process tried to resolve key bottlenecks before 
moving to the next phase. Despite the gradual steps taken, the synergy resulting from the many 
institutional and regulatory reforms had a greater impact. The experience of Indonesia shows 
that developing subnational credit markets is linked to the development of the sovereign and 
corporate securities markets. The experience of the Philippines demonstrates the challenges of 
introducing private competition in the subnational credit market.

Moving toward a market-based financing system is a common thread across India and the 
PRC, albeit at differing paces with different challenges. Thus, granting and expanding subna-
tional borrowing power is anchored on the desire to move toward a competitive and diversified 
market for financing subnational infrastructure investments. A competitive capital market for 
subnational infrastructure financing would help lower the cost of financing and ensure a sus-
tainable supply of credit.

Policymakers are keenly aware of the moral hazard and common pool challenges in the 
context of subnational borrowing and that borrowing should not be used to finance operating 
deficits. The issue is not j ust that borrowers lobby for central government bailouts, it is also 
a concern for creditors, as deficit financing is a j oint decision of borrowers and creditors (L iu 
and Webb 2011). Debt restructuring guided by clear and predictable rules reduces ad hoc 
negotiations and increases the pain of circumventing ex ante rules (L iu and Waibel 2008b). It 
also guides the expectations of lenders as they enforce fiscal discipline from the market side by 
pricing credit risks, thus more effectively intermediating savings and investments. Addressing 
the significant challenge of developing an insolvency system will require a sustained effort 
over the medium to long term.

Subnational borrowing is intertwined with the intergovernmental fiscal system, which 
prescribes division among tiers of government with respect to spending, revenues, and deficit 
financing. If and when the central government decentralizes some or more of the infrastructure 
responsibilities to SNGs, two issues become paramount. First, on the source of revenue for 
SNG debt service, it is important to define and quantify the dedicated revenues for debt ser-
vices, which not only strengthens budgetary discipline but also facilitates a close link between 
creditworthiness and risk premiums (L iu et al. 2013a). The second issue concerns how much 
fiscal and debt space there is for SNG borrowing (L iu and Pradelli 2012). This issue is particu-
larly pertinent in times of macroeconomic stress.

Finally, financial transparency is key to sustainable subnational debt finance, as markets 
need to digest comprehensive information to price risks appropriately. The country cases 
discussed here show great attention by policymakers to the issue of financial reporting, mon-
itoring and supervision. A long-term task is to strengthen the accounting and monitoring of 
complex liabilities. 
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NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. The term subnational refers to all tiers of government (including states/ provinces, municipalities, 
districts, and special purpose vehicles or investment companies created by SNGs) below the central 
government (L iu and Waibel 2008a).

3. In this chapter, the terms subnational debt market, subnational bond market, and subnational securi-
ties market are used interchangeably. Subnational credit market mainly comprises loans and bonds.

4. Despite some well-known cases of defaults, such as Detroit in 2013 and Puerto Rico in 2017, the 
overall default rates for SNGs are much lower than those of the corporate sector in the U S (L iu et 
al. 2013a; L iu and Tan 2009).

5. The review will focus on the period before COVID-19, as the chapter focuses on basic issues relat-
ing to the design of regulatory frameworks. The countercyclical policies dealing with the fallout 
from COVID-19 are beyond the scope of this chapter.

6. U nless otherwise indicated, the discussions on India’s state debt market and regulations draw from 
data/ analysis from the Reserve Bank of India, Rangaraj an and Prasad (2013), Ianchovichina et al. 
(2007), and Ianchovichina and L iu (2008).

7. Indian L aws Info. Article 293 in The Constitution of India. See https:/ /  www .indianlawsinfo .com/  
home/  section/  3722/  article -293 -in -the -constitution -of -india/  borrowing -by -states.

8. The FC is a constitutional body appointed every five years to review and define financial relations 
between the center and states. There have been 15 FCs since 1951.

9. Data source: Reserve Bank of India. https:/ /  www .rbi .org .in/  .
10. Reserve Bank of India. Other investors include provident funds and primary dealers.
11. Rangaraj an and Prasad (2013).
12. Data calculated by author based on raw data from internet including Vinod K othari Consultants 

P. Ltd. (2019). From 2017 to 2019, only one issue was backed by state guarantee (₹1.75 billion, 
$25 million equivalent). For SEBI regulations see SEBI (Issue and L isting of Debt Securities by 
Municipalities) Regulations, 2015 [ L ast amended on 15 February 2017] . Accessed at: https:/ /  www 
.sebi .gov .in/  legal/  regulations/  j ul -2015/  sebi -issue -and -listing -of -debt -securities -by -municipalities 
-regulations -2015 -last -amended -on -february -15–2017 - _34611  .html.

13. Of the 3,700 U L Bs in India, only 55 U L Bs received investment grade ratings in 2017 (Vinod 
K othari Consultants P. L td. 2019).

14. The total bond market (sovereign and corporate) is about 15 percent of GDP in 2016, with the sov-
ereign debt dominating while the corporate bonds accounted for only 2.3 percent of GDP (World 
Bank 2016a). While the total size of the sovereign and corporate bond market increased to about 19 
percent of GDP in 2019 (author’s calculation), the basic trend of structure has not changed much, 
with the corporate bond market remaining small, accounting for 3 percent of GDP at the end of 
2018: Asiamoney.www .asiamoney .com (accessed 25 November 2019).

15. Asiamoney: www .asiamoney .com (accessed 25 November 2019).
16. Indonesia’s decentralization process was guided by two laws which became effective in 2001: L aw 

22/ 1999 concerning Subnational Government (regulating political and administrative/ governance 
arrangements) and L aw 25/ 1999 concerning Fiscal Balance between the Central and Subnational 
Government (regulating fiscal/ intergovernmental arrangements).

17. 2015 data are based on World Bank (2016a); and 2019 data calculated by author from various 
sources: Asiamoney: www .asiamoney .com (accessed 25 November 2019).

18. Information on loan maturities is not available, but based on the author’s field work, commercial 
banks have shorter maturities due to the limitation of the liabilities on their balance sheet.

19. This section draws from L iu and Q iao (2013a), L iu (2011), and the author’s field work including 
discussions with the authorities, faculty at the China Academy of Public Finance and Policy of 
Central U niversity of Finance and Economics in Beij ing, rating agencies, and investors.

20. For 2019, the National People’s Congress approves debt outstanding below the ceiling of CNY24.08 
trillion.

https://www.rbi.org.in/
https://www.sebi.gov.in/legal/regulations/jul-2015/sebi-issue-and-listing-of-debt-securities-by-municipalities-regulations-2015-last-amended-on-february-15-2017-_34611.html
https://www.sebi.gov.in/legal/regulations/jul-2015/sebi-issue-and-listing-of-debt-securities-by-municipalities-regulations-2015-last-amended-on-february-15-2017-_34611.html
https://www.sebi.gov.in/legal/regulations/jul-2015/sebi-issue-and-listing-of-debt-securities-by-municipalities-regulations-2015-last-amended-on-february-15-2017-_34611.html
http://www.asiamoney.com
http://www.asiamoney.com
http://www.asiamoney.com
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21. The annual budget surplus of the L GU s averaged 0.59 percent of GDP from 2009 to 2016: https:/ /  
blgf .gov .ph/  lgu -fiscal -data/   (accessed December 2020). L GU  debt as a percentage of GDP has 
been about 1 percent or less of GDP (data up to 30 June 2019, calculated from Government of the 
Philippines, Department of Budget and Management, Bureau of L ocal Government Finance: https:/ /  
blgf .gov .ph/  lgu -debt -data/   (accessed December 2020).

22. Data calculated from the Government of the Philippines, Department of Budget and Management, 
Bureau of L ocal Government Finance: https:/ /  blgf .gov .ph/  lgu -debt -data/   (accessed December 
2020).

23. In Government of the Philippines. Republic Act No. 7160. An Act Prov iding For A L ocal 
Gov ernment C ode of 1991. Approved 10 October 1991. Manila.

24. For a summary of the Philippine Water Revolving Fund, which was closed in 2017, see World Bank 
(2016b).

25. The discussion on the Philippines prior to 2013 draws from L iu et al. (2013b). The development 
since 2013 draws from the author’s discussion with Gilberto L lanto, a trustee of the Philippine 
Institute for Development Studies.

26. Data calculated from the Government of the Philippines, Department of Budget and Management, 
Bureau of L ocal Government Finance.

27. SEBI: Securities and Exchange Board of India (Issue and L isting of Debt Securities by 
Municipalities) (Amendment) Regulations, 2019. Accessed at: https:/ /  www .sebi .gov .in/  legal/  
regulations/  sep -2019/  securities -and -exchange -board -of -india -issue -and -listing -of -debt -securities 
-by -municipalities -amendment -regulations -2019 _44 519 .html.

28. This section on the regulatory framework in Indonesia draws from the author’s field work and 
World Bank (2016a). Regulations prior to L aw 23/ 2014, relevant to subnational borrowing include 
Government Regulation No. 30/ 2011 on Regional Borrowings; Regulation of the Minister of 
Finance of the Republic of Indonesia Number 111/ PMK .07/ 2012 Concerning Procedures for the 
Issuance and Accountability of Regional Bond; Indonesia Stock Exchange (IDX) Regulation No. 
1.F.3 Concerning L isting of Municipal Bonds; and OJK  guidelines on documents required for 
regional bonds.

29. PT SMI – PT Sarana Multi Infrastruktur (Persero) – is a special purpose vehicle established in 2009 
under the Ministry of Finance for financing infrastructure proj ects.

30. A sukuk is a sharia-compliant bond-like instrument used in Islamic finance.
31. This section draws from the author’s field work including discussions with the authorities, faculty at 

the China Academy of Public Finance and Policy of Central U niversity of Finance and Economics 
in Beij ing, rating agencies, and investors.

32. This section draws from L iu et al. (2013b), with data update from the Government of the 
Philippines, Department of Budget and Management, Bureau of L ocal Government Finance. The 
development since 2013 draws on the author’s discussion with Gilberto L lanto, a trustee of the 
Philippine Institute for Development Studies.

33. The latest data are available for November 2020 (at the time this chapter was written in December 
2020), from Government of the Philippines, Department of Budget and Management, Bureau of 
L ocal Government Finance.

34. The intergovernmental fiscal systems, or more broadly the intergovernmental systems in which 
fiscal relations are part of the systems, impact subnational finance profoundly. The focus here is 
on a narrower set of questions that are linked to debt financing. A broader discussion is beyond the 
scope of this chapter.

35. See L iu and Pradelli (2012) for a review of research on thresholds.
36. For discussion on challenges of developing insolvency systems, see L iu and Waibel (2008a). For 

discussion on fiscal rules in the broader context of institutions, see L iu and Webb (2011). For the 
development of Chapter 9 of the U S Bankruptcy Code for municipalities, in the overall context of 
the regulatory frameworks, see De Angelis and Tian (2013), L eigland and L iu (2013), and L iu et al. 
(2013a).

37. For more details, see Ianchovichina et al. (2007).
38. Data for 2005–2008 are from the Federal Reserve Board. The 2009 data are from Thomson Reuters. 

The share has been more or less the same since the 1970s.

https://blgf.gov.ph/lgu-fiscal-data/
https://blgf.gov.ph/lgu-fiscal-data/
https://blgf.gov.ph/lgu-debt-data/
https://blgf.gov.ph/lgu-debt-data/
https://blgf.gov.ph/lgu-debt-data/
https://www.sebi.gov.in/legal/regulations/sep-2019/securities-and-exchange-board-of-india-issue-and-listing-of-debt-securities-by-municipalities-amendment-regulations-2019_44519.html
https://www.sebi.gov.in/legal/regulations/sep-2019/securities-and-exchange-board-of-india-issue-and-listing-of-debt-securities-by-municipalities-amendment-regulations-2019_44519.html
https://www.sebi.gov.in/legal/regulations/sep-2019/securities-and-exchange-board-of-india-issue-and-listing-of-debt-securities-by-municipalities-amendment-regulations-2019_44519.html
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39. More than 20,000 municipalities have fewer than 500 inhabitants, and 32,000 municipalities have 
less than 2,000 inhabitants (for more on SEMs, see L iu et al. 2013c).

40. Based on Fitch’s ratings of 13 French SNGs in 2008. Fitch Ratings: https:/ /  www .fitchratings .com/   
(accessed February 2008) and compilation of various reports.

41. L and transactions in cities such as Cairo, Cape Town, Istanbul and Mumbai, each generated revenues 
much greater than the respective city’s prior annual capital spending. For example, an auction of 13 
hectares of land in Mumbai’s new financial center in 2006 and 2007 by the Mumbai Metropolitan 
Regional Development Authority (MMRDA) generated $1.2 billion to primarily finance transport 
proj ects. The proceeds are 10 times MMRDA’s total capital spending in fiscal year 2005. SNGs in 
the PRC have used land-asset instruments in financing large-scale urban infrastructure investments. 
See Peterson and K aganova (2010).

42. For growing state pension liabilities in the U S, see the U S Government Accountability Office 
(2010), and The Pew Charitable Trusts (2019).
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7. Asia’s corporate debt: assessing its role in 
financial vulnerability
Hernán D. Seoane1

1. INTRODUCTION

This chapter studies the interaction between nonfinancial corporate debt, output dynamics, 
and the degree of financial fragility of Asian economies. Corporate debt may be a source of 
financial instability as, in principle, it weakens the balance sheets of firms and exposes them 
to several types of risk. But it is also a way to finance investment and, hence, future growth 
in firms and in the country. Thus, the dynamics of corporate debt is of primary importance in 
a modern economy’s macroeconomic health.

Corporate debt was a destabilizing factor during the Asian financial crisis, as part of the 
accumulated debt was used to finance low-productivity projects. Since then, most Asian 
economies have achieved lower and stable corporate debt-to-output ratios. On the other hand, 
since the end of the global financial crisis (GFC) that started in the United States (US) in 2008, 
and partly because of the search for yield behavior, international capital boosted sovereign 
and private debt ratios (together with stock and housing prices) worldwide, particularly in 
emerging economies. Hence, as international capital markets evolved, we ask what will be 
the impact of the current accumulation of corporate debt. To answer this question, we design 
a vector autoregression (VAR) model to study the interaction of private debt with macroeco-
nomic and financial data. We estimate the model for nine large Asian economies since the 
mid-1990s until the first quarter of 2020.

The main result is that corporate debt tends to increase the degree of financial stress. 
Moreover, nonfinancial corporate debt contributes to the increase in financial stress in most 
of the countries we consider during the 1997 crisis, but not during 2008. This result is con-
sistent with an ample body of literature that finds that balance sheets of corporations and 
intermediaries were stronger in 2008 and that the regulatory frameworks improved as a result 
of the 1997 crisis. After 2017, corporate debt-to-output ratio seems to have contributed more 
to the variability of the financial stress index, suggesting that in many countries (of which the 
People’s Republic of China (PRC) is a particularly important case), corporate debt may start 
playing a destabilizing role.

After studying the fit of the model and its implications for the importance of different 
shocks across time, we use it to evaluate the potential impact of the current crisis. We use 
the exogenous variables, that is, the stock market volatility index (VIX) and the US Treasury 
bill rate (T-bill), to simulate an environment that resembles the one after the coronavirus 
disease (COVID-19) shock. We also use the model to measure the impact of the crisis on 
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the future dynamics of debt and financial fragility. Focusing on the case of the PRC, we find 
that the crisis may lead to an increase in the corporate debt-to-output ratios, a slowdown of 
output growth, or even a recession, and a deterioration of financial stability due to the larger 
debt-to-output ratios, current account deterioration, and a loss of international reserves. 
Moreover, we can show that the larger the increase in the debt ratios, the stronger would be the 
impact on output growth and financial fragility. Our analysis suggests that even though debt 
would be an instrument to smooth the costs of the crisis to the firms, governments should pay 
attention to its evolution and avoid the possibility of nonfinancial corporations overborrowing, 
which may slow down recovery after COVID-19.

The predictions of the model allow us to speculate about the consequences of the current 
crisis in relation to corporate debt. As the crisis will increase the level of corporate debt, 
which may be a significant outcome, in the context of high uncertainty and low domestic and 
international demand is the emergence of the so-called zombie firms, that is, enterprises that 
can only operate by continuing to issue debt. The banks that lend to these firms may not have 
the right incentives to recognize the firms’ bankruptcy and may refinance their debts to avoid 
a deterioration of the banks’ own balance sheets. The emergence of such a situation will affect 
recovery from the crisis, as has been observed in Japan since the 1990s.

The package of fiscal measures implemented during the crisis could also increase the 
levels of sovereign debt, raising the risk of debt overhang at the sovereign level. When public 
debt increases to destabilizing (or unwanted) levels, governments need to consolidate fiscal 
policies—i ncrease taxes, reduce spending, or in the case of nominal debt, generate inflation to 
reduce its real value. In the context of low demand and underutilization of production factors, 
it is unlikely that inflation would erode these debts in the near future, which implies that 
households and firms should expect a reduction in spending or tax increases, measures that are 
likely to slow down recovery. Consequently, without fiscal and monetary space to boost the 
economy, sluggish recovery may lead to regional stagnation in Asia, a situation again resem-
bling the experience of the Japanese economy over the last decades.

It is important to highlight that even though this chapter focuses on nonfinancial corporate 
debt, the asset position of households and sovereigns are also key factors for macro stability 
and recovery after the COVID-19 crisis. Other chapters in this volume complement the anal-
ysis of this chapter, such as Chapter 8 on the current situation regarding households’ debt in 
Asia, Chapter 10 and Chapter 9 on the analysis of sovereign debt and more generally the role 
of fiscal policy, and Chapter 2 which focuses on Japan.

In the remainder of this chapter, we review the main drivers of the 1997 Asian financial 
crisis and the ensuing policy responses in section 2. Section 3 describes the Asian experience 
during the GFC that started in 2008. Section 4 presents the model we estimate to study the rela-
tionship between nonfinancial corporate debt and the macroeconomic performance of Asian 
economies. Section 5 uses the findings of the VAR model to forecast the plausible dynamics 
during the COVID-19 pandemic and highlights the challenges Asian economies are likely to 
experience once the crisis is over. Finally, section 6 presents a few concluding remarks.

2. THE ASIAN FINANCIAL  CRISIS

This section reviews the main features of the economic environment in Southeast Asia before 
the Asian financial crisis, followed by a discussion of the recovery from the crisis and the 
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policy lessons to be drawn. It then describes the economic environment of sample economies 
before the GFC.

2.1 Asian Economies Before the Financial Crisis

Before 1997, Southeast Asian economies had successfully attained output growth, macroeco-
nomic stability, high investment and savings rates, in addition to the development of private 
sector businesses. Their economic performance was usually classified as “ miraculous” . Page 
(1994) describes the main features of the East Asian miracle: (1) East Asian economies 
experienced rapid and sustained growth for over 30 years since the 1960s; (2) total factor 
productivity and physical and human capital grew faster than in other economies with similar 
degree of development; and (3) good economic policies in these economies led to a stable 
macroeconomic performance and incentivized export-led growth. The consensus in the pro-
fession at that time was that the 1997 crisis was unexpected. It was, however, associated with 
the evolution of private sector financial choices during the boom.

2.2 The 1997 Asian Financial Crisis

Ex post, several authors identified the risks that had been growing in Asian economies but 
were hidden during the expansive part of the cycle. Many of these risks were associated with 
the behavior of corporations and the regulatory frameworks; see for instance Carson and Clark 
(2013). Multilateral institutions such as the International Monetary Fund (IMF) found that the 
crisis was due to a combination of macroeconomic imbalances, external dynamics, and weak 
financial and corporate sectors (IMF 1998; 2000).

Corsetti et al. (1998) identified the macro- and microeconomic drivers of the crisis. During 
the expansion, governments in the region contributed to boosting growth by providing public 
guarantees to private investment proj ects, which, combined with poor regulatory frameworks 
(and being unable to control the moral hazard), ended in overinvestment that was largely 
financed by the issuance of external debt in foreign currency at short maturities. The combina-
tion of these factors increased the vulnerability of economies.

Firms’ indebtedness caused a deterioration in macroeconomic performance in two ways. 
First, it led to external fragility through the accumulation of persistent current account defi-
cits and excessive international bank borrowing in foreign currency (inappropriately hedged 
short-term debt). Second, the profitability of investment eventually started to decrease: for 
instance, Corsetti et al. (1998) found low return on invested capital in 1996 (particularly of 
important chaebols in the Republic of K orea). By the mid-1990s, East Asian economies were 
exposed to expectation reversals due to the factors described earlier: inefficient investment 
financed with short-term debt in foreign currency. In this context, the dollar appreciated 
against the Japanese yen in 1995, and considering that several Asian economies had their 
currency pegged against the dollar, this represented a maj or competitive loss for Southeast 
Asian economies.

By mid-1997, there was a strong perception that the currency pegs were unsustainable due 
to current account imbalances. Thailand’s devaluation of its currency initiated a crisis that 
spread to the Republic of K orea; Hong K ong, China; Malaysia; the Philippines; Indonesia; 
and Japan. According to Corsetti et al. (1998), corporate and financial firms were hit by the 



Asia’s corporate debt:  its role in financial v ulnerability 191

subsequent stock market crash and decline in real estate prices, increasing private default rates. 
This sequence of events increased economic uncertainty, which ultimately fueled the sudden 
stop in capital flows, pushing the collapse of currencies in the region.

The economies began to stabilize during 1998, although not all at the same pace. The 
Republic of K orea’s recovery was robust by 1999, while Indonesia in the course of social and 
political distress resumed growth by the end of that year.

2.3 Institutional Changes After the Crisis

According to IMF (2000) the strategies to restore confidence had to be based on (1) mone-
tary policy measures to avoid exchange rate overshooting as this would weaken the balance 
sheet of financial intermediaries; (2) restructuring and recapitalization of the financial sector; 
(3) improving governance, transparency and accountability; and (4) designing fiscal policy 
reform to face the costs of recapitalizing the banks. The IMF and the international community 
provided financial support to implement such reform programs, which involved substantial 
changes in the economies’ institutional and legal frameworks.

After the crisis there was a transitory tightness of monetary policy to avoid a collapse of 
exchange rates and further weakening of the balance sheets of corporations and banks. This 
was combined with fiscal austerity to cover the costs of financial reforms, which was quickly 
relaxed to compensate for the impact of the crisis on private demand.

As highlighted by IMF (2000), the financial reforms included the closure or recapitalization 
of financial institutions and improvements in regulations and monitoring activities of central 
banks. For instance, Thailand reformed bankruptcy and foreclosure laws and procedures, 
which included government intervention and rapid privatization of weak banks. The Republic 
of K orea’s structural reforms focused on providing liquidity to the financial sector, recapi-
talizing banks and closing nonviable firms; improving prudential regulation; and liberalizing 
the capital account. Indonesia reformed its banking sector and at the same time restructured 
its corporate sector. The government introduced a bankruptcy system and a process of privat-
ization. Similarly, Malaysia and the Philippines implemented policies to strengthen banks’ 
balance sheets thereby supporting currency stability. Together with these policies, the meas-
ures slowly made progress toward restructuring the corporate debt.

3. RECENT FINANCIAL  TRENDS IN ASIA: GL OBAL  
FINANCIAL  CRISIS

The first signs of the GFC in Asia emerged in the form of reduced global financing, with 
net equity inflows becoming negative and bond financing reduced to about one-quarter of 
pre-crisis levels, that is, the crisis started with a flight to quality from emerging to developed 
economies. In reality, the crisis had a negative impact on aggregate demand, reducing Asian 
exports worldwide and in trade within Asia.

However, Asia was resilient and more prepared for the GFC (see Park et al. 2013). After the 
Asian financial crisis, economies accumulated global reserves, contributing to macro stability 
and avoiding large swings of exchange rates. Yet there was some degrees of financial stress 
in private markets (in banks and stock markets, together with drops in corporate profits) and 
delayed increase in unemployment, affecting mostly small and medium-sized enterprises. 
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Notes:
PRC = People’s Republic of China.
Year-on-year output growth in percentage terms.
Source: Asian Development Bank, Asia Regional Integration Center.

Figure 7.1  O utput grow th (%)
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Note: Contribution of exports and investment to growth in percentage terms.
Source: Asian Development Bank, Asia Regional Integration Center.

Figure 7.2  C ontribution to grow th (%)
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Nevertheless, the contagion (and resolution) of the GFC was very fast. L arge Asian economies 
managed to exploit domestic demand but the small and emerging Asian economies suffered 
large drops in foreign demand. L ee and Park (2009) attributed the limited impact of the GFC 
on Asia to (a) the limited exposure of these economies to mortgage-related assets in the U S; 
(b) the good balance sheets and liquidity cushions of banks—t he predominant operators 
in financial intermediation in this region—w hich were restored after the Asian crisis; and  

Notes:
PRC = People’s Republic of China.
Current account-to-output ratio and short-term external debt to reserves in percentage terms.
Source: Asian Development Bank, Asia Regional Integration Center.

Figure 7.3  Financial fragility indicators (%)
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(c) the region’s deeper financial sectors and rising equity and bonds markets compared with 
the 1997/ 1998 crisis.

Nevertheless, the GFC was not innocuous in Asia, as highlighted by the former IMF Deputy 
Managing Director Takatoshi K ato in his 12 May 2009 speech. Figure 7.1 shows that Asian 
economies experienced large negative output growth (or slowdown) during 2008 and 2009 
and a strong rebound during 2010–2012. Since 2018, output growth seems to be slowing 
down even further, which can potentially imply a weak position to face the current crisis 
derived from the spread of COVID-19, particularly for the PRC; India; the Republic of K orea; 
Singapore; and Hong K ong, China.

The contribution of demand to output growth provides insights into the drivers of the reces-
sion and economic slowdown after 2008. The contribution of investment to growth was very 
volatile and it did not seem to be a driver of growth in the sample, except for Singapore and the 
Republic of K orea in 2012 (Figure 7.2). In his 2009 speech, K ato pointed out that the whole 
domestic demand shared this pattern. Exports seemed to contribute negatively to growth in 
these economies. As investment and exports are not strong drivers of the growth, there may not 
be good reasons to expect export-led growth in the future, which can be an issue in the case of 
debt overhang. These variables were affected during the 2008 crisis and, currently, after 2018, 
they seem to be slowing down output growth in all the economies.

The recent dynamics of the ratio of nonperforming loans and the profitability of the finan-
cial sector show mixed results with regard to the evolution of nonfinancial corporate debt 
and its impact on financial stability. Data from the Bank for International Settlements show 
a fall of nonperforming loans since the GFC. In Malaysia, the Philippines, and Thailand, 
nonperforming loans fell from around 6 percent, 4 percent, and 7 percent, respectively, to 
around 2 percent. In the PRC, India, and Indonesia, there was instead an increase in the rate 
of nonperforming loans. Rosenkranz and L ee (2019) also studied the rise in nonperforming 
loans in some Asian economies. Related to the performance of banks, even though bank asset 
returns are relatively stable in the sample, equity returns are large but decreasing. In turn, 
capital adequacy ratios are mostly increasing except in Singapore and the Philippines, where 
this variable is fairly stable. This measure gives a sense of the increases in risk exposure of 
financial intermediaries.

On top of the evolving vulnerability of the financial sector, current account surpluses have 
been falling since 2015, particularly for Indonesia, Malaysia, the Philippines, and the PRC 
(Figure 7.3). This evidence, combined with the large exposure of short-term debt as a share of 
foreign reserves, should be considered seriously to assess the degree of financial fragility. The 
average short-term debt to foreign reserves for all economies seems to be around 50 percent, 
but in some cases such as Hong K ong, China; Malaysia; and Japan, this ratio is more than 100 
percent and, in most cases, it is increasing. In this context, many economies in the region seem 
to be exposed to a sudden stop in foreign capital flows risk.

To provide a summary of financial vulnerability, the Asian Development Bank (ADB) 
calculates the financial stress index. This index measures the degree of financial stress with 
a focus on banks, foreign exchange rates, equity, and bond markets. Park and Mercado (2014) 
include details about the construction of the index. The Asian crisis in 1997/ 1998 and the 
GFC in 2008 represented a strong deterioration of this index (Figure 7.4). Currently, the index 
seems to have stabilized at a lower level. However, it is important to highlight that in most 
cases, there seems to be an increase in the degree of financial stress from 2018 onward, which 
is in line with the slowing down of the economies described above.
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After the deleveraging that followed the 1997 Asian crisis, corporate debt increased, particu-
larly after the GFC, in the PRC; Hong K ong, China; Singapore; Malaysia; the Republic of 
K orea; and Indonesia, reaching around 100 percent of gross domestic product (GDP) or more 

Notes:
PRC = People’s Republic of China.
Year-on-year output growth in percentage terms.
Source: Asian Development Bank, Asia Regional Integration Center.

Figure 7.4  Financial stress index  for Asian economies
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(Figure 7.5). The current levels are in some cases comparable to the 1997/ 1998 levels while 
larger in others, such as in Hong K ong, China.

It is instructive to compare the policy response of Asian economies with the GFC and the 
Asian financial crisis. Asia faced a sharp deterioration in demand from developed economies 
during the GFC. This shock was absent during the 1997 crisis when external demand contrib-
uted to the recovery. On the other hand, currencies depreciated against the U S dollar, and there 
was an expansive fiscal stimulus larger than that in the average G20 economy.

Comparing both crises, the key difference was the fiscal and monetary space and the 
stronger balance sheets of the private sector. While during the 1997 crisis governments had to 
implement fiscal austerity and contractionary monetary policy to avoid capital flight and an 
even further depreciation of the currency, during the 2008 crisis, the Asian economies were in 
better shape and had maj or fiscal and monetary space to implement countercyclical policies 
that accelerated the recovery. As the Asian crisis was local, the recovery came through the 
export sector, but the international goods market did not help to the same extent after 2008.

4.  EMPIRICAL  ANAL YSIS

The previous section suggests that during the 1997 crisis the private sector played a destabiliz-
ing role due to overaccumulation of short-term debt denominated in foreign currency, while in 
2008 and 2012, the crises started in developed economies with the balance sheets of the private 

Notes:
GDP = gross domestic product; PRC = People’s Republic of China.
Nonfinancial corporate debt-to-output ratio in percentage terms.
Source: Bank for International Settlements.

Figure 7.5  Nonfinancial corporate debt-to-output ratio (%)



The sustainability of Asia’s debt198

sector stronger than before. The situation was somewhat different in 2019. The economies 
that had been in good shape after the GFC, with strong recovery, seem to be experiencing 
some vulnerability in terms of domestic financial sector and foreign exposure to capital flow 
reversals. Although not all economies are alike, the corporate sector in many Asian economies 
increased their debt stocks substantially after 2010. Moreover, the COVID-19 crisis affected 
both domestic and world demand.

In this section, we estimate a separate VAR model for the PRC; Hong K ong, China; 
India; Indonesia; Japan; the Republic of K orea; Malaysia; Thailand; and Singapore over the 
1990–2019 period, to study the relationship between corporate debt, financial vulnerability, 
and macroeconomic fundamentals. We consider three main questions: (a) how do nonfinancial 
corporate debt, financial fragility, and output growth interact? ; (b) how do international factors 
affect the dynamics of corporate debt? ; and (c) how strong is the economic environment in the 
current crisis?

For each economy, we postulate a model:

y A y A y Cxt t t t t� ��� � �� �1 1 4 4
�

where t � �1, ,T.  The matrices Ai  are unknown coefficients of the reduced form VAR, and 
ε t  is a vector of reduced form shocks that is assumed to be normally distributed with mean 
zero and unknown variance–covariance matrix Σ  and non-autocorrelated. The vector of xt  
includes the exogenous variables, constant and trends, and yt  includes all endogenous varia-
bles. The models include five endogenous variables: output growth (in percent), current 
account-to-output ratio (in percent), nonfinancial corporate debt-to-output ratio (in percent), 
the annual change in external reserves to output ratio (in percent), and the financial stress 
index. We include two exogenous variables: the three months’ T-bill rate, whose evolution 
may be important, to assess the search for yield behavior in international asset markets that 
occurred after the GFC; and the VIX from the Federal Reserve Economic Data (FRED) from 
the St. L ouis Fed that measures the degree of international financial markets’ volatility as well 
as being an indicator of financial crisis. We include a linear trend and a constant. The data, at 
quarterly frequency, are seasonally adj usted before estimation if we observe evidence of a sea-
sonal component. We include four lags for the endogenous variables. Our data sources include 
the Asia Regional Integration Center database from ADB, the International Financial Statistics 
database from the IMF, the Organisation for Economic Co-operation, and FRED from the St 
L ouis Fed. Appendix 7.1 presents details on the data treatment.

The choice of variables is motivated by the experiences described in the previous sections, 
including those that have been closely interrelated in these economies over the last 30 years. 
Output growth measures the macroeconomic performance, the current account-to-output ratio 
measures the risk of external exposure, and the external reserves-to-output ratio was at the 
core of macroprudential policies implemented by Asia after 1997. Our variable of interest is 
the nonfinancial corporate debt-to-output ratio. Also, given that these economies are among 
the most open economies in the world, we include two variables that summarize the world 
macroeconomic and financial environment: the risk-free rate measured by the T-bill rate and 
the VIX.
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We use the financial stress index to proxy the degree of financial fragility. This variable is 
constructed by Park and Mercado (2014) and is available at ADB’s Asian Regional Integration 
Center. The index is constructed using information from four financial sectors: the banking 
sector, stock market, sovereign debt market and foreign exchange rate market. It is designed to 
capture episodes of financial stress in line with Balakrishnan et al. (2011), where the financial 
system fails in its role of intermediation among agents. In particular, the measure of stress for 
the different sectors is represented as follows: (1) in the banking sector by comparing informa-
tion about bank equity return volatility with the volatility of stocks, in which the banks become 
a source of financial stress when they are relatively riskier than stocks; (2) in the stock market, 
the index includes stress from equity returns and from the volatility of those returns computed 
using a GARCH(1,1); (3) in the sovereign debt market by measuring sovereign yields for 
long-term bonds; and (4) in the exchange rate markets by measuring the exchange rate depre-
ciations with respect to the U S dollar and the change in the level of foreign exchange reserves.2

4.1 Overview of the VAR Results

We base our VAR analysis on impulse response functions, which allows us to quantify the 
importance of shocks (from endogenous and exogenous variables) and analyze the way 
transmission channels work; and on historical variance decomposition, which analyzes the 
contribution of structural shocks to the evolution of financial fragility since the 1997 crisis. We 
focus on the role of corporate debt and its impact on macroeconomic variables and the degree 
of financial fragility at the country level.

Before moving to the main part of the analysis, we highlight a few additional findings that 
are robust in the sample.

Regarding the role of exogenous variables, we find that including the VIX and T-bill matters. 
Increases in the VIX and the T-bill tend to have negative effects on the macroeconomic varia-
bles, inducing negative growth, declining external reserves, and increasing the financial stress 
index. Moreover, they tend to reduce the firm’s borrowing by increasing borrowing costs and 
increasing financial stress. In the cases of Japan and the Republic of K orea, even though the 
results are similar to the other economies in terms of growth and the financial stress index, 
the T-bill and VIX increase debt-to-output ratios (which does not necessarily imply that firms 
issue more debt; they may reflect a larger output drop).

4.2 The Effect of Private Debt Shocks

Figure 7.6 shows the impulse response functions of endogenous variables to a unitary shock to 
the nonfinancial corporate debt-to-output ratio for each economy.
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As seen in the figure, in most of the cases an increase in the nonfinancial corporate 
debt-to-output ratio tends to increase the degree of financial fragility measured by the financial 
stress index. In the cases of Japan and Singapore, the increase is on impact, while in the other 
cases the initial impact is small or negative but makes the economy financially fragile on a 5- 
to 10-quarter horizon. The dynamic after an increase of corporate debt is heterogeneous. In the 
cases of the PRC, the Republic of K orea, Japan, and Malaysia, when corporate debt-to-output 
ratio increases, output growth accelerates, and the change in global reserves to output tends 
to fall (Figures 7.7 and 7.8). Intuitively, an increase in nonfinancial corporate debt-to-output 
ratio has two effects, which may operate in different directions with respect to its impact on 
financial stability. First, if the increase in debt-to-output ratio is used to finance investments, 
successful investments contribute to the repayment of the debt, so in this case, there is no 
reason to expect a deterioration of financial conditions. On the other hand, higher debt level 
causes the firms’ balance sheets to deteriorate, potentially increasing the investors’ perception 
of risk in the context of risky investments. In the medium term, according to the figures the 
second channel tends to dominate.

Notes:
PRC = People’s Republic of China.
The figures present the posterior median impulse responses together with the 68%  credible set (1 standard deviation) 

in dashed lines. Impulse response function of the financial stress index to an �cd
s � 1 that denotes the structural 

innovation to the nonfinancial corporations’ debt-to-output ratio.
Source: Author’s elaboration.

Figure 7.6  R esponse of financial stress index  to a nonfinancial corporation’s 
debt-to-output ratio
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In the remaining cases, in contrast, debt increases tend to reduce output growth and 
reserves-to-output ratio. These dynamics contribute to financial deterioration.
 
 
 
 
 
 
 
 
 
 

Notes:
PRC = People’s Republic of China.
The figures present the posterior median impulse responses together with the 68%  credible set (1 standard deviation) 

in dashed lines. Impulse response function of output growth to an �cd
s � 1 that denotes the structural innovation of 

the nonfinancial corporations’ debt-to-output ratio.
Source: Author’s elaboration.

Figure 7.7  R esponse of output grow th to a nonfinancial corporation’s debt-to-output 
ratio shock
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4.3 Private Debt and Financial Stress

We find that shocks to the level of corporate debt tend to increase financial stress, even though 
they have a less clear impact on the economy. Not all debt reduces output growth as corpo-
rations issue debt to finance investment which, if successful, is expected to have a positive 
impact on output. This section studies the extent to which the degree of financial vulnerability 
can be explained by private debt accumulation from 1995 to 2019, using a historical variance 
decomposition, a tool that allows us to assess the importance of corporate debt shocks at every 
point in time.

Figure 7.9 presents the contribution of the ratio of nonfinancial corporate debt to output 
shocks to the variability of the financial stress index. The vertical axis depicts the part of 
financial stress index variation that can be attributed to the ratio of nonfinancial corporate 
debt to output shocks, with positive bars indicating that corporate debt increases the financial 

Note:
PRC = People’s Republic of China.
The figures present the posterior median impulse responses together with the 68%  credible set (1 standard deviation) 

in dashed lines. Impulse response function of a change in reserves-to-output ratio to an �cd
s � 1 that denotes the 

structural shock of the nonfinancial corporations’ debt-to-output ratio.
Source: Author’s elaboration.

Figure 7.8  R esponse of a change in reserv es to output ratio to a nonfinancial 
corporation’s debt-to-output ratio shock
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stress index and negative bars indicating that it contributes to a reduction of the financial stress 
index. It is important to point out that there is not much information we can draw from India 
and Malaysia as the credible sets always include zero, suggesting there is a high degree of 
uncertainty around those estimates.

For those cases in which we have data before 1997, part of the increase in financial stress 
is explained by the high debt-to-output ratios of corporations. This is particularly clear for 
Indonesia, Japan, the Republic of K orea, Singapore, and Thailand. After the 1997 crisis the 
correction in the debt-to-output ratios of the firms contributed to economic stability in finan-
cial terms, explaining part of the fall in the financial stress index observed before the GFC.

The increase in the financial stress index following the 2007 crisis seems to be detached from 
the evolution of the firms’ debt-to-output ratios. In other words, the firms’ indebtedness did 
not play a maj or role in the increase in financial fragility during the GFC. After 2018, the 
financial stress of the economies increased. Even though there is mixed evidence, we can 
see that the firms’ debt seems to explain part of the deterioration in the cases of the PRC; 
Indonesia; Japan; and Hong K ong, China. That is, the private debt-to-output ratio does not 

Note: PRC = People’s Republic of China.
Source: Author’s elaboration.

Figure 7.9  V ariability of financial stress generated by nonfinancial corporate 
debt-to-output ratio shock s
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seem to have had a generalized impact on the financial stability of all economies, but it seems 
to be a problem for some of the most important economies in the region.

5. THE COVID-19 CRISIS

The current crisis differs from the 1997 and 2009 crises. The fundamentals in 1997 were 
weaker, the pre-crisis exuberance strong and the economies less flexible. In contrast, the busi-
ness and banking sectors in 2009 were more resilient, balance sheets were stronger, the regu-
latory frameworks better suited to face the financial crisis, and the level of external reserves of 
these economies put them in a much better position.

The COVID-19 crisis seems to be somewhat in between. A negative effect of the GFC was 
the search for yield that boosted the firms’ financing. The level of corporate debt is currently 
larger than during the earlier crises, making economies more vulnerable. The degree of uncer-
tainty is comparable to that brought by the 1997 crisis but the fundamentals are stronger.

To examine the role of corporate debt in the COVID-19 crisis, we compare the results 
of conditional versus unconditional forecasts. First, we simulate an evolution of exogenous 
variables of a similar order to the data in 2020, assuming the current situation lasts until the 
first quarter (Q 1) of 2021, that is, an initial increase in VIX (assuming that it is 40 in Q 4 2019, 
80 in Q 1 2020, and 30 from Q 2 2020 onward) and a drop in T-bill rates from 1.5 percent in 
Q 4 2019 to 0.1 percent from Q 1 2020 onward. We compare two scenarios: one in which we 
do not impose assumptions to the traj ectory of private debt-to-output ratio, and one in which 
we assume a strong increase in private debt-to-output ratio to 200 percent, 210 percent and 
220 percent from Q 4 2019 to Q 2 2020. Due to space limitations and given the size and the 
importance for the region, we focus on the case of the PRC.
Figure 7.10 presents the unconditional forecast. The crisis, modeled as an increase in VIX and 
a drop in T-bill, is expected to generate an increase in the debt-to-output ratio of nonfinancial 
corporations and an increase in financial fragility, a drop in reserves, and slowdown in output 
growth. Figure 7.11 plots the scenario for an economy in which debt increases faster to 200 
percent of output.
Overaccumulation of debt has increased financial fragility and in a more persistent way to the 
unconditional forecast, driven the economy into a recession during 2020, and induced substan-
tial deterioration of the current account, causing global reserve assets to decline.

5.1 Policy Analysis

We also examine the role of macroprudential policies in this context. Our base model does not 
include policy variables due to data availability limitations (policy variables are available from 
Q 1 2000 to Q 4 2016). We construct an alternative VAR for a subset of the variables including 
the regulatory loan-to-value ratio and a macroprudential database. Due to space limitations, we 
focus once more on the case of the PRC.

The model includes a variable that measures the tightening (or loosening) of macropru-
dential policies using dummy-type indexes, regulatory level of the loan-to-value ratio, output 
growth (in percent), nonfinancial corporate debt to output (in percent), and the financial stress 
index, in that order. We include the T-bill, VIX and the linear trend for exogenous variables as 
in the baseline model and identify the model using a Cholesky decomposition.



Asia’s corporate debt:  its role in financial v ulnerability 205

The database for the macroprudential policies is constructed in Alam et al. (2019) and provides 
two variables for measuring macroprudential policies: (1) the average regulatory limit on the 
loan-to-value ratio; and (2) the dummy index that takes a value of (+ 1) if a particular macro-
prudential instrument was tightened, (0) if it remained unchanged, and (−1) if it was loosened. 
They considered 17 instruments, and our variable that measures the change in macroprudential 
policies is the sum of these 17 dummy indexes.3

Figure 7.12 presents the median, upper and lower bounds of the estimates of the historical 
variance decomposition for the nonfinancial corporate debt-to-output ratio and the financial 
stress index using a variant of the model that includes policy variables. These include the 
change in macroprudential stance (MAPP), regulatory average loan-to-value ratio, output 
growth, nonfinancial corporate debt-to-output ratio (NFCD/ Y), and financial stress index 
(FSI). Part of the below-trend behavior of both corporate debt and FSI between 2012 and 
2015 is explained by both changes in the loan-to-value ratio and the macroprudential dummy 
indexes.

These findings suggest that macroprudential policies in the PRC seem to be effective for 
controlling private indebtedness and financial stress in the post-GFC period.

6. DISCU SSION AND POL ICY REMARK S

This chapter has studied the interaction between nonfinancial corporate debt, output growth 
and financial fragility in Asia over the last 30 years. We find that corporate private debt played 
a role in explaining financial stress during the 1997 crisis, but not during the 2007 GFC.  

Source: Author’s elaboration.

Figure 7.10  U nconditional forecast
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L ately, presumably as a consequence of large liquidity provision and a search for yield behav-
ior in international markets, the private debt levels-to-output ratio has been increasing in Asian 
economies, positively contributing to an increase in financial stress.

The results of the forecasting exercise for the PRC suggest that the current crisis will lead 
to an accumulation of private debt, which in turn can have a dramatic impact on the economy. 
A maj or concern in this case is the possible emergence of zombie firms and the limits this 
situation will impose on fiscal responses and the behavior of international capital. In sum, the 
challenges of the COVID-19 crisis can be related to the following three issues: the emergence 
of zombie firms, the impact of countercyclical fiscal policies, and the reversal of capital flows.

6.1 Zombie Firms

Persistent and unforecastable lockdowns may lower aggregate demand. While expecting 
a temporary crisis to loom, firms are likely to issue debt to finance operations while restric-
tions are in place. L enders are likely to make credit lines available to these firms, while also 
expecting a temporary crisis. Hence, the COVID-19 crisis may increase firms’ debt and the 
risk of zombie firms, that is, those that cannot service their debt using their own profits for 
several periods.

Highly indebted firms face many problems. Banerj ee and Hofmann (2018) find, using 
firm-level data from 14 developed economies, that these firms cause economic performance 
to deteriorate. Additionally, they tend to decrease their investment more than other firms 

Source: Author’s elaboration.

Figure 7.11  C onditional forecast to large priv ate debt-to-output ratio increase
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after a crisis (K alemli-Ozcan et al. 2018). Ahearne and Shinada (2005) showed that zombie 
firms in Japan have contributed to weak economic performance and low dynamism over the 
last decades. Industries with a higher concentration of zombie firms tend to experience lower 
productivity growth than the other industries, and reallocation of market shares in industries 
with zombie firms tend to operate in the wrong direction, that is, these firms hinder productive 
firms from increasing their market share.

Andrews and Petroulakis (2019) found that zombie firms in Europe tend to borrow from 
unhealthy banks, crowd out credit to productive firms, and have a negative effect on produc-
tivity and capital allocation. In turn, banks keep lending to these firms in order to avoid recog-
nizing nonperforming loans and facing losses on their balance sheets. This relates to regulation 
of the banking industry and particularly, as studied by Andrews and Petroulakis (2019), to the 
role of insolvency frameworks. In this regard, the authors find that it seems important to design 
frameworks that do not prevent corporate restructuring during insolvency regimes. This last 

Note: Variables: Change in macroprudential stance (MAPP); regulatory average loan-to-value ratio (L TV); output 
growth (YGSA); nonfinancial corporate debt-to-output ratio (NFCD/ Y); and financial stress index (FSI).
Source: Author’s elaboration.

Figure 7.12  H istorical decomposition of NFC D/ Y  and FSI
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point was studied by Adalet McGowan and Andrews (2018), who found differences across 
European countries in corporate restructuring policies.

6.2 Fiscal Impact of Countercyclical Policies

The COVID-19 crisis is likely to be a transitory negative shock. Therefore, we should expect 
the government to implement countercyclical fiscal policies, as has indeed been the case in 
emerging and developed economies. Economies with more fiscal space, that is, low deficits 
and low debt, can run countercyclical policies to smooth the impact of the crisis on macroeco-
nomic aggregates for longer periods.

A consequence of the crisis in these economies should translate into higher sovereign debts, 
potentially leading to a debt overhang situation that will necessitate fiscal consolidation in the 
future, which may slow down the recovery. Moreover, the risk of poorly forecasting the end 
of the crisis may lead economies to incur too much debt or respond inadequately to the crisis.

The firms’ performance is likely to be affected by this situation because fiscal consolidation 
will potentially affect tax systems for firms and households and consequently affect domestic 
aggregate demand. Given that this situation is also relevant worldwide and in the region, the 
fiscal consolidation will potentially drag down the recovery even for economies that rely on 
external demand.

6.3 Flight to Quality, Search for Yields, and the Regulatory Framework

International capital flows are likely to flee from emerging Asian economies at the beginning 
of the crisis and return later if the interest rates of developed economies still remain low. This, 
in turn, introduces extra volatility and puts pressure on exchange rates, prices, and aggregate 
demand. Even though this may be an important driver of uncertainty, the large accumulation 
of external reserves is likely to make this problem less relevant for Asian economies compared 
with other emerging economies in L atin America. The design of financial market regulation 
should take into account the role of banks and nonbank financial intermediaries (shadow 
banks) as their share of private sector loans has been growing in recent years according to 
Bank for International Settlements data.4

6.4 Policy Remarks

We have seen that the risks brought by the current crisis are associated with the accumulation 
of large private (and sovereign) debt. This may lead some firms to default. Regarding nonper-
forming loans during the crisis, Rosenkranz and L ee (2019) suggest early resolution of these 
loans. In the context of the COVID-19 crisis, the early resolution of nonperforming loans will 
help contain the emergence of zombie firms.

We have shown that macroprudential policies can have substantial effects on the economy—
lowering corporate debt and exposure to risks and controlling the degree of financial stress. 
These policies can help shield the economy against sudden capital inflows/ outflows. In line 
with our findings, K im (2019) studied the impact of macroprudential policies in Asia and 
found that tightening them had negative effects on output growth, comparable to a restrictive 
monetary policy. Where monetary policy space is limited, relaxing macroprudential policies 
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may help to smooth out the cycle in terms of output growth, albeit at the risk of financial fra-
gility. This trade-off has to be taken into account to avoid exposing corporations and the entire 
financial system to excessive risk.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. Park and Mercado (2014) and the companion webpage at the Asian Development Bank, Asia 
Regional Integration Center. Asia Financial Stress Index: https:/ /  aric .adb .org/  database/  fsi provide 
details about the construction of the index.

3. The instruments considered in the database are: (1) bank requirements for countercyclical capital 
buffers; (2) bank requirements for capital conservation buffer; (3) capital requirements for banks; 
(4) bank leverage limits; (5) provisions for loan losses; (6) limits for the growth/ volume of credit; 
(7) restrictions on loans; (8) limits on foreign currency lending; (9) limits on loan-to-value ratios; 
(10) limits on loans-to-income or loan repayment-to-income ratios; (11) taxes on some financial 
transactions with a macroprudential obj ective; (12) liquidity measures; (13) loan-to-deposit ratios; 
(14) limits on FX positions/ exposures; (15) reserve requirements; (16) measures to mitigate risks 
of systemically important financial institutions (SIFI); and (17) other macroprudential policies not 
considered before.

4. I thank Maria Teresa Punzi for pointing out this feature of data pertaining to developing Asia and 
the Pacific.

5. See European Central Bank. The BEAR Toolbox: https:/ /  www .ecb .europa .eu/  pub/  research/  working 
-papers/  html/  bear -toolbox .en .html.
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APPENDIX 7.1 DATA SOU RCES

People’s R epublic of C hina:  Second quarter (Q 2) 1995–Q 3 2019 variables included in 
the vector autoregression (VAR): output growth, current account-to-output ratio, reserve 
change-to-output ratio, nonfinancial corporate debt-to-output ratio, and the financial stress 
index (FSI).

H ong K ong, C hina:  Q 1 1998–Q 4 2019 variables included in the VAR: output growth, current 
account-to-output ratio, reserve change-to-output ratio, nonfinancial corporate debt-to-output 
ratio, and the FSI.

I ndia:  Q 1 1997–Q 4 2018 variables included in the VAR: output growth, current 
account-to-output ratio, nonfinancial corporate debt-to-output ratio, and the FSI.

I ndonesia:  Q 2 1995–Q 3 2019 variables included in the VAR: output growth, current 
account-to-output ratio, reserve change-to-output ratio, nonfinancial corporate debt-to-output 
ratio, and the FSI.

Japan:  Q 1 1996–Q 4 2019 variables included in the VAR: output growth, current 
account-to-output ratio, reserve change-to-output ratio, nonfinancial corporate debt-to-output 
ratio, and the FSI.

R epublic of K orea:  Q 2 1995–Q 4 2019 variables included in the VAR: output growth, current 
account-to-output ratio, reserve change-to-output ratio, nonfinancial corporate debt-to-output 
ratio, and the FSI.

M alaysia:  Q 1 1999–Q 4 2018 variables included in the VAR: output growth, current 
account-to-output ratio, reserve change-to-output ratio, nonfinancial corporate debt-to-output 
ratio, and the FSI.

Singapore:  Q 2 1995–Q 4 2019 variables included in the VAR: output growth, current 
account-to-output ratio, reserve change-to-output ratio, nonfinancial corporate debt-to-output 
ratio, and the FSI.

Thailand:  Q 1 1995–Q 4 2019 variables included in the VAR: output growth, current 
account-to-output ratio, reserve change-to-output ratio, nonfinancial corporate debt-to-output 
ratio, and the FSI.

Data Treatment

Overall, we have been fairly conservative in the treatment of the data with the exception of two 
variables: the FSI and the nonfinancial corporate debt-to-output ratios. For these variables, we 
had to impose some assumptions to be able to extend the sample for some of the economies.

The FSI
For economies that do not have a complete sample of the FSI, we extend it back using as 
a proxy the regional FSI as the data suggest strong co-movement between country-specific 
FSI for our sample and the regional one. In particular, given that the FSI takes negative values 
(and switches from negative to positive values, with some values very close to 0), we use the 
growth rate of the exp (FSI) to construct backward a proxy for the missing data (instead of 
using regular growth rates), that is, suppose the first available observation of variable y for 
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country i is the one in period t+ 1, but we fully observe that variable for all periods for the 
whole region “ A” , then we assume:
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Where y(imputed, i, t) is the imputed value for country i unobserved value in period t using the 
observed value for country i in period t+ 1 under the assumption of the same growth rate to the 
one observed for the whole Asian index.

Nonfinancial corporate debt-to-output ratios
As this variable is always positive, we extend the sample of Malaysia, the People’s Republic 
of China (PRC), India and Indonesia by assuming that the growth rate of nonfinancial corpo-
rate debt-to-output ratios is equal to the growth rate of the credit to the private nonfinancial 
sector-to-output ratio.

On top of this, if for some variable we have a missing observation (or a short interval of 
missing data) we impute it by averaging the closest available observations.

APPENDIX 7.2 METHODOL OGY

We estimate the VAR model using the BEAR toolbox developed by the European Central 
Bank (ECB).5

Following some standard derivations, which are described in the companion resources of 
the toolbox, we can define:
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And using the following convenient notation: y vec Y� � � , X I Xn� � , � � � �vec B  and 

� �� � �vec , the VAR can be written as y X� �� � .

In the Bayesian approach, it is standard to refer as θ  the vector containing all unknown 
parameters, y  for the data, f y( | )θ  for the likelihood, and � �� �  for the prior distribution. 
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The estimation has the obj ective of computing the posterior distribution of the parameters 
conditional on the data, that is:

� � � � �( | ) ( | )y f y� � �

We estimate each model using a Bayesian VAR approach with independent Normal-Wishart 
priors with the prior assumptions as shown in Table 7A.1. The parameters in the table deter-
mine the shape of the prior distributions, each of them affecting the dimension described in the 
“ Description”  label. The values in the table are standard for this model in the literature.

Table 7A .1 V alues for prior hyper-parameters

Parameter Description Value

Autoregressive coefficients  0.8 

λ1
Overall prior tightness 0.1 

λ2
Cross-variable weightings 0.5 

λ3
L ag decay 2   

λ4
Exogenous variables tightness 100

The standard strategy for the estimation of this model is to use a Gibbs Sampler. We run 20 
000 draws and keep the last 10 000 for computing the posteriors of interest. The structural 
decomposition is recursive (Cholesky factorization) with the following order (from first to 
last): output growth, current account-to-output ratio, the change in external reserves-to-output 
ratio, nonfinancial corporate debt-to-output ratio, and the FSI. That is, the FSI is assumed to 
respond contemporaneously to all variables while output growth responds with one period lag. 
As the data are quarterly, we include four lags for all endogenous variables and only contem-
poraneous values for the exogenous variables.
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8. Household debt: supply-driven sugar rushes
Maria Teresa Punzi1

1. INTRODUCTION

In many Asian economies, household debt as measured by the household debt-to-gross domes-
tic product (GDP) ratio has been escalating for two decades. The process worsened after the 
2008–2009 global financial crisis (GFC) that originated in the United States (US). The GFC 
was triggered by the inherent vulnerabilities of the financial system which spilled over into the 
real economy. As a consequence, the household debt-to-GDP ratio expanded at an even faster 
pace, primarily driven by loans to purchase residential properties. More recently, household 
debt-to-GDP ratio increased further since the onset of the COVID-19 crisis in 2020. Many 
economies have been experiencing unfavorable economic conditions and slow growth of dis-
posable income, which are affecting household balance sheets and household incomes.

The shock from the pandemic shares both similarities and differences with the 2008–2009 
GFC. While the GFC was rooted in a weak financial system, which allowed households with 
low credit scores to obtain mortgage loans, the COVID-19 pandemic is rooted in a widespread 
health crisis, which has led governments to impose measures to contain the spread of the virus 
such as prolonged lockdowns, causing adverse shocks to the real economy. Many households 
were pushed to borrow more to mitigate the severe economic downturn. In addition, lower 
working hours, furloughs, and outright unemployment have limited the capacity of households 
to service their outstanding debts. The COVID-19 crisis has brought households to the brink 
of bankruptcy as they suffer from debt distress in the face of the economic slowdown, adding 
extra costs and credit risk to the pre-existing vulnerabilities of large household debt.

In general, an increase in household debt is not necessarily a reason for concern. Household 
debt can stimulate long-term investment: households taking out credit are essential to 
a growing economy as they smooth out consumption and invest in illiquid assets, such as 
dwellings, thus boosting the economy. However, household debt has also been shown to 
increase the risk of low economic growth over the medium term. Taking a mixed sample 
of 30 advanced and emerging economies, Mian et al. (2017) found a 0.4 percent decline in 
economic growth after seven years following an initial two-year increase. Based on a sample 
of 80 economies, the International Monetary Fund (IMF) also found that a 5 percent increase 
in the household debt-to-GDP ratio would lead to a 1.25 percent decline in real GDP over 
a three-year horizon, as the resulting debt burden slows economic growth. Debt can also make 
the economy more vulnerable to economic shocks, because by investing their debt in the long 
term (for education and housing, for example), households will have insufficient funds to 
handle emergencies. Zabai (2017) found that due to this trade-off between short-term growth 
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and long-term vulnerability, household debt may threaten both macroeconomic and financial 
stabilities. Adverse shocks have a negative impact on households’ ability (or willingness) to 
pay their debts, producing a strong negative impact on the financial health of lenders. This 
may either trigger or deepen or lengthen economic recession. As a result, household debt may 
amplify cyclical downturns and weaken economic recovery (L eigh et al. 2012).

The household debt-to-GDP ratio and its increase are not sufficient indicators of financial 
instability, however. By the end of 2007, right before the GFC, the household debt-to-GDP 
ratio of the U S stood at 99 percent, with an increase of about 28 percentage points (pp) 
since 2000, which could lead us to conclude that a ratio of this magnitude is unsustainable, 
and that economies with a household debt-to-GDP ratio higher than 90 percent should be 
considered beyond the alarm threshold. Indeed, this high ratio of debt, if confronted with an 
economic shock, such as a GFC, may lead to disastrous consequences for the economy, or 
even a recession, as people lack sufficient liquid assets to survive the crisis. The GFC has 
shown that income and wealth shocks get amplified by high levels of household debt and, in 
the case of negative shocks, a spending cut occurs mainly across highly indebted households, 
rather than the non-indebted ones.2 This creates an inherent fragility of the economic system. 
U npredictable events such as the current COVID-19 pandemic, which bring about unexpected 
and sudden reductions of households’ income, could lead to two outcomes: (1) households 
could try to take out more loans to finance current consumption, piling up more debt and 
further compromising future stability; or (2) households could miss or postpone their monthly 
repayment, generating immediate stress on the banking sector.

Schularick and Taylor (2012) showed that a rapid growth of credit can trigger financial 
instability, as increasingly more disposable income will be directed toward debt service, 
raising concerns about sustainability. Cecchetti et al. (2011) also found that a household 
debt-to-GDP ratio exceeding a threshold value of around 85 percent would negatively affect 
economic growth, but Australia, Denmark, and the Netherlands have not experienced maj or 
financial crises even though their ratios stood at 110 percent, 124 percent, and 110 percent, 
respectively, as of 2007.3

As the correlation between the household debt-to-GDP ratio and the likelihood of a finan-
cial crisis may not be robust, other factors should be taken into account to determine the extent 
to which rapid household debt accumulation poses risks to the stability of the economic and 
financial system. These include the composition of debt, which affects how resilient each debt 
is to shocks and determines the likelihood of default and the extent to which household debt 
servicing capacity is supported by adequate financial buffers and income growth.

To determine how best to address the problem of rising debt, it is necessary to evaluate 
whether the run-up in household debt is mostly driven by demand or supply factors.4 The 
sharp increase in the household debt-to-GDP ratio is often considered to be an outcome of 
credit demand shocks pushing constrained households to borrow more. Indeed, the presence of 
a collateral value is amplified as the housing market expands and contracts.5 However, recent 
studies have found that credit supply shocks also play an important role in explaining the rise 
in household debt. Banking deregulations, behavioral factors, or simply a willingness to lend 
more make more credit available for households. It is important to understand and identify the 
nature of shocks, as demand or supply will have different implications. Credit demand boosts 
households’ consumption, which in turn shifts aggregate demand. Credit supply, however, 
shifts aggregate supply, which has a deflation effect relative to the demand side. Nevertheless, 
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if the expansion in household debt is mostly driven by supply shocks, without an equal expan-
sion in income, then too rapid or too large a debt buildup will trigger financial instability and 
economic recession.

Against this background, we develop different approaches to assess the sustainability of 
household debt in Asia. First, we identify whether the surge in household debt is supply- or 
demand-driven by comparing the effects of household debt and nonfinancial corporate debt 
on real GDP. A panel regression analysis based on nine Asian economies shows that a 1 pp 
increase in the ratio of household debt increases real GDP by 0.5 percent, but this positive 
effect is reversed after seven years, with a decline of 1.5 percent. We also find that supply 
shocks have been driven by the large expansion in household debt. Indeed, relaxation of 
lending constraints and deregulation of the banking sector have made possible the supply of 
credit at low interest rates, which can be unsustainable for two reasons: (1) credit issued during 
periods of low interest rates could flow toward households with lower credit quality, causing 
risk of default in the future; and (2) if household debt is driven by supply shocks rather than 
demand shocks, then the debt expansion is not associated to an equal expansion in income, 
causing risk of default during cases of overoptimism about future income.

Second, to assess the vulnerability of households to COVID-19 shocks—s uch as a sudden 
decrease in income due to lower working hours, furloughs, and unemployment—w e analyze 
how adverse shocks would affect each household’s debt-repayment ability. Based on their 
income level, we identified households with excessive debt levels and weak financial sound-
ness to assess how vulnerable these groups are to the occurrence of external shocks.

Results indicate that in the People’s Republic of China (PRC) and the Republic of K orea 
(ROK ), the bottom 20 percent of households by income distribution are most likely to default 
on their mortgages after a 10 percent decline in disposable income. However, while the proba-
bility of default for the upper-income households is marginal in the ROK , a higher probability 
of default for all income groups is shown in the PRC, even if the probability decreases in the 
higher-income group.

The results of this analysis show that although the household debt burden might sound 
sustainable at the macro level, debt distribution by income group matters for financial vul-
nerability. L ockdown disrupts household income, which decreases the ability of low-income 
households to service their debt obligations and increases the probability of default. This 
condition gradually causes foreclosure of the collateral for secure debts, exposing lenders to 
a high risk of bankruptcy. Because of their higher risk of default, lower-income borrowers 
pose additional risks and are more likely to exacerbate the economic downturn caused during 
the COVID-19 crisis and increase the vulnerability of the whole financial system.

This chapter is organized as follows: section 2 presents the stylized facts for nine Asian 
economies (the PRC; Hong K ong, China; India; Indonesia; Japan; the ROK ; Malaysia; 
Singapore; and Thailand) to monitor the relationship between household debt in each economy 
and other economic indicators from 2010 to 2019. Section 3 estimates a panel vector autore-
gression (VAR) model to assess the short- and medium-term impact of household debt on 
GDP. It also develops a macro stress test to evaluate the household debt vulnerability to neg-
ative shocks. Section 4 discusses policy responses. Section 5 concludes and discusses policy 
recommendations.
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2. STYL IZ ED FACTS

This chapter analyzes the reason for and implications of household debt trends in conj unction 
with other economic measures and macro-financial linkages. To best monitor these linkages, 
we analyze the evolution of a number of indicators during 2010–2019, following the GFC. 
We choose this sample period because since the crisis many economies have expanded their 
policy toolkits to make future financial crises less likely or less severe. The analysis provides 
an insight into the effects of such policies. Interestingly, emerging economies have been 
primarily responsible for the buildup of global private debt over this period, with a few Asian 
economies experiencing the largest increases. This raises concerns about the effectiveness of 
implemented risk mitigation policies.

The level of household debt in Asian economies is a concern due to its relatively large size, 
high growth rate, and quality, because an unanticipated deterioration in market conditions or 
household economic circumstances can affect a household’s ability to service its debt obliga-
tions. The PRC has witnessed the most rapid growth in the household debt-to-GDP ratio, rising 
from 27 percent in 2010 to 56 percent in 2019 (Table 8.1). The ratio of its household debt to 
disposable income was around 90 percent in 2018 compared with 31 percent in 2008. After 
rising by 28 percent during 2010–2019, the ratio of household debt to GDP reached 96 percent 
in the ROK , followed closely by Hong K ong, China—w here the ratio grew by 37 percent 
during the same period—S ingapore, Malaysia, and Thailand, although the latter two econo-
mies have seen a declining ratio in recent years as a result of the implementation of measures 
such as tightened regulations on unsecured consumer lending (Figure 8.1). India and Indonesia 
have the lowest household debt-to-GDP ratios, ranging from around 12 percent to 17 percent. 
At a constant 17 percent, Indonesia’s ratio has remained stable throughout the last five years.
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It is worth comparing Asia’s emerging economies with the rest of the world (Table 8.1). 
Advanced economies like the U S and the U nited K ingdom (U K ) display some of the biggest 
decreases, at 17 percent and 8 percent, respectively. Of the Asian economies, only Japan has 
a slight decrease of 1 percent. As a comparison, advanced economies average out to a 7 percent 
decrease while emerging economies have a significant average increase of 16 percent.

Asia’s high increase in household debt might be associated with and may have even con-
tributed to the rapid growth of Asian economies, as economies take on debt in order to invest. 
However, for most Asian economies, household credit growth is larger than the growth rate of 
GDP and total credit, except for Hong K ong, China and Indonesia (Figure 8.2).

A closer look at the PRC reveals that the real per-capita disposable income grew 6.1 percent 
in 2019, down from 6.5 percent and 7.3 percent in 2018 and 2017, respectively. Moreover, 
the charges on household debt service to disposable income accounted for about 7 percent, 8 
percent, and 11 percent in 2011, 2015, and 2017, respectively, proving that more income is 
directed toward debt repayments.

An important indicator of financial stability is the Basel Credit Gap as a percentage of 
GDP, which measures the deviation of the credit-to-GDP ratio from its long-term trend (Baba 
et al. 2020). Figure 8.3 reports the values of this index, which are estimated with a one-sided 
Hodrick-Prescott (HP) filter. The Basel Credit Gap shows a downward trend in all the sample 
economies since 2015, except in Japan where the gap has been rising rapidly, signaling 
a growing risk of financial crisis. The Gap has started to grow in India, but it is still negative 
(−7 percent), as it is in the PRC—meaning that credit-to-GDP is still lower than the long-term 
expected value in these two economies.

L ast, we consider the real house price index (RHPI) fluctuations from 2010 to 2019, with 
the benchmark level in 2010 set at 100. This index is used to measure and compare residential 

Table 8.1 H ousehold credit-to-GDP ratio

Economy 2010 2019 Changes 
(% p)

Economy 2010 2019 Changes 
(% p)

Australia 112 120 8 Republic of K orea 76 98 22

New Z ealand 90 94 4 Hong K ong, China 59 81 22

U nited K ingdom 92 84 −8 Thailand 59 80 21

U nited States 92 75 −17 Malaysia 72 83 10

Euro area 64 58 −6 Japan 62 61 −1

G20 (aggregate)a 63 61 −2 PRC 27 56 29

Advanced economiesa 81 74 −7 Singapore 46 52 6

Emerging market 
economiesa

27 43 16 Indonesia 14 17 3

All reporting 
economiesa

64 62 −2 India 9 12 3

Notes:
BIS = Bank for International Settlements; GDP = gross domestic product; % p = percentage point (pp); PRC = 
People’s Republic of China.
a Aggregates based on conversion to U S dollars at market exchange rates.
Sources: CEIC database and BIS Statistics.
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housing prices and predict future changes in the prices, as increasing prices stimulate housing 
demand as an alternative form of investment, causing a further increase in the prices.

In recent years, the RHPI in Indonesia, India, and Malaysia has shown an upward trend 
(Figure 8.4). That can mean that these economies’ property prices have increased compared 
with 2010, increasing the risk of default, as the value of a house can fall below the mortgage 
balance if the bubble bursts, leading to default if the borrower does not have sufficient income 
to service its mortgage. The lowest fluctuations in RHPI occur in Indonesia, the ROK , Japan, 
and Singapore, suggesting that residential housing prices in those economies have remained 
relatively stable, reducing the risk of mortgage defaults.

The low interest rate environment and the surge in household debt have clearly led to a large 
run-up in house prices in Asia. Household borrowing is strongly correlated with house prices, 
with a strong co-movement over time. Subsequently, we may expect house prices to fall during 

Note: BIS = Bank for International Settlements; GDP = gross domestic product; HH = households; PRC = People’s 
Republic of China.
Source: BIS Statistics.

Figure 8.2 Grow th rates (%)
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the COVID-19 recession, as households facing financial stress may put their home up for sale 
to survive the dramatic effect of the lockdowns. Moreover, these households would be likely 
to cut their spending, exacerbating the economic downturn even further.

3. ECONOMETRIC MODEL S

U sing two different approaches, this section explores the relationship between household 
debt and macroeconomic variables. First, we employ an unbalanced panel VAR to highlight 
a systematic empirical relation between household debt and fluctuations in the business cycles. 
Second, we implement a micro-simulation model from household survey data to assess house-
hold financial vulnerability and its exposure to macroeconomic shocks.

3.1 Panel Vector Autoregression Model

This section investigates the relationship between household debt and the magnitude of 
economic downturns. Following Mian et al. (2017), we estimated a panel VAR model over 
three variables: household debt-to-GDP, firm debt-to-GDP, and the log real GDP. Our sample 
includes annual observations from 2001 to 2019 for nine Asian economies: Hong K ong, 

Note: BIS = Bank for International Settlements; GDP = gross domestic product; PRC = People’s Republic of China.
Source: BIS Statistics.

Figure 8.3  B asel C redit Gap (% of GDP)
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China; the PRC; India; Indonesia; Japan; the ROK : Malaysia; Singapore; and Thailand.6 The 
model estimates the impulse response functions with a local proj ection estimator, which has 
become an increasingly widespread alternative econometric approach.7 See Jordà  (2005).

The panel VAR model is given by the following system:

Y RGDP
HHD
RGDP
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RGDPi t i t

i t

i t
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where R GDP is the real GDP, H H D is the level of household debt, and NFD is the level of 
nonfinancial firm debt. As in Mian et al. (2017), to avoid capturing innovations to GDP in the 
debt functions, the debt variables are normalized by the previous annual GDP. Moreover, the 
estimates include a time trend to prevent the ratio of debt to GDP from reflecting the change 
in GDP growth and the expansion in the level of debt that many economies have been expe-
riencing. For the sake of comparison, we present estimates for an unbalanced panel across 
30 mostly advanced economies over the sample period from 1960 until 2012, as developed 
by Mian et al. (2017). The results show that an increase in household debt leads to an initial 
expansion in GDP for about two years (Figure 8.5). After that, it reverses and becomes  

Note: BIS = Bank for International Settlements; PRC = People’s Republic of China.
Source: BIS Statistics.

Figure 8.4  R eal house price index  (2010 =  100)
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negative in the medium term. Conversely, the GDP response to firm debt is negative in the 
short term, only reverting to positive after five years.8 Mian et al. (2017) concluded that a rise 
in the household debt-to-GDP ratio over a three- to four-year period predicts a decline in 
economic growth.

Note: CI = confidence interval; GDP = gross domestic product.
Sources: Author’s calculations and Mian et al. (2017).

Figure 8.5  L ocal proj ection impulse responses (sample siz e:  30 e conomies;  sample 
period:  1960–2012)

Note: CI = confidence interval; GDP = gross domestic product.
Source: Author’s calculations and Mian et al. (2017).

Figure 8.6  L ocal proj ection impulse responses (sample siz e:  nine Asian economies 
(Asia-9);  sample period:  2001–201 9)
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Turning to our sample of nine Asian economies (Asia-9), an increase in household debt 
initially increases real GDP, but such an increase is very short-lived, as real GDP starts 
declining after one year (Figure 8.6). Asia-9 shows that three years after the initial shock 
(i.e., the increase in debt), the real GDP returns to the same level at which it was before the 
shock. For four to eight years after the original shock, the real GDP continues to decline to 
very low levels.9 Comparing our results with those of Mian et al. (2017), we note that Asia-9 
shows an increase in GDP by 0.5 percent, while the sample of advanced economies predicts an 
increase in GDP of 0.2 percent after two years. Moreover, while the larger sample predicts an 
economic downturn between five years and seven years for a decline of about 0.4 percent in 
GDP, Asia-9 predicts a larger GDP decline of about 1.5 percent after seven to eight years. In 
contrast, a shock to firm debt-to-GDP ratio leads to a short- and medium-run decline in GDP, 
but it is statistically insignificant (Figure 8.6, right panel).10 These results confirm the findings 
of IMF (2017), which show that household debt enhances economic growth in the short term 
but exacerbates macroeconomic and financial stability risks in the medium term.

The opposite effect of household debt-to-GDP ratio on GDP can be due to a combination of 
demand and credit shocks. On the one hand, demand shocks allow households to boost con-
sumption, expanding the aggregate demand in the short term. On the other hand, firms respond 
to the larger aggregate demand by investing and producing more and making an impact on 
labor productivity and employment in the longer term, thus affecting households’ decisions 
relating to mortgage loans. The next section investigates the credit supply side in more detail.

3.2 Credit Supply Shock Model

The results discussed in the previous section may raise concerns pertaining to the identifica-
tion of the shock. Increases in household debt driven by credit demand shock would boost 
consumption in goods and dwellings, j ust as expansions in household permanent income, pop-
ulation growth, or optimistic expectations about house price growth would stoke household 
borrowing. Nevertheless, household debt shock leads to a short-lived economic expansion, 
which is a cause for concern when identifying demand- or supply-driven household debt shock 
(Figure 8.6).

Against this background, this section explores the relative importance of credit supply 
shocks on the rise in household debt. Credit supply shocks refer to a situation in which banking 
deregulation allows a larger supply of loans or banks lower the interest rate on mortgage 
loans.11 For example, in 2014 the Government of the ROK  drastically eased real estate regu-
lations, raising the loan-to-value (L TV) ratios (solvency requirement) from 50 percent to 70 
percent (20 pp) and the debt-to-income ratios (affordability requirement) from 50 percent to 60 
percent (10 pp). As a result, expectations of higher housing prices stimulated housing demand 
as a source of investment.

We used a residual regression from the VAR model to explore the importance of inter-
est rates during the household debt cycle and assess how credit supply expansion leads to 
household debt cycles and business cycle fluctuations. Following Mian et al. (2017), we first 
estimate the reduced-from VAR residuals from the previous section with the ordinary least 
squares (OL S) regression method; and second, we regress the residuals from the household 
debt-to-GDP equation on the mortgage-sovereign spread, which is expressed as the difference 
between the mortgage interest rate and the 10-year government bond yield.
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The negative coefficients in panels A and B in Table 8.2 indicate that much of the variation in 
household and firm debt is explained by a low interest rate environment. This result supports 
the argument that mortgage spreads are correlated with outward shifts in credit supply, rather 
than in credit demand. Moreover, such correlation is much stronger in Asian economies 
relative to advanced economies: Mian et al. (2017) estimated a negative correlation between 
the mortgage-sovereign spread instrument and the household debt for 30 advanced econo-
mies equal to −0.341, while the sample of seven Asian economies reported a coefficient of 
−1.5235, indicating a larger magnitude when focusing only on the Asian region. The slower 
economic growth of the last decade has been coupled with ultra-low inflation and policy rates. 
In general, a low interest rate environment can lower the debt service burdens of households, 
helping them to be solvent. Further, asset prices tend to rise when interest rates are low, thus 
increasing the collateral value and making households more creditworthy for banks. Such 
effect will amplify the credit cycle. However, as already mentioned, such a positive effect 
is short-lived across Asian economies and would lead to economic recession in the longer 
term. If this occurs, lower income will preclude households from servicing their mortgage 
obligation despite the low interest rates, aggravating the recession even more and causing 
prolonged bust phases. Furthermore, the persistence of low interest rates pushes the household 
debt-to-GDP ratio to rise even further, leading to sustainability risk. This research shows that 
the expansion in household debt has been mainly supply-driven (i.e., lending expansion by 
financial institutions and low interest rates), rather than demand-driven (i.e., higher produc-
tivity or a permanent increase in household incomes). This result corroborates the hypothesis 
that sustainability issues escalate when the expansion of credit is not accompanied by a similar 
expansion in income.

Table 8.2 Supply shock sa

 Panel A Panel B

 Sample: 30 economies Sample: Asia-7

 HHD_G DP NFD_G DP HHD_G DP    NFD_G DP

 
MS spread

−0.341** 
(0.101)

−0.0182
(0.267)

−1.5235***    
(0.5732)

−2.5419**
(1.227)    

 
F-statistics

11.372    0.005 7.21           4.37   

R 2 0.024    0.000 .071   0.073 

Observations 580      580   81 81

Notes:
HHD_G DP = household debt-to-GDP; MS = mortgage-sovereign spread; NFD_G DP = firm debt-to-GDP.
Panel A reproduces estimates from Mian et al. (2017). Panel B reports estimates from the Asia-7 sample, which 
includes Hong K ong, China; Indonesia; Japan; the Republic of K orea; Malaysia; Singapore; and Thailand.
*, * *, a nd *** i ndicate significance at the 0.1, 0.05, and 0.01 levels, respectively.
a MS data for the People’s Republic of China and India are available only for a very short period, and thus have been 
removed from the estimation.
Sources: Author’s calculations; and Mian et al. (2017).
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3.3 Survey Data—Macro Stress Test

An analysis based on aggregate data is not sufficient to gauge the sustainability of household 
debt; a proper analysis using micro data is needed to complement it. This section gives an 
outline of a micro-simulation model for stress testing the household sector in the PRC and 
the ROK . The model uses data from the China Family Panel Studies, which covers surveys in 
2014 and 2016, and data from the ROK ’s L abor and Income Panel Study (K L IPS) from 2015 
to 2018.12

This model captures the debt-repayment capacity of households and assesses the financial 
resilience of the household sector to COVID-19 shocks, such as a sudden decrease in dispos-
able income. To assess the soundness of the financial system, it is important to evaluate the 
households’ default risk based on their characteristics and thus assess their vulnerability by 
income group.

Following Funke et al. (2018), the model builds a financial margin (FM) indicator for the 
household liquidity condition. The FM is defined as:

FM=Y−C−DS,

where Y  denotes household disposable income, C  is household consumption, and DS is debt 
service. These variables are measured annually.

We define the condition in which households default on their debt as a situation in which 
they lack sufficient semi-liquid or liquid assets to sell to repay their debts. U nlike real estate 
assets, liquid financial assets are typically easy to sell and are subj ect to lower haircuts and, 
hence, could serve as a short-term buffer against unanticipated adverse shocks to disposable 
income. Since the K L IPS surveys do not provide a breakdown of liquid assets and nonliquid 
assets, we use nonhousing assets as a proxy to measure for liquid assets.13

Following Funke et al. (2018) and Han et al. (2019), households would default on their debt 
if the following extended financial margin (EFM) condition is satisfied:

FM<0 and FM+LA<0,

where L A denotes liquid assets. Thus, the default condition follows a situation where house-
holds have insufficient liquid assets to cover the negative FM.

When the EFM condition is satisfied, then the probability of default (PD) is equal to 1, 
otherwise zero:

PD = 1 0 0

0

,

,

ifFM FM LA
otherwise

� �� � ��
�
�

Figure 8.7 reports the share of households with a negative FM and insufficient liquid assets 
to cover the FM. In the PRC in 2014, around 30 percent of households with negative FM 
belonged to the first quintile, that is, they had the lowest income share. This share increases 
slightly in the following years. About 25 percent of the second income quintile also has 
a negative EFM condition, which likewise decreases over time. In the highest-income quintile, 
the model predicts that 11 percent of households would have a negative FM and insufficient 
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liquid assets. In the ROK , however, around 65 percent of the first income quintile group sat-
isfies the EFM conditions, and a very small share belongs to the third, fourth and fifth income 
groups. L ike the PRC, around 23 percent of the second income quintile has a negative FM. 
Interestingly, in 2015, only 10 percent of the first income quintile had a negative FM, while 

Note: EFM = extended financial margin; Q  = quarter.
Sources: China Family Panel Studies (CFPS); Republic of K orea’s L abor and Income Panel Study (K L IPS); 
author’s calculations.

Figure 8.7  E FM  condition by income qui ntile
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a sizable share is held by the second and third income quintile, with a share of 40 percent and 
37 percent, respectively. Naturally, the risk of default falls in both economies as income level 
rises. But it falls from much higher levels in the PRC.

Figure 8.8 shows the observed averaged default rate calculated from the EFM conditions 
by income quintile. The share of indebted households with negative financial margins tends 
to decrease with higher disposable income. The ROK  observes a default rate higher than 5 
percent and 2 percent for the first and second income group, respectively, while the default 
rate is lower than 1 percent for the other income quintiles.14 On the other hand, the PRC reports 
higher default rates for all income groups; however, the first income quintile reports a default 
rate of almost 4 percent, lower than the ROK . The default rate resolved by income class can 
be indicative of the capability of households to sustain the current situation and future shocks. 
There is no benchmark value for the default rate. However, for instance, L uxembourg in 2014 
showed a default rate of about 9.3 percent for the first income quintile,15 and was deemed by 
the European Systemic Risk Board (ESRB 2016) to have medium-term vulnerability, based on 
this result and some other estimates. In the ROK , about 60 percent of indebted households are 
in the lowest-income quintile. Worryingly, their financial margin is not only negative, but this 
income class does not hold sufficient liquid assets to meet their loan obligations. Indeed, the 
lowest-income class reports a default rate of about 5.5 percent. Higher-income classes, instead, 
show a very low probability of default. Even if the K orean default rate is not as high as in the 
case of L uxembourg, the high level of household debt-to-GDP and the slowing economic 
growth are reasons for concern. In contrast, survey data show that in the case of the PRC, the 
default rates are much higher across all income classes. However, the debt burden has wors-
ened much faster for low-income households, making them more vulnerable to unfavorable 
income shocks. Even if the household debt-to-GDP is not as high as in the ROK , the much 

Note: Average across the years of survey.
Source: Author’s calculation.

Figure 8.8 O bserv ed default rates
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higher growth of the indebtedness level relative to other economies makes the high default 
rate problematic.

After constructing the probability of default from the EFM condition, the model evaluates 
the financial resilience of the household sector to macroeconomic shocks. From the survey 
data, we construct a panel dataset of mortgage loans to identify default rate patterns for loans 

Source: Author’s calculation.

Figure 8.9 R epublic of K orea— stress test
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of different income levels. Thus, information can be derived about the income quintile to 
distinguish default rates for different income levels, using the “ logistic regression”  model to 
make predictions.

The macro stress simulates an adverse shock equal to a 5 percent decline in household 
income, and a severe shock equal to a 10 percent decline. Despite the large increase in house-

Source: Author’s calculation.

Figure 8.10 People’s R epublic of C hina— stress test
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hold debt-to-GDP, the ROK  reports a declining predicted default rate across all households 
(Figure 8.9, panel A). Negative shocks to income lead to higher probability of defaults, as 
lower income would impact a household’s ability to repay mortgage loans. This is a possible 
impact of the COVID-19 pandemic and consequential lockdowns, where many households 
with less income and higher unemployment would find it harder to meet mortgage payments. 
In terms of income groups, households belonging to the first three income quintiles appear to 
be more sensitive to changes in disposable income. The second income group is slightly more 
vulnerable to income changes relative to the first income group. This is most likely because 
the second income quintile held a larger share of negative EFM in 2015. The fourth and fifth 
quintile groups are only marginally affected (Figure 8.9, panel B).

U nlike the ROK , the data predict similar default rates year on year for the PRC. A decline in 
income would lead to an increase in the default rate by about 20 percent, while larger income 
drops of 10 percent would generate an increase of about 45 percent. Thus, there is an amplified 
effect to the sensitivity of income shocks (Figure 8.10, panel A).

Across income classes, the first quintile would experience an increase in the default rate 
of about 15 percent and 30 percent for the adverse and severe scenarios, respectively (Figure 
8.10, panel B). It is worth noting, however, that the other income classes also report an increas-
ing default rate, indicating that income shocks affect the vulnerability to repay loans in equal 
measure across households. In contrast, income shocks in the ROK  are most likely to affect 
only lower-income holders.

4. POL ICY RESPONSE

Since the GFC, macroprudential policy has been used as a powerful tool to lean against credit 
and housing cycles. Even if the economic and financial impact is still controversial, policies 
which aim to slow down household debt, such as caps on the L TV ratio that would limit mort-
gages, would give central banks more space to stabilize the economy.16

Since 2000, many Asian economies have introduced caps on the L TV ratio to limit the 
growth in household debt (Figure 8.11). The PRC has been strengthening its implementation 
of various macroprudential measures since 2009. In 2015, it set new indicators for assets, 
leverage and debt, and strengthened the management of its cross-border capital flows; and in 
2016, it imposed caps on the L TV for residential property. Macroprudential measures have 
also been in place for a long time in the ROK  and have been gradually strengthened to include 
caps on the maximum L TV and DSTI ratios and on the maximum repayments-to-income ratio 
for mortgages, limits on the L TV ratio for commercial business, and limits on debt-to-service 
for the nonbanking sector. However, the PRC; India; Indonesia; the ROK ; and Taipei,China 
have experienced increased household debt growth from 2014 to 2016. The notable increase 
in household debt over the past years has demonstrated that perhaps L TV tightening measures 
are insufficient to mitigate the problem.

The L TV ratio is the most effective policy tool that the financial regulation authority can use 
to dampen the mutually reinforcing dynamics of housing credit and prices. However, as this 
ratio can be underestimated, macroprudential authorities should implement complementary 
tools to enhance the effectiveness of macroprudential policies. With this in mind, Finland 
in 2018 introduced a new macroprudential tool, the maximum loan-to-collateral ratio, to be 
applied instead of the L TV ratio. The loan-to-collateral ratio differs from the L TV, as it takes 
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into account the borrower’s house collateral and all the other collateral accepted by the lender. 
This new macroprudential tool is effective in reducing growing household indebtedness by 
restricting the provision of mortgage loans relative to collateral. It should be considered as an 
alternative tool to be implemented in economies experiencing rapid growth in household debt.

The central bank of the Philippines (BSP) supervises the operations of banks and nonbank 
financial institutions performing quasi-banking functions and those performing similar 
functions. In particular, the BSP compiles a Manual of Regulations for Non-Bank Financial 
Institutions, which incorporates regulatory policies to align banking practices on risk man-
agement; good corporate governance; and capital adequacy, accounting and reporting using 
international standards.

5. CONCL U SIONS AND POL ICY RECOMMENDATIONS

The analysis of this chapter has shown that a rising household debt-to-GDP ratio boosts eco-
nomic growth in the near term but increases the risk of low economic growth over the medium 
term. U sing a sample of nine Asian economies, we find that an increase in the ratio of house-
hold debt increases real GDP by 0.5 percent, but this positive effect reverts after seven years to 
a decline of 1.5 percent. While a certain degree of heterogeneity is present, all nine economies 
are sensitive to changes in credit supply and house prices.

This study also gauges the vulnerability of household debt when the economy is subj ect 
to an unexpected decrease in income due to reduced working hours, furloughs, and outright 
unemployment during the COVID-19 pandemic and finds that in the PRC and in the ROK , 
the bottom 20 percent of the household income distribution is most likely to default on their 
mortgages. However, while the probability of default for the upper-income households is mar-
ginal in the ROK , findings indicate that in the PRC all income groups would be more likely to 
default, even if the probability decreases with higher income.

Household indebtedness has been on the rise in many Asian economies since 2010, j eopard-
izing future economic growth and the soundness of the financial system. Some central banks 
and policy makers have been raising concerns over high and/ or rising levels of household 
debt, which is driven mostly by mortgages. Rising household debt has consequences for both 
economic and financial stability. On the one hand, economic stability can be compromised as 
interest rates have asymmetric effects on households with high debt levels. Indeed, the eco-
nomic contraction resulting from an interest rate hike would be larger than the expansionary 
effect an interest rate cut would generate. On the other hand, financial stability can be compro-
mised as some households, through loss of income, could limit their ability to pay off existing 
debts and thus find themselves in severe financial stress. The combination of these effects 
could put pressure on banks’ balance sheets.

In terms of policy implications, households respond differently to shocks, depending on 
their savings and on the mortgage market, as well as on whether they have a fixed or variable 
mortgage rate, of which the latter makes them more vulnerable to interest rate hikes or changes 
in income. The macroeconomic effect, though, remains ambiguous, as some households can 
respond to negative shocks by cutting consumption or by borrowing more, unless their debt 
level is already too high.

Macroprudential tools can play a better role in preventing the accumulation of financial 
risks and strengthening the financial system’s resilience if integrated with stricter loan 
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appraisal regulations. In addition, low-income households with bad credit or multiple loans 
(i.e., low credit ratings) shift their loan demands to the nonbanking sector that would then 
charge higher interest rates. To guarantee financial stability, it is very important to regulate 
nonbank financial institutions.

Fiscal policy can also play a role if combined with monetary and macroprudential policies. 
For instance, policies that aim to reduce the tax deductibility of mortgage interest rates and 
tighten regulatory L TV ratios would be far more effective in dampening household debt and 
thus reducing macroeconomic risks. Reducing tax deductibility of mortgage interest rates 
would lead to a decline in borrower mortgage demand and subsequently cause housing prices 
to fall. However, savers and high-income households could take advantage of lower housing 
prices, increasing their housing demand and returning housing values to where they were 
before the introduction of this fiscal policy.

Finally, communication strategies, timing and coordination are very important to mitigate 
the buildup of systemic risks. Timely coordination between macroprudential and monetary 
policy would benefit both macroeconomic and financial stability, as macroprudential tools in 
the short term would allow central banks to stabilize the economy in the medium term. Thus, 
macroprudential policies today can help monetary policy tomorrow, particularly in periods of 
low interest rate environment.

The household debt problem could be exacerbated in 2020 as personal income and busi-
ness revenue suffer from the outbreak of the COVID-19 pandemic. Although policy makers 
have made extraordinary efforts to create a series of emergency credit facilities to support 
growth and provide relief for vulnerable groups, the COVID-19 pandemic and consequen-
tial lockdown will affect households through various direct and indirect channels. L ack of 
tourism, mobility restrictions, adverse health, seized working hours, furloughs, and outright 
unemployment will directly affect households through loss of income, limiting their ability to 
service existing debts and thus exacerbating the severity of their financial stress. Moreover, 
households may be forced to borrow more to survive the weaker and more protracted recovery, 
thus escalating the risk of financial instability in the future.

Many economists have described the COVID-19 pandemic as an “ induced economic coma”  
and they expect to be looking at a V-shaped economic recovery. However, this line of thinking 
focuses only on the reopening of businesses without considering the impact on household 
debt and its negative spillover effect to the rest of the economy. Households are already 
falling behind on debt repayments and are cutting their consumption expenditure, contribut-
ing to a prolonged recession. However, debt service by borrowers is expected to improve in 
j urisdictions with adj ustable mortgage rates, and persistent low interest rates will support the 
economic recovery, reducing the risk that income loss will be long-lasting.

It is important to coordinate some re-distributional intervention. For example, some losses 
from debt-repayment moratoriums occurring during the lockdown should be transferred from 
vulnerable households to banks or lenders. Alternatively, current debt burdens could eventu-
ally be transferred to future taxpayer generations by current government interventions aimed at 
alleviating low-income households’ balance sheets. In addition, it is important to temporarily 
relieve low-income households from financial burden by extending the repayment period and 
converting high-interest debt into lower interest.

Although there are no benchmark values to label an economy at risk based on household 
debt indicators, policy makers should carefully assess if the expansion in household debt is 
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supply- or demand-driven. This determination should inform the design of a well-coordinated 
mix of policies to mitigate over indebtedness in normal times. In difficult times, such as during 
the COVID-19 pandemic, many governments have introduced heavy fiscal stimulus packages 
for safeguarding households facing income loss such as unemployment benefits, salary subsi-
dies, and delayed moratoriums on tax payment. However, particular attention should be given 
to households in the lowest-income quintile and risk assessment measures should be imple-
mented by considering the borrowers’ distribution in terms of their ability to service their debt.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent. The author thanks 
Benno Ferrarini, Marcelo Giugale, and Juan Pradelli for their insightful comments; Marco Battiato 
for his coding support in Matlab; and Anastasiia Hizenko for excellent research assistance.

2. See Valckx (2017).
3. Similarly, the level of debt as a percentage of GDP, borne by households in 2007 in Australia, 

New Z ealand, and the U nited K ingdom has increased gradually to 110 percent, 91 percent and 92 
percent, respectively, with an increase since 2000 of around 30–40 pp. Between 2000 and 2007, all 
these economies reached a much higher ratio than the average value within the euro area as well as 
the average value among advanced economies, which stood at 60 percent and 82 percent in 2007, 
respectively.

4. See Illing et al. (2018); Justiniano et al. (2019); Cecchetti and K harroubi (2019); and Mian et al. 
(2020).

5. See Bernanke et al. (1999); Iacoviello (2005); and Iacoviello and Neri (2010).
6 The dataset is an unbalanced panel data. For instance, observations on household debt-to-GDP for 

the PRC and Malaysia start from 2006, and for India the sample starts from 2007.
7. Plagborg-Møl ler and Wolf (2019) have proved that local proj ections and VARs estimate similar 

impulse response functions.
8. Similar results are found in Park et al. (2018).
9. Mian et al. (2017) showed that increasing household debt is associated with increasing 

consumption-to-GDP ratio, a rise in imports of consumption goods, but no change in the 
investment-to-GDP ratio.

10. Chapter 7 finds that corporate debt increases tend to reduce output growth, contributing to financial 
deterioration. Exceptions are the PRC, the ROK , Japan, and Malaysia, whereas output growth 
accelerates when corporate debt-to-output ratio increases.

11. According to Mian and Sufi (2018), banking deregulation is assumed to be unrelated to variations 
in GDP or households’ income.

12. The China Family Panel Studies contains information pertaining to 26 683 households that par-
ticipated in surveys conducted in 2014 and 2016, while K L IPS contains information pertaining to 
a total of 28 102 households over the period 2015–2018.

13. The use of nonhousing assets as a proxy for liquid assets could overestimate households’ liquid 
assets (for example, some nonhousing assets, such as cars, are less liquid and subj ect to higher 
haircuts in liquidation); and hence, households could actually start to default before they deplete all 
their nonhousing assets.

14. K im et al. (2016) found that in 2014 the default rate by income quintile was 3.5 percent, 3.7 percent, 
3.3 percent, 2.7 percent, and 1.4 percent, indicating that high-income groups tend to have lower 
default rates and better credit scores.

15. See Giordana and Z iegelmeyer (2020).
16. Some studies analyze boom and bust phases of credit cycles and find that peaks and troughs can be 

contained if macroprudential policies are properly introduced (Dell’Ariccia et al. 2012). Claessens 
et al. (2013) and Cerutti et al. (2017) showed that borrower-based measures, such as maximum 
L TV and debt-to-service income (DSTI) ratios, can contain asset and leverage growth in good 
times, but they do not limit the cost of busts. K uttner and Shim (2016) found that a lower DSTI 
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ratio reduces the real credit growth rate by 4–6 pp over four quarters, and Richter et al. (2019) found 
that tightening the maximum L TV ratio leads to a reduction in output. Wong et al. (2011) showed 
how higher L TV caps in Hong K ong, China could have contributed to the decrease of the mortgage 
debt-to-GDP ratio in the 1990s and 2000s. Tillmann (2015) found that limits to L TV and DSTI can 
have substantial effects on the ROK ’s household credit growth.
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9. Fiscal uncertainty: the thankless task of 
forecasting Asia’s fiscal accounts
Ugo Panizza1

1. INTRODUCTION

This chapter aims to describe and quantify fiscal risk in advanced and developing economies 
of the world and then examine its main drivers. To quantify fiscal risk, the chapter concen-
trates on three fiscal outcomes: (1) public debt-to-gross domestic product (GDP) ratio; (2) 
government budget balance-to-GDP ratio; and (3) primary budget balance-to GDP ratio.2

Fiscal risk is measured by comparing the outturn for these variables with the expectations 12 
and 24 months before.3 The chapter does not focus on the sources of fiscal risk over the long 
term, such as climate change or unfunded pension liabilities.

Fiscal risk is normally defined as the possibility of deviations of fiscal outcomes from their 
expected values. As forecasts always contain a margin of error, a better definition of fiscal 
risk is the possibility of large or systematic deviations of fiscal outcomes from their expected 
values. There are four main sources of fiscal risk: (1) macroeconomic shocks (mostly GDP 
growth, exchange rate, inflation, and interest rates); (2) policy shocks (such as policy slip-
pages or changes in government policies); (3) the realization of contingent liabilities; and 
(4) strategic forecasts (governments that prefer tighter fiscal conditions may use pessimistic 
forecasts, and the other way around). Some of these sources are easy to measure (for instance, 
GDP growth); others (such as contingent liabilities and policy slippages) are more difficult to 
identify and quantify without detailed country studies. In some cases, external factors such 
as commodity prices, remittances, trading partners growth, and grants from donor countries 
dictate the shocks; in other cases, the shocks’ domestic origins are linked to bad policies or 
political shocks.

This chapter finds that fiscal risk is substantial especially in the world’s emerging and 
developing economies. The distribution is heavily right skewed for the debt-to-GDP ratio and 
left skewed for the budget balance-to-GDP ratio, indicating that positive forecast errors for the 
debt ratio are more common than negative forecast errors, and negative forecast errors for the 
budget balance are more common than positive forecast errors.

Forecast errors in GDP growth explain about 40 percent of the variance of the forecast error 
of the debt-to-GDP ratio and budget balance-to-GDP ratio in advanced economies, but errors 
in growth forecasts explain less than 10 percent of the variance of the forecast error in low- 
and middle-income countries (a result which also holds for Asian Development Bank (ADB) 
regional members). A decomposition based on the standard debt-dynamic equation shows that 
forecast errors of GDP growth, interest rate bill, primary balance, and inflation in advanced 
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and developing economies contribute 20–48 percent of the average debt-to-GDP forecast 
errors. More than 50 percent of the forecast error is associated with what Campos et al. (2006) 
call “ the unexplained part of debt” .

Fiscal risk is high especially in bad times, even when these times are expected, because 
of negative balance sheet effects in developing and emerging market economies and coun-
tercyclical policies in advanced economies. While currency depreciations are a large source 
of fiscal risk in developing and emerging economies, they have no effect on fiscal risk in 
advanced economies.

While the results of this chapter are based on International Monetary Fund (IMF) forecasts, 
they are likely to apply also to private sector forecasts as there is no evidence that these fore-
casts differ in accuracy (Independent Evaluation Office 2014).4

The analysis of this chapter focuses on the general government accounts without consolidat-
ing the accounts of the central bank. In recent years, nonstandard monetary policies led central 
banks in advanced economies to accumulate large amounts of government bonds. While 
consolidating the central bank balance sheet with that of the government would lead to lower 
“ net”  debt ratios, the implications of such consolidation for fiscal risk are unclear. The same 
applies for central banks in emerging market countries that accumulate large international 
reserves. Such reserve accumulation could counteract the fiscal risk associated with balance 
sheet effects linked to foreign currency debt because it would reduce the net foreign currency 
exposure of the consolidated government debt (for a discussion of these issues, see Hausmann 
and Panizza 2011).

The average values of the fiscal risk indicators of ADB regional members differ from aver-
ages for all developing and emerging economies because: (1) forecasts are less optimistic in 
the average ADB regional member than in other developing and emerging economies; (2) the 
volatility of forecast errors for the debt-to-GDP ratio in ADB regional members is similar to 
that for other developing and emerging market economies, but the standard deviation of the 
forecast error for the budget deficit is higher in ADB regional members; (3) ADB regional 
members are overrepresented among outliers for which outturns were better than expected. All 
ADB regional members in this group are Pacific developing member countries).

These findings suggest that fiscal risk in ADB regional members is driven by poor forecast-
ing and data collection capacity by the intrinsic volatility of small economies and commodity 
exporters. In such a situation, investing in data collection and forecasting ability can give high 
returns. Countries that are subj ect to large shocks should instead make greater use of contin-
gent debt instruments such as catastrophe bonds, GDP indexed bonds, or commodity-linked 
bonds (see Chapter 15 on fiscal insurance in this volume).

This chapter relates to a relatively small body of literature aimed at assessing fiscal risks 
and developing policies for mitigating these risks. It contributes to the literature by bringing 
new data to the analysis, studying the correlates of fiscal risk across groups of countries, and 
conducting a detailed analysis of episodes that have large deviations between fiscal forecasts 
and outturns.

Schick (1998) is probably the first comprehensive study of the links between fiscal risk and 
public debt management, and Brixi and Schick (2002) is an early collection of essays on fiscal 
risk with a particular focus on contingent liabilities.

Campos et al. (2006) do not focus on fiscal risk, but show that exchange rate shocks in the 
presence of foreign currency debt can play an important role in explaining debt explosions in 
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emerging and developing economies (on the drivers of debt explosions, see also Weber (2012) 
and Jaramillo et al. (2016)). This chapter corroborates the results of Campos et al. (2006) by 
showing that exchange rate volatility is an important driver of fiscal risk. While Campos et al. 
(2006) focus on debt explosions, Celasun et al. (2006) study the distribution of fiscal shocks 
and develop a fan-chart approach to evaluate fiscal risk in emerging market economies.

Cebotari et al. (2009) describe fiscal risk using a methodology similar to that used in this 
chapter (i.e., by comparing IMF World Economic Outlook (WEO) forecasts with outturns) 
and also provide an overview of fiscal risk management practices in several advanced and 
developing economies.5 These authors found that macroeconomic shocks (especially exchange 
rate shocks in the presence of foreign currency debt) and contingent liabilities in the banking 
system are important drivers of fiscal risk. This chapter updates the data used by Cebotari et 
al. (2009) and presents a detailed analysis of the correlates of fiscal risk.

Budina and Petrie (2013) provide a detailed discussion of fiscal risks and show that conven-
tional cash-basis government accounting rules amplify fiscal risk because these rules do not 
allow for an adequate treatment of contingent liabilities. These authors studied the drivers of 
the increase in the debt and deficit-to-GDP ratio in the aftermath of the global financial crisis. 
While Budina and Petrie did not conduct a similar analysis for developing and emerging econ-
omies, they provide a detailed discussion on how macroeconomic risk should be incorporated 
in fiscal analysis and on how fiscal risk should be disclosed and mitigated (including a detailed 
discussion on risk allocation).

IMF (2016) presents a comprehensive analysis of best practices for analyzing and managing 
fiscal risk. It concludes that countries should aim at collecting “ comprehensive, reliable, and 
timely fiscal data covering all public entities”  and “ make greater use of probabilistic forecasts 
methods when setting long-run obj ectives and medium-term targets for fiscal policy” . It also 
points out that conventional analyses tend to underplay the importance of fiscal risk, and that 
the balance of risks is skewed toward the downside because (1) forecasts often suffer from an 
optimist bias; (2) rare and hard-to-predict large negative events are more likely than equally 
large positive events; and (3) negative shocks are often correlated, with a bunching of contin-
gent liability realizations in crisis periods. The IMF report also developed a methodology that 
emphasizes tail risks and that is thus suitable for applying the probabilistic approach to debt 
dynamics in low-income countries.

Part of the analysis of IMF (2016) is based on a novel dataset on the fiscal costs of con-
tingent liabilities assembled by Bova et al. (2019). These authors studied 80 economies (34 
advanced economies and 46 developing and emerging economies) over the period 1990–2014 
and identified 192 contingent liability episodes. They found that, on average, the economies in 
their sample had a contingent liability realization with a cost of 6 percent of GDP once every 
12 years. The most frequent episodes are associated with financial sector problems; these are 
also the episodes with the highest fiscal cost. The second most frequent category is disasters 
triggered by natural hazards, with an average cost of 1.6 percent of GDP. Next are episodes 
associated with state-owned enterprises, subnational governments, and legal liabilities. Bova 
et al. (2019) also found that contingent liabilities tend to materialize during periods of low 
growth and banking crises and that more transparent fiscal accounts and stronger governance 
indicators are negatively associated with the prevalence and cost of such episodes.
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2. FISCAL  RISK  AROU ND THE WORL D

To quantify fiscal risk, we downloaded different vintages of the IMF WEO dataset and 
compared outturns for the debt-to-GDP ratio, general government balance-to-GDP ratio, and 
primary balance-to-GDP ratio with their forecasts at time t−1 and t−2.

We measured the outturn using data from a WEO vintage issued at time t+ 2 (we do not use 
the latest available dataset to limit problems related to redefinition of variables).6 We adopted 
the same procedure for GDP growth, inflation, and interest payments.

This section describes the forecast errors for the debt-to-GDP ratio and the budget balance 
to-GDP ratio (Panizza 2020 reports additional data). It shows separate summary statistics for 
advanced economies, middle-income economies, and low-income economies as defined by 
the World Bank. In this chapter, we classify economies into the World Bank’s six geographic 
regions: East Asia and Pacific, Eastern Europe and Central Asia, L atin America and the 
Caribbean, Middle East and North Africa, South Asia, and sub-Saharan Africa (see Appendix 
Table 9A.5 for list of economies). We also present separate summary statistics for ADB 
regional members in the Asia and Pacific subregions: Central and West Asia, East Asia, South 
Asia, Southeast Asia, and the Pacific.

The main findings of this section are that forecast errors are large, skewed, and downward 
biased (that is, deficits and debt levels often turn out to be larger than expected). This down-
ward bias tends to be larger in developing economies, but there is substantial variance across 
developing regions, with the average downward bias being smaller in developing Asia (and in 
ADB regional members) than in the rest of the developing world.7

2.1 Debt-to-GDP Ratio

Table 9.1 focuses on the debt-to-GDP ratio. The top panel compares outturns with 1-year ahead 
forecasts, and the bottom panel compares outturns with 2-year ahead forecasts. In the group 
of advanced economies (see Appendix Table 9A.5), average outturns for the debt-to-GDP are 
about 0.4 percent of GDP higher than forecasts at t −1 and t −2, but the distribution is right 
skewed with a large dispersion in outcomes.8

Fiscal risk is higher in middle-income economies, with outturns for the debt-to-GDP ratio 
which are on average 3.2 percent of GDP above the forecasts at t−1 (5.2 percent at t−2). In 
this case, the difference is also positive for the median country-year and the distribution is 
extremely right skewed.9 The situation for low-income economies is somewhere in between 
that of high- and middle-income economies.

Table 9.1 Debt-to-GDP ratio, out turn v ersus forecasts (%)

Group Mean Median SD P10 P25 P75 P90 Skew

Outturn - Et−1 (all available years)

AE 0.36 −0.36 9.48 −7.87 −4.00 3.95 10.61 0.42

MIC 3.16 1.89 8.28 −4.18 −1.71 5.91 15.11 1.02

L IC 0.85 0.32 13.32 −11.59 −4.92 5.68 13.02 1.07

EAP 0.48 0.00 8.00 −6.90 −3.06 3.66 7.69 0.48

ECA 0.50 −0.38 9.53 −8.34 −4.15 4.17 10.50 1.04
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Group Mean Median SD P10 P25 P75 P90 Skew

Outturn - Et−1 (all available years)

L AC 1.25 1.10 11.97 −10.61 −3.68 6.08 12.52 0.17

MNA 3.25 2.06 10.54 −9.32 −2.52 8.37 18.69 0.41

SA −1.23 0.84 13.77 −17.15 −1.34 4.07 9.63 −1.66

SSA 4.09 2.55 15.23 −12.42 −3.21 10.21 21.39 0.91

ADB −0.23 −0.02 9.67 −8.04 −3.33 3.46 7.78 −0.81

Outturn - Et−2 (all available years)

AE 0.4 −0.3 11.3 −12.1 −4.9 5.7 14.2 0.13

MIC 5.2 2.8 10.8  −5.4 −0.8 9.8 19.3 0.82

L IC 2.0 1.5 15.8 −12.7 −4.7 8.1 17.7 0.21

EAP 1.0 0.5 8.9 −8.1 −3.3 5.7 10.0 −0.02

ECA 1.2 0.2 11.9 −12.0 −5.0 6.6 15.1 0.65

L AC 1.9 1.9 14.6 −12.4 −4.0 8.2 17.6 −0.43

MNA 6.4 3.9 14.0 −8.9 −2.4 14.8 24.9 0.46

SA −1.8 1.7 17.9 −18.7 −3.0 6.1 11.1 −1.84

SSA 6.5 5.0 17.6 −11.3 −2.8 14.7 27.9 0.30

ADB −0.03 0.46 11.95 −10.74 −4.56 5.38 11.10 −1.42

Notes:
ADB = Asian Development Bank; AE = advanced economy; EAP = East Asia and Pacific; ECA = Eastern Europe 
and Central Asia; GDP = gross domestic product; L AC = L atin America and the Caribbean; L IC = low-income 
country; MNA = Middle East and North Africa; SA = South Asia; SSA = sub-Saharan Africa; WEO = World 
Economic Outlook.
See Appendix Table 9A.5 for a list of economies in various groups.
Source: Author’s calculations based on different vintages of WEO data.

Within the group of developing economies in the World Bank regions, the average difference 
between outturns and forecasts is particularly large in sub-Saharan Africa and in the Middle 
East and North Africa, while East Asia and Pacific and Eastern Europe and Central Asia have 
values similar to those of the advanced economies (especially for forecasts at t−1). South Asia 
is the only region for which the average country has an outturn for the debt-to-GDP ratio which 
is lower than the forecast and for which the distribution is left skewed.

The data for ADB regional members are somewhere in between those of economies in the 
World Bank’s East Asia and Pacific and South Asia. The average forecast error is negative, 
the median error is zero, and the distribution is right skewed. While these values suggest that 
downside fiscal risk is, on average, smaller within ADB regional members, the within-group 
variance tends to be large, with positive forecast errors in the World Bank’s East Asia subre-
gion and negative forecast errors in South Asia (Appendix Table 9A.1). 

Focusing on 2020 data, we find very large differences between the WEO forecasts issued 
in October 2019 and in June 2020 (see Figure 1 in Panizza 2020). Differences are particularly 
large for advanced economies (17 percent of GDP on average) and slightly smaller for middle- 
and low-income economies (10 percent of GDP and 7 percent of GDP, respectively).

Among groups of developing economies (Appendix Table 9A.5), the average difference 
between outturns and forecasts is higher in L atin America, Eastern Europe and Central Asia, 
and the Middle East and North Africa, and much lower in East Asia and Pacific. The forecast 
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errors are also positive and large for all ADB regional members, and especially large for South 
Asia.

2.2 Budget Balance

Focusing on the budget balance (Table 9.2), we find that advanced economies had budget 
deficits which, on average, were 0.3 percent of GDP larger than expected one year before. 
However, the median country had a smaller deficit (or a larger surplus) than expected and the 
distribution of outcomes is only slightly left skewed.10

In the case of middle-income economies, the average outturn for the budget balance is 
nearly 1 percent of GDP below the 1-year ahead forecast (1.4 percent of GDP for 2-year ahead 
expectations). The distribution is heavily left skewed, with the value at the 10th percentile 
almost twice as large (in absolute value) as the value at the 90th percentile. As in the case of 
the debt-to-GDP ratio, the behavior of low-income countries is somewhere in between that for 
middle- and high-income economies.

Within the group of developing economies in the World Bank regions, we find that the 
average outturn in East Asia and Pacific was 0.75 percent of GDP above the expected 1-year 
ahead forecast and almost identical to two years ahead. In this region, we also find a right 
skewed distribution of the forecast error. However, there are large differences within the East 
Asia and Pacific region, with the deviation between outturns and 1-year ahead expectations 
ranging from −4.4 percent of GDP for the country-year at the 10th percentile of the distribu-
tion and 5 percent of GDP for the country-year at the 90th percentile of the distribution. In 
the Middle East and North Africa, on the other hand, deficits were on average much larger 
than expected, with a difference between outturn and 1-year ahead forecasts of 1.2 percent of 
GDP (1.8 percent of GDP for 2-year ahead expectations). There is also a large dispersion of 
outcomes in this case.

Table 9.2 B udget balance-to-GDP ratio, out turn v ersus forecasts (%)

Group Mean Median SD P10 P25 P75 P90 Skew

Outturn - Et−1 (all available years)

AE −0.28 0.22 3.21 −3.39 −1.16 1.31 2.51 −1.39

MIC −0.90 −0.43 5.33 −5.58 −2.63 1.12 2.99 −1.16

L IC −0.58 −0.21 4.90 −5.47 −2.20 1.41 3.82 −1.57

EAP 0.75 0.20 7.68 −4.40 −1.59 1.86 5.06 2.41

ECA −0.33 0.24 3.36 −4.53 −1.50 1.44 2.77 −0.99

L AC −0.42 −0.30 4.59 −4.79 −2.10 0.98 3.03 3.29

MNA −1.22 −0.72 8.38 −9.40 −4.31 1.88 6.11 −0.84

SA −0.32 −0.08 4.30 −3.97 −1.77 0.98 3.54 −0.21

SSA −0.97 −0.52 5.57 −6.78 −3.12 1.42 4.73 −1.06

ADB 1.0 0.0 7.6 −4.6 −2.0 1.9 5.6 3.17
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Group Mean Median SD P10 P25 P75 P90 Skew

Outturn - Et−2 (all available years)

AE −0.57 0.07 3.77 −5.24 −1.95 1.42 2.78 −1.06

MIC −1.39 −0.76 6.30 −6.78 −3.13 0.79 3.24 −1.17

L IC −0.99 −0.77 6.45 −6.23 −2.99 1.30 4.19 −1.15

EAP −0.08 −0.05 9.77 −5.43 −2.14 1.90 4.89 −0.31

ECA −0.63 0.01 3.73 −5.52 −2.14 1.42 2.97 −1.16

L AC −0.57 −0.87 6.15 −5.85 −2.82 1.00 3.63 5.52

MNA −1.83 −0.97 9.74 −12.25 −5.28 1.89 7.75 −0.75

SA −0.75 −0.51 4.47 −5.59 −2.77 1.06 3.64 −0.15

SSA −1.42 −1.13 6.46 −7.38 −3.76 1.03 4.92 −1.60

ADB 0.6 −0.2 8.6 −5.3 −2.4 2.0 5.8 1.62

Notes:
ADB = Asian Development Bank; AE = advanced economy; EAP = East Asia and the Pacific; ECA = Eastern 
Europe and Central Asia; GDP = gross domestic product; L AC = L atin America and the Caribbean; L IC = 
low-income country; MNA = Middle East and North Africa; SA = South Asia; SSA = sub-Saharan Africa; WEO = 
World Economic Outlook.
See Appendix Table 9A.5 for a list of economies in various groups.
Source: Author’s calculations based on different vintages of WEO data.

The average for ADB regional members has a fiscal outturn which is a 1 percentage point 
of GDP above what was expected at t−1, and the median country has a forecast error which 
is close to zero. The strong performance of ADB regional members, however, is due to the 
behavior of a few outliers in the Pacific subregion (Appendix Table 9A.2). There are large 
positive values in some Pacific developing member countries (K iribati, the Federated States 
of Micronesia, Nauru, Solomon Islands, and Tuvalu). On the other hand, the forecast errors 
are negative in Central and West Asia and in East Asia, and they are close to zero in South 
Asia and Southeast Asia. There are large negative values (below 1 percent of GDP) in India, 
K azakhstan, the K yrgyz Republic, Mongolia, Pakistan, Papua New Guinea, Samoa, and Sri 
L anka. Commodity-producing countries like Azerbaij an and K azakhstan also have large 
swings in the difference between the expected and actual budget balances.

The overall pattern for the primary budget balance (Table 3 in Panizza 2020) is similar 
to that of the overall balance, but with larger negative values for advanced and low-income 
countries, indicating that in some of these countries, forecasts overstated real interest rate 
expenditures.

3. THE ROL E OF FORECAST ERRORS IN DEBT-DYNAMIC 
VARIABL ES

The standard debt-dynamic equation expresses the change in the debt-to-GDP ratio as a func-
tion of the primary deficit, interest rates, inflation, and real GDP growth. This section studies 
how forecast errors in the debt-dynamic variables contribute to errors in debt-to-GDP ratio 
forecasts.

Before considering all these variables together, we first studied the role of forecast errors in 
GDP growth, because growth is a key component of fiscal risk.
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3.1 Fiscal Risk and GDP Growth Forecast Errors

To study how forecast errors on GDP growth at time t−1 and t−2 affect fiscal risk, we first 
estimate the following regression:

d E d g E gt c t i t c t c t i t c t c, - , , - , ,
- -� � � � � �� � �� � �  (9.1)

Where dt, c and gt, c are the debt-to-GDP ratio and real GDP growth at time t in country c, and 
E t−i denotes expectations taken at time t−i.

The first column of Table 9.3 shows that when growth of advanced economies is 1 percent-
age point lower than expected, the debt-to-GDP ratio grows 1.7 percentage points of GDP 
more than expected. Errors in growth forecasts explain 40 percent of the variance in errors 
of public debt-to-GDP forecasts. The second column of Table 9.3 estimates a model similar 
to that of column 1, but which also allows for country-specific fixed effects (i.e., it controls 
for the fact that certain economies may make systematic errors in their debt-to-GDP ratio 
forecasts). Controlling for fixed effects does not alter the correlation between errors in growth 
forecasts and errors in debt-to-GDP forecasts, and the fixed effects only explain 7 percent of 
the variance of debt-to-GDP forecast errors.

Table 9.3  Debt-to-GDP ratio and GDP grow th, out turn v ersus forecasts (%)

 (1) (2) (3) (4) (5) (6) (7) (8)

 AE AE MIC MIC LIC LIC ADB ADB

Outturn - Et-1

GR-E(GR) −1.658*** −1.648*** −0.421*** −0.720*** −1.067*** −0.904*** −0.82*** −1.02***

 (−16.27) (−16.09) (−5.85) (−6.83) (−6.31) (−4.95) (−4.94) (−6.39)

Const. −0.011*** −0.011*** 0.024*** 0.018** * −0.006 −0.004 −0.01* −0.01**

 (−2.932) (−2.976) (5.295) (4.046) (−0.832) (−0.561) (−1.77) (−2.32)

N. Obs. 407 407 347 347 341 341 232 232

R2 0.3953 0.4723 0.0904 0.2994 0.1051 0.3321 0.0963 0.3425

Country FE NO YES NO YES NO YES NO YES

Notes:
*** p <  0.01, ** p <  0.05, * p <  0.1.
ADB = Asian Development Bank; AE = advanced economy; GDP = gross domestic product; L IC = low-income 
country; MIC = middle-income country; WEO = World Economic Outlook.
t-statistics in parentheses.
See Appendix Table 9A.5 for a list of economies in various groups.
Source: Author’s calculations based on different vintages of WEO data.

In middle-income countries there is a much smaller correlation between errors in growth 
forecasts and errors in debt-to-GDP forecasts. In this sample of countries, when growth is 1 
percentage point lower than expected, the debt-to-GDP ratio increases by 0.4 percentage point 
of GDP more than expected, and errors in growth forecasts explain less than 10 percent of 
the variance of debt-to-GDP forecast errors (column 3). Controlling for country-fixed effects 
increases the correlation between errors in growth forecasts and errors in debt-to-GDP from 
0.4 to 0.7 and contributes to explaining 20 percent of the variance debt-to-GDP forecast errors 
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(column 4). In low-income economies (columns 5 and 6), a 1 percentage point forecast error 
in GDP growth is associated with a 1 percentage point error in the debt-to-GDP ratio. Also, 
in this case, country-specific effects explain most of the variance of the forecast errors. The 
last two columns show that ADB regional members are similar to the average middle-income 
country in terms of the share of variance explained by growth forecast errors but close to 
low-income countries in terms of point estimates.11

L ooking at World Bank regional subgroups, we find that forecast errors in GDP growth 
are an important driver of forecast errors for the debt-to-GDP ratio in Eastern Europe and 
Central Asia (the correlation between the two errors and the fit of the regression are similar 
to those of advanced economies), and that forecast errors in GDP growth are not a key driver 
of forecast errors in debt-to-GDP in East Asia and Pacific, Middle East and North Africa, and 
sub-Saharan Africa.

There are also large differences across ADB regional members in Asia and the Pacific. 
GDP growth forecast errors are important in South Asia, while they seem to matter less in East 
Asia and the Pacific. This is especially the case for 2-year forecasts. In this case, GDP growth 
forecast errors are not significantly correlated with debt-to-GDP forecasts in Central and West 
Asia, East Asia, and the Pacific.

Taken together, these results suggest that errors in growth forecasts play an important 
role (albeit not the most important) in explaining fiscal risk in advanced economies, but that 
country-specific idiosyncratic factors are more important drivers of fiscal risk in middle- and 
low-income economies.

3.2 Fiscal Risk and Debt Dynamics

It is possible to use the standard debt-dynamic equation to explore the relative contributions 
of forecast errors for the primary balance, interest rates, inflation, and GDP growth to forecast 
errors in the debt-to-GDP ratio.

Standard debt-dynamic accounting allows the debt-to-GDP ratio to be expressed as a func-
tion of its lagged value minus the primary balance over GDP, plus the interest rate bill, minus 
nominal GDP growth (given by real GDP growth plus inflation) multiplied by the lagged 
debt-to-GDP ratio, plus the stock flow reconciliation.12 Formally:

d d i g pb sft t� � � �� � � ��1 1 �  (9.2)

Where d is the debt-to-GDP ratio, i  the interest rate, g real GDP growth, À  the inflation rate, 
pb the primary balance-to-GDP ratio, and sf the stock–flow reconciliation.

Taking expectations at time t−1 yields:

E d d E i E E g E pb E sft t t t t t t t- - - - - - -
- - -

1 1 1 1 1 1 1
1� �� � ��  (9.3)
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Subtracting (9.3) from (9.2) and dividing by dt−1 , we obtain:
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As the only component of equation (9.4) which is not observable is the stock–flow reconcilia-
tion, this variable is obtained as a residual.

The four components in the right-hand side of equation (9.4) describe the relative contribu-
tion of measurement errors in the four elements of the debt-dynamic equation to forecast errors 
in the debt-to-GDP ratio as a proportion of the lagged debt-to-GDP ratio.

Table 9.4 shows that forecast errors in the primary balance of advanced economies account 
for approximately 19 percent of the forecast error in the debt-to-GDP ratio, growth shocks 
account for 8 percent, interest rate shocks for 3 percent, and inflation shocks for less than 
1 percent. Much of the prediction error (72 percent) is not associated with the standard 
debt-dynamic components (a fact Campos et al. 2006 already show in a different setup), but 
with the residual stock–flow reconciliation. The second row of Table 9.4 shows a large varia-
tion in these shares.

Table 9.4  Debt-to-GDP ratio and GDP grow th, de composition of outturn v ersus 
forecasts (%)

 pb int inf gr ε
Outturn - Et−1

AEμ 18.6 3.1 −0.3 7.9 71.9

AEσ 56.7 14.4 26.1 25.6 81.2

MICμ 21.7 2.8 1.8 7.8 76.2

MICσ 77.3 14.9 28.8 25.6 96.7

L ICμ 12.9 1.8 0.7 4.1 82.9

L ICσ 63.7 11.2 26.9 21.5 75.8

EAPμ 20.7 2.6 1.3 3.8 75.4

EAPσ 78.5 12.4 24.4 22.7 100.1

ECAμ 22.8 3.0 −0.3 7.9 68.6

ECAσ 60.0 13.4 27.3 24.1 81.8

L ACμ 17.5 1.2 −1.4 3.4 79.9

L ACσ 63.0 14.4 31.2 27.9 82.3

MNAμ 23.7 2.5 −0.7 5.8 77.0

MNAσ 74.8 14.7 24.8 21.7 101.8

SASμ 31.7 5.3 6.1 12.8 51.9

SASσ 76.6 14.3 28.0 30.4 111.2
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 pb int inf gr ε
Outturn - Et−1

SSAμ 10.4 2.2 0.2 3.2 87.8

SSAσ 55.5 9.2 26.2 21.1 71.6

ADBμ 23.3 2.7 3.4 7.1 59.8

ADBσ 126.5 12.7 30.6 23.7 137.6

Notes:
μ= mean; σ= standard deviation; ADB = Asian Development Bank; AE = advanced economy; EAP = East Asia and 
Pacific; ECA = Eastern Europe and Central Asia; GDP = gross domestic product; L AC = L atin America and the 
Caribbean; MNA = Middle East and North Africa; SA = South Asia; SSA = sub-Saharan Africa; WEO = World 
Economic Outlook.
See Appendix Table 9A.5 for a list of economies in various groups.
Source: Author’s calculations based on different vintages of WEO data.

The variation of the shares in middle-income economies is similar to advanced economies, 
but inflation shocks are more important contributors, and in low-income economies, primary 
balance and growth forecast errors are less important contributors to the debt-to-GDP ratio 
forecast error. More than 80 percent of this forecast error is associated with the unexplained 
residual.

Within the World Bank groups of developing economies, primary balance shocks are espe-
cially important in South Asia and in the Middle East and North Africa regions. South Asia 
also has the smallest unexplained component (which, however, still accounts for 50 percent of 
the debt-to-GDP forecast error) and the region where all types of shocks play an important role 
in explaining debt-to-GDP forecast errors.

In ADB regional members, on average nearly one-quarter of the forecast error in 
debt-to-GDP is explained by forecast errors in the primary balance and about 10 percent by 
forecast errors in nominal GDP growth (3 percent inflation and 7 percent real growth); and 
the unexplained residual is associated with 60 percent of the forecast errors (Table 9A.3). 
There are large variations among ADB regional members (Table 9A.4). Errors in the primary 
balance are particularly important in Central and West Asia (where they account for 60 percent 
of the forecast error in the debt-to-GDP ratio, and the unexplained part “ only”  accounts for 24 
percent of the forecast error), but also in Southeast Asia and the Pacific.

The case of East Asia is interesting because this subregion is characterized by large forecast 
errors in the primary balance, but these errors go in the opposite direction with respect to other 
economies. East Asian economies have, on average, outturns for the budget deficit which are 
smaller than predicted at time t−1. There are also negative contributions from interest rates and 
inflation. The counterpart of these negative contributions is a large share for the unexplained 
part which, in these countries, amounts to 200 percent. In East Asia, fiscal forecasts are too 
conservative!

3.3 Budget Balance and Growth Forecast Errors

As GDP growth and the budget balance (especially the primary balance) are both important 
drivers of forecast errors in the debt-to-GDP ratio, it is interesting to explore the correlation 
between forecast errors in these two variables.
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Table 9.5 reports the results of an exercise similar to that of Table 9.3, but focusing on fore-
cast errors in the budget balance over GDP instead of the debt-to-GDP ratio. Columns 1 and 2 
show that in advanced economies a 1 percent error in growth forecast is associated with a 0.7 
percentage point error in budget balance forecast. The regressions also show that in advanced 
economies, errors in growth forecast explain more than 40 percent of the variance budget 
balance forecast errors, and country-fixed effects explain less than 5 percent of this variance.

Table 9.5  B udget balance-to-GDP ratio and GDP grow th, out turn v ersus forecasts (%)

 (1) (2) (3) (4) (5) (6) (7) (8)

 AE AE MIC MIC LIC LIC ADB ADB

Outturn - Et-1

GR-E(GR) 0.698** * 0.713*** 0.157*** 0.162*** 0.208*** 0.190*** 0.32*** 0.26***

 (25.07) (25.48) (4.96) (4.90) (5.56) (5.12) (4.11) (3.87)

Const. 0.0014* 0.002* −0.007*** −0.006*** −0.003 −0.003* 0.01*** 0.01***

 (1.69) (1.82) (−3.08) (−3.09) (−1.44) (−1.69) (3.62) (4.16)

N. Obs. 842 842 647 647 641 641 473 473

R2 0.428 0.47 0.036 0.134 0.046 0.227 0.0346 0.3724

Country FE NO YES NO YES NO YES NO YES

Notes:
***  p <  0.01, ** p <  0.05, * p <  0.1.
ADB = Asian Development Bank; AE = advanced economy; GDP = gross domestic product; L IC = low-income 
country; MIC = middle-income country; WEO = World Economic Outlook.
t-statistics in parentheses.
See Appendix Table 9A.5 for a list of economies in various groups.
Source: Author’s calculations based on different vintages of WEO data.

The relationship between forecast errors in GDP growth and forecast errors in the budget 
balance is much weaker in middle-income economies. In this case, a 1 percentage point error 
in growth forecasts is associated with a 15–20 basis points error in budget balance forecasts 
(Table 9.5, columns 3–6). In middle-income economies, growth forecast errors explain less 
than 5 percent of the variance in budget balance forecast errors. The last two columns focus on 
ADB regional members. The share of variance explained by growth forecast errors is similar 
to that of middle-income economies, but the point estimates are larger than those in the full 
sample of middle-income economies, and they remain significant for 2-year ahead forecasts.13

As in the case of debt-to GDP ratio, we find that GDP growth shocks are an important factor 
in predicting forecast errors in the budget balance (and the primary budget balance) in Eastern 
Europe and Central Asia and that they are less important in South Asia (where the correlation 
is not even statistically significant), sub-Saharan Africa, and East Asia.

The main takeaway of this subsection is that forecast errors in GDP growth are important 
drivers of fiscal risk. In the average middle-income economy, they contribute about 8 percent 
to the debt-to-GDP ratio forecast error (Table 9.4). However, this is not their only contribution 
to fiscal risks as shocks to GDP growth are also strongly correlated with forecast errors in the 
primary balance which, in turn, explain 22 percent of the forecast errors in the debt-to-GDP 
ratio.



Fiscal uncertainty:  forecasting Asia’s fiscal accounts 251

4. THE CORREL ATES OF FISCAL  RISK

This section studies which variables are correlated with fiscal risk. As before, we start with 
forecast errors in the debt-to-GDP ratio and then move to forecast errors in the budget balance. 
As Table 9.4 showed that forecast errors in GDP growth are a key driver of forecast errors in 
public debt-to-GDP, we start by unpacking equation (1) and estimate the following model:

d E d a g E gt c t i t c c t c t i t c t c, , , , ,� � � � � � � � �� �� � �  (9.5)

Note that equation (9.1) is equivalent to estimating equation (9.5) together with the restriction 
that � �� � .

The first four columns of Table 9.6 show that β  is approximately equal to ��  in develop-
ing and emerging economies but that in advance economies � �� �2 ,  and that γ  is not even 
statistically significant ( γ  is only marginally significant in ADB regional members).

The point estimates suggest that in advanced economies, a 1 percentage point forecast error 
for GDP growth is associated with an 80 basis point increase in the debt-to-GDP ratio over and 
above what was expected, but that another 80 basis point surprise in the debt-to-GDP ratio is 
associated to the GDP growth outcome itself, irrespective to what expected growth was. The 
results indicate a systematic underestimation of countercyclical fiscal policy in debt-to-GDP 
forecasts in advanced economies, but not in developing and emerging economies. This result 
is likely to be due to the fact that countercyclical fiscal policies are not in place in the average 
developing and emerging economy.

Table 9.6  Debt surprises and GDP grow th

 (1) (2) (3) (4) (5) (6) (7) (8)

GR −0.957*** −1.694*** −0.831*** −1.028***     

 (0.0997) (0.210) (0.100) (4.77)     

E(GR) 0.746*** 0.865 0.694*** 0.992* 0.629*** 0.765 0.561*** 0.951*

 (0.145) (0.879) (0.141) (1.982) (0.177) (0.913) (0.183) (1.89)

GRxGT     −0.549** −1.514*** −0.378 −0.568

     (0.235) (0.299) (0.269) (1.18)

GRxBT     −0.933*** −1.800*** −0.791*** −1.10***

     (0.132) (0.267) (0.132) (3.71)

BT     0.027** −0.001 0.033** 0.027

     (0.011) (0.014) (0.015) (0.86)

N. Obs 1,697 317 1,380 232 1,697 317 1,380 232

N. Cy 190 26 164 31 190 26 164 31

Cy FE Yes Yes Yes Yes Yes Yes Yes No

Sample All AE DEV& EM ADB All AE DEV& EM ADB

Notes:
*** p <  0.01, ** p <  0.05, * p <  0.1.
ADB = Asian Development Bank; AE = advanced economy; DEV& EM = developing and emerging; GDP = gross 
domestic product; WEO = World Economic Outlook.
Robust standard errors in parentheses.
See Appendix Table 9A.5 for a list of economies in various groups.
Source:  Author’s elaborations based on different vintages of WEO data.
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As a next step, we created “ bad times”  and “ good times”  dummy variables (the bad times 
dummy variable takes value 1 when GDP growth is below the country-specific median 
growth, the good times dummy is the opposite), and then we augmented equation (9.5) with 
this dummy and the interaction between each of the two dummies and realized GDP growth.

Column 6 shows that, conditional on GDP growth, in advanced economies there are no 
differences in debt-to-GDP forecast errors between good and bad times (the coefficient for 
the dummy is not statistically significant and with a point estimate close to zero), and the 
correlation between GDP growth and debt-to-GDP forecast errors tends to be higher during 
bad times. However, the difference in this correlation between good and bad times is small.

In developing and emerging economies, we also find that the correlation between GDP 
growth and debt-to-GDP forecast errors is higher during bad times (twice as high as in good 
times, column 7). However, controlling for GDP growth, the debt-to-GDP ratio forecast error 
increases by 3 percentage points during bad times. The results for ADB regional members 
are similar to those of developing and emerging economies (column 8). The Independent 
Evaluation Office (2014) found significant over prediction of GDP growth during recessions 
and crisis times; Table 9.8 shows that these biases extend to fiscal forecasts ev en after con-
trolling for the bias in GDP forecasts.14

Table 9.7 studies the roles of exchange rate and inflation. It shows that exchange rate depre-
ciations (DX R  <  0) play no role in advanced economies (column 2), but they are an important 
determinant of fiscal risk in developing economies. The coefficient is particularly large in 
ADB regional members (columns 3 and 4). This result is likely because developing and 
emerging market economies tend to have part of their public debt denominated in foreign cur-
rency (Eichengreen et al. 2005; and Panizza and Taddei 2020). The point estimates of columns 
3 and 4 indicate that a 10 percent currency depreciation is associated with a 2.5 percentage 
point unexpected increase in the debt-to-GDP ratio of developing and emerging economies 
and 4 percentage points in ADB regional members.

Inflation is associated with an unexpected increase in the debt-to-GDP ratio in advanced 
economies (column 6), but has no effect on public debt surprises in developing and emerging 
economies (columns 7 and 8).

Table 9.7  Debt surprises, G DP grow th, e x change rate, and i nflation

 (1) (2) (3) (4) (5) (6) (7) (8)

GRxGT −0.420 −1.537*** −0.133 0.042 −0.429* −1.479*** −0.131 0.042

 (0.261) (0.240) (0.291) (0.11) (0.258) (0.215) (0.288) (0.115)

GRxBT −0.493*** −2.099*** −0.382** −0.1950 −0.556*** −2.048*** −0.451** −0.191

 (0.166) (0.496) (0.152) (0.528) (0.187) (0.527) (0.176) (0.479)

BT 0.0230* 0.00353 0.0343* 0.026 0.0241* 0.00241 0.0364** 0.026

 (0.0135) (0.0113) (0.0177) (0.93) (0.0137) (0.0110) (0.0180) (0.869)

DXR −0.203*** −0.0212 −0.242*** −0.412*** −0.209*** −0.0430 −0.250*** −0.412***

 (0.0430) (0.0524) (0.0511) (3.2819) (0.0466) (0.0548) (0.0564) (3.08)

INF     −0.0892 0.987** −0.0886 0.011

     (0.0788) (0.376) (0.0893) (0.041)

E(GR) 0.678** 0.936 0.673** 0.623 0.631** 0.646 0.621** 0.622
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 (1) (2) (3) (4) (5) (6) (7) (8)

 (0.260) (0.824) (0.276) (1.32) (0.248) (0.837) (0.262) (1.332)

N. Obs 1,507 291 1,216 201 1,504 291 1,213 201

N. Cy 189 26 163 31 189 26 163 31

Cy FE Yes Yes Yes Yes Yes Yes Yes Yes

Sample All AE DEV& EM ADB All AE DEV& EM ADB

Notes:
***  p <  0.01, ** p <  0.05, * p <  0.1.
ADB = Asian Development Bank; AE = advanced economy; DEV& EM = developing and emerging; GDP = gross 
domestic product; WEO = World Economic Outlook.
Robust standard errors in parentheses.
See Appendix Table 9A.5 for a list of economies in various groups.
Source:  Author’s elaborations based on different vintages of WEO data.

Table 9.8 augments the model of Table 9.7 with a set of fiscal indicators measured at time t−1. 
Columns 1–4 show that high debt-to-GDP ratios are associated with negative forecast errors 
(the coefficient, however, is only significant in advanced economies). When advanced econ-
omies observe growing debt ratios, they tighten policy more than anticipated. Columns 5–8 
control for interest expenditure over GDP at time t−1 and show that this variable is negatively 
correlated with debt-to-GDP forecast errors, but the coefficient is only statistically significant 
in advanced economies. When we control interest expenditure, we find that the debt-to-GDP 
ratio is no longer associated with debt-to-GDP forecast errors. This finding is in line with the 
idea that interest expenditure over GDP is a better indicator of fiscal sustainability than the 
debt-to-GDP ratio.

Table 9.8 Debt surprises, G DP grow th, e x change rate and inflation

 (1) (2) (3) (4) (5) (6) (7) (8)

GRxGT −0.405 −1.46*** −0.105 0.057 −0.386 −1.45*** −0.0634 0.06

 (0.260) (0.234) (0.283) (0.150) (0.270) (0.214) (0.293) (0.13)

GRxBT −0.66*** −1.80*** −0.55*** −0.176 −0.67*** −1.96*** −0.58*** −0.12

 (0.200) (0.493) (0.194) (0.44) (0.201) (0.472) (0.200) (0.32)

BT 0.027** 0.0024 0.039** 0.0246 0.0276** 0.003 0.042** 0.02

 (0.013) (0.011) (0.017) (0.833) (0.013) (0.011) (0.018) (0.71)

DXR −0.21*** −0.039 −0.25*** −0.412*** −0.22*** −0.072 −0.25*** −0.42***

 (0.045) (0.053) (0.055) (0.07) (0.046) (0.051) (0.056) (3.03)

INF −0.097 0.734 −0.095 0.006 −0.100 1.071** −0.105 −0.018

 (0.074) (0.430) (0.085) (0.02) (0.076) (0.460) (0.089) (0.07)

Debt/ Y −0.060* −0.060** −0.053 −0.103 −0.043 −0.0466 −0.006 −0.09

 (0.035) (0.029) (0.061) (0.68) (0.035) (0.0312) (0.063) (−.67)

INT/ Y     −0.991** −0.92*** −1.504 −2.75

     (0.399) (0.294) (1.145) (0.65)

E(GR) 0.473** 0.244 0.483** 0.5105 0.488** 0.657 0.492** 0.39

 (0.195) (0.832) (0.214) (1.0098) (0.198) (0.767) (0.214) (0.791)

N. Obs 1,497 290 1,207 201 1,463 287 1,176 197
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 (1) (2) (3) (4) (5) (6) (7) (8)

N. Cy 188 26 162 31 182 26 156 29

Cy FE Yes Yes Yes Yes Yes Yes Yes Yes

Sample All AE DEV& EM ADB All AE DEV& EM ADB

Notes:
***  p <  0.01, ** p <  0.05, * p <  0.1.
ADB = Asian Development Bank; AE = advanced economy; DEV& EM = developing and emerging; GDP = gross 
domestic product; WEO = World Economic Outlook.
Robust standard errors in parentheses.
See Appendix Table 9A.5 for a list of economies in various groups.
Source:  Author’s elaborations based on different vintages of WEO data.

Further regressions reported in Panizza (2020) show that these results do not change if one 
controls for lagged total government revenues over GDP or lagged tax revenues over GDP. 
The World Bank Control of Corruption indicator is not significantly correlated with fiscal risk. 
In fixed effects regression, there is a weak positive correlation between debt-to-GDP forecast 
errors and the open budget index (an indicator of budgetary transparency assembled by the 
International Budget Partnership; see Table 13 in Panizza 2020) in the full sample of develop-
ing and emerging economies. This result suggests that as economies adopt more transparent 
budgets, they tend to have debt outturn that is larger than expected. This is likely to be due to 
the fact that a more transparent budget does not allow “ skeletons in the closet” .

Finally, there is no evidence that a more open capital account or higher credit ratings are 
associated with debt-to-GDP forecast errors in the average advanced economy and developing 
and emerging market economies (Tables 14–16 in Panizza 2020). However, there is some 
evidence that when ADB regional members open their capital account they tend to face lower 
fiscal risk.

Panizza (2020) repeats these exercises, focusing on forecast errors for the budget balance. 
While most of the results are similar to those described above, there are a few notable 
differences.

When studying the drivers of debt-to-GDP ratio forecast errors, we found that, controlling 
for GDP growth, debt tends to increase more than expected during bad times in developing 
countries, but there is no bad-times effect in advanced economies. We also found that the 
correlation between GDP growth and debt-to-GDP forecast errors is stronger (in absolute 
value) during bad times in both advanced and developing and emerging countries. Focusing 
on the budget balance, we find that deficits tend to be larger than expected during bad times 
in advanced economies, but we find no bad-times effect in developing and emerging market 
countries. Similarly, we find strong asymmetric effects (with a stronger correlation between 
GDP growth and deficits during bad times) in advanced economies but no asymmetry in devel-
oping and emerging economies (if anything the correlation is stronger during good times). The 
asymmetry, however, is still present if we focus only on ADB regional members.

These findings suggest that what we observed for the debt-to-GDP ratio is mostly due to 
procyclical balance sheet effects in developing and emerging market countries (hence, the 
effect is not reflected in the budget) and to countercyclical fiscal policy in advanced econo-
mies (with the effect reflected in the budget). The importance of balance sheet effects is also 
reflected by the role of the exchange rate which is statistically significant for debt-to-GDP 
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ratio forecast errors in developing and emerging market economies but does not have a statis-
tically significant effect on budget balance forecast errors.

Another difference between the debt and budget balance regressions is that in the latter the 
lagged debt-to-GDP ratio remains statistically significant in advanced economies even after 
controlling for the interest rate bill. Moreover, while higher past debt ratios are associated 
with positive prediction errors for the budget balance (indicating a more-than-expected budget 
tightening after large debt realizations), we find that a higher interest rate bill is associated with 
negative forecast errors (suggesting larger deficits or smaller surpluses after high interest bill 
realizations). 

5. L EARNING FROM OU TL IERS

To better understand the sources of large fiscal risk in ADB regional members, we first ranked 
all country-years by their 1-year ahead forecast error in terms of debt-to-GDP, deficit-to-GDP, 
and primary deficit-to-GDP and identified the top 10 and bottom 10 economies in each group.

In the list of episodes, fiscal outturns were much worse than expected in sub-Saharan Africa 
(57 percent of episodes), L atin America and the Caribbean (21 percent of episodes), and 
Middle East and North Africa (16 percent of episodes).

The list of episodes in which fiscal outturns were better than expected includes a large 
number of ADB regional members (48 percent of the total, the countries included in the list 
are ADB Pacific developing member countries), followed by countries in sub-Saharan Africa 
(33 percent of the total) and L atin America and the Caribbean (19 percent).

Next, we repeated the exercise by focusing only on ADB regional members and conducted 
a detailed analysis of IMF Article IV reports for the top- and bottom-ranked countries, to 
identify the causes of the forecast errors in the top 10 country-years that underperformed with 
respect to 1-year ahead forecasts (i.e., country-years with higher-than-expected debt and defi-
cits) and the top 10 country-years that overperformed with respect to 1-year ahead forecasts 
(i.e., country-years with lower-than-expected debt and deficits).

Table 9.9 O utliers, c ountries w ith w orse-than-ex pected outturn

Country Year Type of 
Slippage

Description or the Main Drivers of the Forecast Error

Azerbaij an 2016 D L ow oil prices; banking crisis, currency depreciation with FX debt, slow growth 
in trading partners.

Azerbaij an 2015 D L ow oil prices; currency depreciation with FX debt, slow growth in trading 
partners.

Vanuatu 2016 D Cyclone Pam (2015), but most of the debt increase is related to concessional debt; 
very small economy subj ect to large external shocks and volatile grants.

K yrgyz Republic 2015 D Currency depreciation with FX debt, low gold prices, fiscal slippages linked to 
elections.

L ao PDR 2014 D High initial debt levels and more-than-expected debt issuance to finance 
investment proj ects.
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Country Year Type of 
Slippage

Description or the Main Drivers of the Forecast Error

India 2015 D High debt levels, forecast errors are partly due to higher-than-expected real 
interest rates but no indication of other reasons for the forecast error in IMF 
Article IV.

Philippines 2017 D The increase in gross debt was mostly associated with an increase in liquid assets 
held by the government; hence, net debt did not deviate much from what was 
forecasted in period t−1.

Taj ikistan 2016 D, BB, 
PB

Article IV reports are not available for this period. Press releases on the IMF 
visits include the following statement: “ Since late-2014, Taj ikistan’s economy 
has suffered from external shocks, which affected economic confidence, reduced 
fiscal space and external buffers, and increased vulnerabilities” .

K azakhstan 2015 D, BB, 
PB

L ow oil prices, lower-than-expected revenues, exchange rate depreciation in the 
presence of FX debt.

Tuvalu 2016 D Very small economy subj ect to large external shocks and volatile budget support 
from Australia, New Z ealand, and the U nited K ingdom. Note that in 2016 fiscal 
indicators were improving, but were less than expected.

Mongolia 2016 BB, PB Substantial loosening of fiscal policy and increase in interest rates; anemic growth 
linked to low commodity prices; j udicial settlement with a mining company; 
currency depreciation.

K azakhstan 2016 BB, PB L ower-than-expected growth, as a consequence, the decrease of the primary 
deficit was slower than expected. Note that in this period fiscal indicators were 
improving, but were less than expected.

Papua New 
Guinea

2016 BB, PB Drought and decrease in price of commodity exports led to a sharp growth 
slowdown and drop in revenues. L arge recognition of contingent liabilities.

Viet Nam 2013 BB, PB Tax revenues fell short because of low economic growth, tariff reductions, and 
new exemptions. Capital expenditure was higher than planned.

Solomon Islands 2017 BB, PB L ower tax revenues and grants, development partners pulled out of financing an 
undersea fiber-optic cable.

Solomon Islands 2016 BB U nexpected decrease in grants.

Nepal 2018 BB L ower-than-expected grants and higher-than-expected primary expenditure.

Taj ikistan 2017 BB, PB Article IV reports are not available for this period. Besides that mentioned in 
2017, press release on the IMF visits states: “ There are downside risks to the fiscal 
outlook owing to infrastructure proj ects” . Note that in this period fiscal indicators 
were improving, but were less than expected.

Maldives 2014 PB L arge increase of the primary deficit to higher expenditures for subsidies, public 
sector wages, and social welfare.

Maldives 2016 PB L ower-than-expected revenues and large arrears clearance despite unchanged 
current spending.

Note:  BB = budget balance; D = debt-to-GDP; FX = foreign currency; IMF = International Monetary Fund; L ao 
PDR = L ao People’s Democratic Republic; PB = primary balance.
Source:  Author’s classification based on analysis of IMF Article IV reports.

Tables 9.9 and 9.10 summarize the outcome of this exercise. Although the maximum number 
of underperformers is 30 (10 country-years and three indicators), countries that in a given year 
underperform in one fiscal indicator often underperform in other indicators. Hence, the list 
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of underperformers (Table 9.9) contains only 20 observations. The same applies to the list of 
overperformers (Table 9.10).

Table 9.10 O utliers, c ountries w ith better-than-ex pected outturns

Country Year Type of 
Overperformance

Description or the Main Drivers of the Forecast Error

Bhutan 2015 D L ower-than-expected public investment in hydropower investment 
proj ects. Debt was still increasing but it was less than expected.

Azerbaij an 2018 D Increase in oil price and higher-than-expected growth.

Viet Nam 2018 D High growth, tight fiscal policy.

Azerbaij an 2017 D Debt was still growing but at a slower pace than expected because of 
lower contingent liabilities realization than expected.

K yrgyz 
Republic

2017 D Currency appreciation and debt relief from the Russian Federation; 
debt was still increasing but it was less than expected.

Myanmar 2014 D Currency appreciation against a basket of currencies in which 
Myanmar’s external debt is denominated.

Cambodia 2018 D Higher-than-expected growth and lower-than-expected fiscal deficit.

K iribati 2018 D Strong fishing revenues and strong economic performance; very small 
economy subj ect to large external shocks and volatile grants.

Tuvalu 2018 D, BB, PB Very small economy subj ect to large external shocks and volatile 
budget support from Australia, New Z ealand, and the U nited 
K ingdom.

K azakhstan 2011 D High GDP growth linked to high commodity prices, small 
appreciation of the currency.

Tuvalu 2013 BB, PB Very small economy subj ect to large external shocks and volatile 
budget support from Australia, New Z ealand, and the U nited 
K ingdom.

Tuvalu 2015 BB Very small economy subj ect to large external shocks and volatile 
budget support from Australia, New Z ealand, and the U nited 
K ingdom.

K iribati 2017 BB, PB Fiscal indicators were deteriorating but were less than expected 
because of stronger-than-expected economic growth and fishing 
revenues. Very small economy subj ect to large external shocks and 
volatile grants. Grants did not decrease as much as expected.

Tuvalu 2017 BB, PB Very small economy subj ect to large external shocks and volatile 
budget support from Australia, New Z ealand, and the U nited 
K ingdom.

K iribati 2016 BB, PB Fishing revenues exceeded the budget proj ection by 25 percent 
leading to an unexpected budget surplus. Very small economy subj ect 
to large external shocks and volatile grants.

Federated States 
of Micronesia

2018 BB Higher-than-expected economic growth, fishing license fees, 
corporate tax payment from investment companies domiciled in the 
islands, and foreign grants. Very small economy subj ect to large 
external shocks and volatile grants.
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Country Year Type of 
Overperformance

Description or the Main Drivers of the Forecast Error

Vanuatu 2017 BB Very small economy subj ect to large external shocks and volatile 
grants. The deficit was lower than expected because of a pickup 
in GDP growth and lower-than-expected public investment for 
reconstruction after Cyclone Pam.

Vanuatu 2018 BB, PB Very small economy subj ect to large external shocks and volatile 
grants. The deficit was lower than expected because of a pickup 
in GDP growth and lower-than-expected public investment for 
reconstruction after Cyclone Pam.

Maldives 2017 BB, PB Higher-than-expected growth and lower-than-expected primary 
expenditure (with revenues remaining constant).

Maldives 2013 PB A rebound in growth improved the fiscal situation even though the 
fiscal deficit remains high.

Note:  BB = budget balance; D = debt-to-GDP; GDP = gross domestic product; IMF = International Monetary Fund; 
L ao PDR = L ao People’s Democratic Republic; PB = primary balance.
Source:  Author’s classification based on analysis of IMF Article IV reports.

The first two columns of Tables 9.9 and 9.10 report the countries and years with large forecast 
errors, the third column describes the fiscal indicators (D for debt-to-GDP, BB for budget 
balance, and PB for primary balance) with large forecast errors in a given country-year, and 
the last column provides a short description of the drivers of the forecast errors based on the 
analysis of Article IV reports. The tables order country-years on the basis of the size of the 
debt forecast errors, followed by a ranking first based on the size of the budget deficit forecast 
error, and then the primary deficit forecast error.15

While Tables 9.9 and 9.10 could include up to 40 countries (20 countries each), the tables 
include only 20 countries because a number of countries appear multiple times in each of the 
two tables, and seven countries (Azerbaij an, K azakhstan, the K yrgyz Republic, Maldives, 
Tuvalu, Vanuatu, and Viet Nam) appear in both lists. The data suggest that these countries 
have fiscal forecasts that are particularly noisy, with large overpredictions and underpredic-
tions of fiscal outturns.

Moreover, Azerbaij an, K azakhstan, Maldives, Solomon Islands, and Taj ikistan appear 
twice in Table 9.9; K iribati, Tuvalu, and Vanuatu appear twice in Table 9.10; and Azerbaij an 
and Maldives appear twice in Table 9.10. These 10 countries account for 75 percent of the 
observations included in Tables 9.9 and 9.10. Azerbaij an, Maldives, and Tuvalu alone account 
for 33 percent of observations.

L ooking at the characteristics of the countries in the two lists, we find that in the list of 
underperformers eight entries are commodity producers, six entries are small island states, 
and only three entries are countries with a more diversified economy and a substantial man-
ufacturing sector. Focusing on the list of overperformers, we find 13 entries for ADB Pacific 
developing member countries and four entries for commodity exporters.

Besides being grouped in a small number of countries, the observations of Tables 9.9 and 
9.10 are also grouped in a small number of years. In Table 9.9, 65 percent of observations are 
for two years in which commodity prices were decreasing (nine observations for 2016 and four 
for 2015) and in Table 9.10, 65 percent of observations are for two years in which commodity 
process were increasing (seven observations for 2018 and 6 for 2017).
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Tables 9.9 and 9.10 also show that for commodity exporters fiscal risk is mostly driven by 
volatility in commodity prices. In small island states, fiscal risk is driven by the volatile macro 
environment caused by the small size of the economy and by volatility in grants, tourism 
and fishing revenues. Currency depreciations in the presence of foreign currency debt are an 
important source of fiscal risk with respect to the debt indicator (40 percent of the debt sur-
prises listed in Table 9.9 are associated with currency depreciations).

6. CONCL U SIONS 

Forecasts always have a margin of error, but unbiased forecasts should be correct on average 
(that is the error should have a mean of zero). However, fiscal plans often go astray in 
a specific direction as larger-than-expected debt and deficits are much more likely than 
smaller-than-expected debt and deficits. It is probably for this reason that all the IMF docu-
ments reviewed for this chapter include the sentence, “ Risks to the outlook are tilted to the 
downside” .

The concept of fiscal risk reflects the presence of large or systematic deviations of fiscal 
outcomes from their expected values. This chapter describes and quantifies fiscal risk focusing 
on public debt-to-GDP ratio and fiscal deficit (both overall and primary) to GDP ratio. The 
chapter finds that fiscal risk is substantial, especially in developing and emerging economies. 
In advanced economies about 40 percent of the variance of fiscal risks is explained by GDP 
growth shocks; in developing and emerging countries growth shocks explain less than 10 
percent of the variance of fiscal risk. Focusing on the debt-to-GDP ratio, the chapter finds that 
it is difficult to explain forecast errors by simply focusing on forecast errors in the standard 
debt-dynamic variables equation. In both advanced and emerging economies, more than 50 
percent of the forecast error is associated with a non-easily observable residual entity. Campos 
et al. (2006) call this “ the unexplained part of debt” .

The chapter also finds that fiscal risk is especially high in bad times, even when there are 
no forecast errors for GDP growth. This finding is often due to fiscal slippages in advanced 
economies and the presence of negative balance sheet effects in developing and emerging 
market economies.

The average value for ADB regional members differs from those of developing countries as 
a whole. First, if we measure fiscal risk by the mean difference of outturn versus forecasts or 
by the skewedness of this difference, we find that forecasts are less optimistic in the average 
ADB regional member than in other developing and emerging economies. Second, the 
standard deviation of the forecast errors for the debt-to-GDP ratio in ADB regional members 
is similar to that for other developing and emerging market economies, but the standard 
deviation of forecast errors for the budget deficit is much higher in ADB regional members. 
Third, the analysis of outliers shows that ADB regional members are underrepresented among 
outliers for which fiscal outturns were worse than expected and overrepresented among outli-
ers for which outturns were better than expected. And among these outliers, all ADB regional 
members are Pacific developing member countries.

These findings have important policy implications. When forecast errors are biased in one 
specific direction, the main policy priority should be to eliminate the source of this bias, espe-
cially if this bias leads to overly optimistic forecasts (see Beaudry and Willems forthcoming). 
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The results of this chapter suggest that this is less of a problem for the typical ADB regional 
member than for the typical developing and emerging country.

Forecast errors that are large but with no obvious bias could be driven by poor forecasting 
capacity or by the fact that an economy is subj ect to very large shocks. Small economies are 
likely to be subj ect to both of these problems as they are likely to have insufficient resources 
to invest in data collection and forecasting capacity which mostly involve fixed costs (the 
forecasts used in this chapter are by IMF economists but based on national data) and also tend 
to be less diversified and, hence, more volatile than larger economies.

Investing in better forecasting capacity can have high returns as there is evidence that better 
data quality and transparency is associated with lower spreads (Choi and Hashimoto 2017). 
For countries that are subj ect to large external shocks (both weather-related and linked to 
commodity price fluctuations) there is little that can be done in terms of baseline forecasts 
(countries can, however, incorporate uncertainty with a fan-chart approach that allows for tail 
events; see IMF 2016). Countries subj ect to large exogenous shocks can, however, increase 
resilience by issuing contingent debt instruments as discussed in Chapter 15 on fiscal insur-
ance in this volume. 

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent. The author thanks 
Benno Ferrarini, Marcelo Giugale, Juan Pradelli, Andrea Presbitero, Herná n Seoane, and Reza 
Vaez-Z adeh for commissioning this chapter and providing helpful feedback, and Xi K ang for 
outstanding research assistance. The usual caveats apply. This chapter only reports a subset of the 
results included in the original study. For a full set of results, see Panizza (2020).

2. The government budget balance is defined as total government revenues minus total government 
expenditures. The primary budget balance is defined as the budget balance net of interest revenues 
and expenditure.

3. While it would have been interesting to also examine risks associated with different components 
of the government balance (government revenues, public sector wage bill, etc.), lack of systematic 
forecasts for these variables prevented such an exercise.

4. Evidence however shows that the optimism on these forecasts may depend on the characteristics of 
the economist in charge of a given country (Beaudry and Willems forthcoming).

5. Cebotari et al. (2009) use a panel of 27 advanced economies for 1995–2007 and 131 developing and 
emerging economies for 2002–2007.

6. For instance, we compare the outturn for the debt-to-GDP ratio in 2018 (using 2020 WEO data) with 
the WEO forecasts of Fall 2017 (for t−1 forecasts) and Fall 2016 (for t−2 forecasts). For 2019 and 
2020, we measure the outturn using data for the June 2020 WEO and compare them with October 
2017 and October 2018 for 2019 and October 2018 and October 2019 for 2020.

7. Developing economies and regions refer to the World Bank classification (see Appendix Table 
9A.5). Developing Asia refers to developing economies in Asia, mostly South Asia and East Asia 
and Pacific (EAP) in the World Bank classification and ADB regional members.

8. The median country has an outturn which is lower than forecasted at t−1 and t−2, and the country 
at the 90th percentile of the distribution has a difference between outturn and forecast which is 3 
percentage points of GDP larger (in absolute value) than the country at the 10th percentile of the 
distribution. The standard deviation is nearly 30 times the average value of the forecast error.

9. The country at the 90th percentile of the distribution has a difference between outturn and forecast 
which is 11 percent of GDP larger, in absolute value, than the country at the 10th percentile of the 
distribution.

10. The observation at the 10th percentile has an outturn which is 3.4 percent of GDP below expecta-
tions (5.2 percent of GDP for 2-year ahead forecasts) and the observations at the 90th percentile 
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have an outturn which is about 2.5 percent of GDP above expectations for both 1-year and 2-year 
forecasts.

11. The bottom panel of Table 9.2, which focuses on forecast errors with respect to time t−2, reports 
results that are similar to those of the top panel (the only difference is that for 2-year forecast errors 
there is a stronger correlation between advanced economies’ GDP growth forecast errors and 
debt-to-GDP forecast errors).

12. As suggested by its name, the stock–flow reconciliation is a residual entity that reconciles the 
deficit, which is a “ flow”  variable, with the evolution of debt, which is a “ stock”  variable. Campos 
et al. (2006) call the stock–flow reconciliation “ the unexplained part of public debt” .

13. We obtain similar results if, instead of focusing on the overall budget balance, we study the correla-
tion between forecast errors in GDP growth and forecast errors in the primary balance. In this case, 
however, we find that the point estimates for ADB regional members are very close to those for 
advanced economies (the share of variance remains lower, however).

14. One possible explanation for this result is that fiscal consolidations during good times are easier to 
forecast than sudden deteriorations.

15. Note that the country-years included in the list of Table 9.9 did not necessarily face deteriorating 
fiscal conditions. In about 30 percent of cases, fiscal indicators were improving, but less than 
expected. The same applies to the list in Table 9.10, which includes four country-years with deteri-
orating fiscal indicators, but where the deterioration of these indicators was smaller than expected.
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APPENDIX 9.1

Table 9A.1 Debt-to-GDP ratio, out turn v ersus forecasts, A DB  regional members (%)

Group Mean Median SD P10 P25 P75 P90 Skew

Outturn – E t−1 (all available years)

All −0.23 −0.02 9.67 −8.04 −3.33 3.46 7.78 −0.81

CWA 0.08 0.54 8.17 −8.28 −5.25 2.98 7.78 0.24

SA −2.12 0.74 15.39 −23.31 −2.48 4.74 10.00 −1.35

SEA −0.36 0.06 5.57 −6.34 −3.78 3.33 6.70 −0.47

EA 6.40 3.17 9.70 −3.85 −1.80 15.20 19.85 0.33

PA 0.01 −1.00 8.75 −8.82 −3.25 2.63 7.27 1.84

Outturn – E t−2 (all available years)

All −0.03 0.46 11.95 −10.74 −4.56 5.38 11.10 −1.43

CWA 1.24 1.84 10.23 −11.84 −3.55 7.65 12.95 −0.03

SA −3.59 0.69 19.69 −36.81 −7.03 5.03 12.63 −1.51

SEA −0.25 0.47 6.70 −8.91 −4.60 5.36 7.88 −0.66

EA 10.72 13.16 11.71 −5.60 −0.11 21.37 22.56 −0.22

PA −0.08 −1.80 9.33 −8.83 −3.92 1.93 14.63 1.23

Notes:
ADB = Asian Development Bank; CWA = Central and West Asia; EA = East Asia; GDP = gross domestic product; 
PA = Pacific; SA = South Asia; SEA = Southeast Asia; WEO = World Economic Outlook.
For a list of ADB regional members, see ADB. Regional Members: https:/ /  www .adb .org/  about/  members.
Source:  Author’s calculations based on different vintages of WEO.

Table 9A.2 B udget balance-to-GDP ratio, out turn v ersus forecasts, A DB  regional 
members (%)

Group Mean Median SD P10 P25 P75 P90 Skew

Outturn – E t−1 (all available years)

All 0.99 0.00 7.60 −4.57 −2.01 1.93 5.57 3.17

CWA −0.70 −0.23 4.05 −5.28 −3.06 1.70 3.39 −0.06

SA −0.09 −0.03 4.79 −4.07 −1.87 1.45 4.55 −0.27

SEA 0.17 0.24 2.18 −2.48 −1.06 1.48 2.58 −0.17

EA −0.91 −0.78 4.65 −5.85 −3.74 0.61 2.00 0.64

PA 4.34 1.41 12.53 −6.02 −2.08 5.07 21.97 1.89

Outturn – E t−2 (all available years)

All 0.61 −0.17 8.58 −5.30 −2.40 1.97 5.78 1.62

CWA −1.27 −0.89 4.58 −6.80 −3.73 1.21 4.98 −0.80

SA −0.57 −0.41 5.03 −5.93 −3.10 1.46 5.10 −0.22

SEA 0.15 0.01 2.28 −2.91 −0.96 1.22 3.25 0.16

EA −1.25 −1.02 5.43 −9.51 −3.22 0.30 5.00 0.61

PA 3.87 0.61 14.48 −5.08 −2.11 4.63 23.82 0.66

https://www.adb.org/about/members
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Table 9A.4  Debt-to-GDP ratio and GDP grow th, de composition of outturn v ersus 
forecasts, A DB  regional members (%)

 pb int inf gr ε
 Outturn – E t−1

ADBμ 23.25 2.71 3.35 7.12 59.81

ADBσ 126.54 12.65 30.55 23.70 137.61

CWAμ 60.34 2.34 2.27 7.01 23.83

CWAσ 113.01 8.69 27.08 21.95 143.17

SAμ 5.71 6.86 3.41 17.12 72.85

SAσ 98.28 17.58 29.60 34.70 135.75

SEAμ 16.06 2.11 10.45 2.48 69.77

SEAσ 83.97 10.73 35.35 15.73 82.84

EAμ −35.51 −4.38 −8.64 2.00 208.45

EAσ 154.95 9.37 19.22 5.85 145.09

PAμ 20.24 0.84 −1.34 5.40 50.25

PAσ 203.95 12.71 29.93 23.07 189.09

Notes:
μ= mean; σ= standard deviation; ADB = Asian Development Bank; CWA = Central and West Asia; GDP = gross 
domestic product; SA= South Asia; SEA = Southeast Asia; EA = East Asia; PA = Pacific; WEO = World Economic 
Outlook.
For a list of ADB regional members, see ADB. Regional Members; https:/ /  www .adb .org/  about/  members.
Source: Author’s calculations based on different vintages of WEO data.

https://www.adb.org/about/members
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Table 9A.5a  W orld B ank  classification of economies

Advanced 
Economies

Low Income Middle Income

Australia Afghanistan L iberia Albania K osovo

Austria Bangladesh Madagascar Algeria L ebanon

Belgium Benin Malawi Angola L ibya

Canada Bhutan Mali Argentina Malaysia

Cyprus Burkina Faso Mauritania Armenia Maldives

Denmark Burundi Federated States of 
Micronesia

Azerbaij an Marshall Islands

Finland Cabo Verde Moldova Belarus Mauritius

France Cambodia Mongolia Belize Mexico

Germany Cameroon Mozambique Bolivia Montenegro, Rep. of

Greece Central African 
Republic

Myanmar Bosnia and Herzegovina Morocco

Iceland Chad Nepal Botswana Namibia

Ireland Comoros Nicaragua Brazil Nauru

Israel Congo, Dem Rep Niger Bulgaria Nigeria

Italy Congo, Republic of Papua New Guinea People’s Republic of 
China

North Macedonia

Japan Cote d’Ivoire Rwanda Colombia Pakistan

K orea, Republic of Dj ibouti Sao Tome and Principe Costa Rica Paraguay

L uxembourg Eritrea Sierra L eone Dominica Peru

Malta Eswatini Solomon Islands Dominican Republic Philippines

Netherlands Ethiopia Somalia Ecuador Romania

New Z ealand Gambia, The South Sudan Egypt Russian Federation

Norway Ghana Sudan El Salvador Samoa

Portugal Guinea Syria Equatorial Guinea Senegal

Singapore Guinea-Bissau Taj ikistan Fij i Serbia

Spain Haiti Tanzania Gabon South Africa

Sweden K iribati Timor-L este Georgia Sri L anka

Switzerland K yrgyz Republic Togo Guatemala Suriname

U nited K ingdom L ao People’s 
Democratic 
Republic

U ganda Honduras Thailand

U nited States L esotho Vanuatu India Tonga

  West Bank and Gaza Indonesia Tunisia

  Yemen Iran Turkey

  Z ambia Iraq Turkmenistan

  Z imbabwe Jamaica Tuvalu

   Jordan U kraine

   K azakhstan U zbekistan

   K enya Venezuela

    Viet Nam
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Table 9A.5b  W orld B ank  classification of economies

East Asia and Pacific Eastern Europe and Central Asia Latin America and the Caribbean

Brunei Darussalam Albania Antigua and Barbuda

Cambodia Armenia Argentina

People’s Republic of China Azerbaij an Aruba

Fij i Belarus Bahamas, The

Indonesia Bosnia and Herzegovina Barbados

K iribati Bulgaria Belize

L ao People’s Democratic Republic Croatia Bolivia

Malaysia Czech Republic Brazil

Marshall Islands Estonia Chile

Federated States of Micronesia Georgia Colombia

Mongolia Hungary Costa Rica

Myanmar K azakhstan Dominica

Nauru K osovo Dominican Republic

Palau K yrgyz Republic Ecuador

Papua New Guinea L atvia El Salvador

Philippines L ithuania Grenada

Samoa Moldova Guatemala

Solomon Islands Montenegro, Rep. of Haiti

Thailand North Macedonia Honduras

Timor-L este Poland Jamaica

Tonga Romania Mexico

Tuvalu Russian Federation Nicaragua

Vanuatu Serbia Panama

Viet Nam Slovak Republic Paraguay

 Slovenia Peru

 Taj ikistan St. K itts and Nevis

 Turkey Suriname

 Turkmenistan Trinidad and Tobago

 U kraine U ruguay

 U zbekistan Venezuela
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Table 9A.5c  W orld B ank  classification of economies

Middle East and North 
Africa

South Asia Sub-Saharan Africa

Algeria Afghanistan Angola L iberia

Bahrain Bangladesh Benin Madagascar

Dj ibouti Bhutan Botswana Malawi

Egypt India Burkina Faso Mali

Iran Maldives Burundi Mauritania

Iraq Nepal Cabo Verde Mauritius

Jordan Pakistan Cameroon Mozambique

K uwait Sri L anka Central African Republic Namibia

L ebanon  Chad Niger

L ibya  Comoros Nigeria

Malta  Congo, Dem Rep Rwanda

Morocco  Congo, Republic of Senegal

Oman  Cote d’Ivoire Seychelles

Q atar  Equatorial Guinea Sierra L eone

Saudi Arabia  Eritrea Somalia

Syria  Eswatini South Africa

Tunisia  Ethiopia South Sudan

U nited Arab Emirates  Gabon Sudan

West Bank and Gaza  Gambia, The Sao Tome and Principe

Yemen  Ghana Tanzania

  Guinea Togo

  Guinea-Bissau U ganda

  K enya Z ambia

  L esotho Z imbabwe
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10. Fiscal space: Asia’s fiscal safety net has shrunk
Andrea F. Presbitero1

1. INTRODUCTION

The COVID-19 pandemic hit developing Asian countries (henceforth, developing Asia), 
causing the first recession in nearly 60 years: the Asian Development Bank (ADB) (ADB 
2020a) projected gross domestic product (GDP) growth at −0.7 percent in 2020, with much 
sharper contractions in South Asia (−6.8 percent) and the Pacific (−6.1 percent). The recovery 
is expected to be gradual and highly contingent on the development of the pandemic and on 
the global outlook, which would drive global import demand and capital flows to the region. 
The COVID-19 crisis is putting public finance under severe stress and has come when debt 
vulnerabilities have increased substantially in recent years—several countries were already 
at high risk of debt distress even before the pandemic (UNCTAD 2019; IMF 2020d; World 
Bank 2020a; Chapter 4 in this volume; Kose et al. 2020). In addition, progress to achieve 
the Sustainable Development Goals (SDGs) in developing Asia have been so far lower than 
expected (ADB 2020b), and countries also have to invest massively in infrastructure—the 
latest estimates of the infrastructure investment gap in developing Asia are close to $1.7 tril-
lion per year (ADB 2017).

Given the importance of investment spending especially in infrastructure, not only for 
achieving the SDGs but also to promote inclusive and sustainable growth and mitigate 
climate change (Thacker et al. 2019), governments should make efforts to preserve invest-
ment spending to the extent possible, given the current circumstances. If anything, the case 
for public investment in developing countries is stronger in crisis and uncertain times when 
public investment multipliers are likely to be higher (Izquierdo et al. 2019; IMF 2020b). The 
International Monetary Fund (IMF) recently showed that public investment can help the 
recovery by sustaining employment, fostering economic activity, and facilitating the transfor-
mation to a post-pandemic economy (IMF 2020b).

However, the fiscal response has to take into account the risks that an increase in public 
investment could pose to debt sustainability, especially for countries that already had limited 
fiscal space even before the crisis. In addition, limited market access and high borrowing 
costs (especially for countries with foreign-currency-denominated debts) have constrained the 
capacity of many developing countries to expand investment. The most recent data show that, 
on the back of continued decline in global interest rates and the deployment for the first time 
of unconventional monetary policies by central banks, financial conditions for most emerging 
and developing economies (EMDEs) have eased after the COVID-19 shock. However, in 
many emerging markets sovereign bond spreads are still above the pre-COVID-19 levels (and 
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financing conditions more generally are still tighter), reflecting a deterioration in domestic 
economic activity (IMF 2020c; World Bank 2020b). Thus, developing countries have to 
carefully balance the fiscal response to the crisis between the need to preserve social spending 
and public investment, which serves longer-term targets, and the risks of endangering debt 
sustainability.

Against this background, this chapter looks at the size of the COVID-19 shock and at fiscal 
space in developing Asia and other EMDEs to discuss how countries are dealing with the crisis 
and which policy options protect social and investment spending.2 We start by discussing the 
importance of public investment for growth and development, with a focus on infrastructure 
spending. We then argue that public investment could deliver large economic effects, espe-
cially under certain macroeconomic conditions, although there are caveats which have to be 
kept in mind when scaling up investment programs. We also discuss new evidence based on 
ADB investment proj ects showing pervasive time delays and cost overruns and that proj ects 
are likely to absorb more resources than expected when they are undertaken in periods of high 
growth in public investment. Consistent with the evidence, the literature highlights the risks 
for debt sustainability of front-loading investment plans, while arguing for a more gradual 
scaling up.

Section 3 describes in detail the size of the economic shock due to the COVID-19 global 
crisis, looking both at revisions in economic growth and in the fiscal stance and comparing 
developing Asia with other developing countries. The response to the shock is not only 
a function of the size of the economic contraction, but critically depends also on the fiscal 
conditions in which countries entered the crisis. Hence, we look at different measures of fiscal 
space, which can be thought of as “ the room in a government’s budget that allows it to provide 
resources for a desired purpose without j eopardizing the sustainability of its financial position 
[ , market access]  or the stability of the economy”  (Heller 2005). First, we consider the evolu-
tion of the overall fiscal balance and public debt since the early 2000s, and then we compute 
the fiscal sustainability gap (K ose et al. 2017), which measures the fiscal balance required to 
achieve a given debt target, given the existing macroeconomic environment. We show that, on 
average, developing countries have to deal with the current crisis from a weaker fiscal position 
than the one they had before the global financial crisis (GFC). However, we also find that 
developing Asia was in a better position before the COVID-19 shock than other developing 
countries, because of a more prudent fiscal policy in recent years. The current crisis (with 
declining growth and worsening fiscal balances) and trends in development finance (with 
expected large declines in remittances and private capital inflows) are exacerbating the limited 
fiscal space already faced by many developing countries (OECD 2020). This trend has impor-
tant consequences for the capacity to implement countercyclical fiscal policy and for debt 
sustainability, as we find that limited initial fiscal space is associated with a sharper increase 
in sovereign bond spreads after the COVID-19 shock.

Then, section 4 delves into the policy response to COVID-19, discussing preliminary evi-
dence and data on discretionary fiscal spending. As expected, we find that countries with more 
fiscal space have been able to further expand their discretionary fiscal spending. However, 
there are large differences across countries, both in terms of the envelope of the response 
and in its composition, especially between above- and below-the-line measures. Second, we 
look at public investment. In this case, data limitations are more severe, but some preliminary 
evidence suggests a reduction in budgeted investment, although countries in developing Asia 
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seem to be better able to insulate public investment from the shock than other developing 
countries. Finally, an important legacy of the crisis is growing public debt burdens, which 
could act as an important constraint, especially for low-income economies.

Section 5 moves from these considerations to discuss policy options in light of the SDGs. 
Given the large financing needs and the infrastructure investment gap, countries have to scale 
up investment, mobilizing both public and private resources. In the short term, authorities 
have to prioritize the health crisis, protecting health and social expenditures until the end of 
the pandemic. In the medium term, priorities should shift back to the original plans, but with 
the additional constraint of a reduced fiscal space. This would require stronger involvement 
by the international community, through direct and indirect mobilization of resources and, 
especially in the case of low-income countries, through a more upfront plan to deal with public 
debt overhang. The current response is treating the shock as a liquidity crisis, which is dealt 
with by suspending debt service payments. While this can provide some liquidity support and 
relax financing conditions, it is likely to be insufficient going forward. As the crisis becomes 
an issue of solvency, full debt relief should be discussed to increase fiscal space and reduce 
the debt overhang. L ess-indebted countries have more space to borrow and already invest 
in the short term to improve living standards and to be able to achieve the SDGs. In doing 
so, the increasing availability of non-concessional sources of financing and the rise of new 
lenders pose both opportunities and risks. Hence, strengthening the macroeconomic policy 
framework, developing a sound and prudent debt management strategy (including improving 
the transparency of government balance sheets), and exploiting capacity building and techni-
cal assistance provided by international financial institutions (IMF 2017b) are priorities that 
would allow the development of a sustainable financing mix (see Chapter 14 in this volume). 
In this respect, greater reliance on innovative state-contingent debt instruments and a further 
shift toward local currency and longer-term borrowing could help mitigate vulnerabilities. 
Finally, the private sector should play a key role in financing the infrastructure gap, and mul-
tilateral development institutions can contribute by mobilizing private sector financing and 
assisting countries in improving proj ect selection, execution, and capacity building.

2. THE CASE FOR SCAL ING U P INFRASTRU CTU RE 
INVESTMENT

This section provides a short overview of the importance of infrastructure investment for 
economic development, while also providing some caveats about the risk of scaling up invest-
ment programs too fast. There are two main motives for the case for public investment. First, 
developing countries have to fill a large infrastructure gap to achieve the targets of the 2030 
Development Agenda (Gurara et al. 2018; U NCTAD 2014). While the COVID-19 shock will 
be likely to impose a halt to investment plans, especially in countries with no fiscal space, it is 
important to minimize long-term consequences. Second, public investment does not only con-
tribute to long-term sustainable development, but could also help the recovery phase—a  recent 
analysis shows that public infrastructure investment has a strong potential to create j obs also 
in developing countries (IMF 2020b). In particular, other than having traditional K eynesian 
demand effects, infrastructure investment has the additional advantage that it can change the 
path of potential output. If a short-run increase in government spending also raises the stock 
of productive public capital or long-run total factor productivity, then government spending 
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provides two benefits: K eynesian demand stimulus in the short run and neoclassical supply 
stimulus in the long run (see Ramey 2020).

The literature on fiscal multipliers suggests that an investment push in the current macroe-
conomic environment is likely to have large economic dividends. Public investment multipli-
ers, in fact, are higher in recessions (Auerbach and Gorodnichenko 2012; Fatá s and Summers 
2018; IMF 2020a), when monetary policy is loose (Christiano et al. 2011; Ramey and Z ubairy 
2018), and in periods of high uncertainty (IMF 2020b). Moreover, as countries with a low 
initial stock of public capital have significantly higher public investment multipliers, public 
investment in developing countries is likely to carry high returns (Izquierdo et al. 2019). 
Two potential concerns are that investment multipliers are likely to be lower when the fiscal 
position is weaker and public debt higher (Huidrom et al. 2019; Ilzetzki et al. 2013) and when 
public investment efficiency is low.3 Hence, the case for public investment would critically 
depend on the fiscal stance and require upfront policies to restore fiscal space before planning 
to increase investments. 

2.1 Long-Term Effect of Infrastructure Investment

Infrastructure investment is a key component of the 2030 Development Agenda.4 However, 
the interest around infrastructure is not new (Rosenstein-Rodan 1943) and, over the last 
two decades, a large body of literature has analyzed the potential development gains from 
investing in infrastructure. Improvements in infrastructure could raise productivity, stimulate 
private investment (Cavallo and Duade 2011), and facilitate domestic and international trade 
(Bougheas et al. 1999), thereby promoting sustainable growth (Esfahani and Ramirez 2003; 
Agenor 2010; Calderon and Serven 2010). In particular, Calderon et al. (2015) estimate that a 
10 percent increase in infrastructure provision increases output per worker by about 1 percent 
in the long run. Closer to the recent developments in Asia, Yang et al. (2020) show that the 
Belt and Road Initiative (BRI) could spur regional growth and development by promoting 
infrastructure investment.

Recent work done with granular data on transportation networks finds positive long-run 
effects on economic activity. Jedwab and Storeygard (2021) study transportation investments 
in Africa since 1960 and show that increased market access enhances city growth, favoring 
urbanization. The historical experience of colonial Africa and India sheds light on how infra-
structure investment shapes economic activity. The analysis of railroads in Ghana and K enya 
shows that infrastructure investment can produce long-term economic gains by reducing 
trade costs and integrating markets, potentially transforming the economic landscape in poor, 
remote regions with high trade costs (Jedwab and Moradi 2016; Jedwab et al. 2017). Similar 
findings have been shown for colonial India, where railroads decreased trade costs and inter-
regional price gaps and increased interregional and international trade as well as real income 
level (Donaldson 2018). Recently, the BRI represents a good setup to assess how transport 
infrastructure could promote growth. De Soyres et al. (2020) calibrate a structural general 
equilibrium model and show that transport proj ects, by reducing trade costs, could increase 
GDP by up to 3.4 percent.

But the gains from infrastructure investment are not always spread equally. While increased 
access to essential services could reduce inequality, foster inclusion, and support poverty 
reduction efforts (Calderon and Chong 2004; Calderon and Serven 2010), micro-level evi-
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dence shows that the distributional effect of infrastructure investment could vary. For instance, 
K handker et al. (2009) look at road improvement proj ects in Bangladesh and find overall pos-
itive effects on output and poverty reduction; they also show that the poorest households are 
those benefiting the most. Similarly, Jedwab and Storeygard (2021) find evidence of hetero-
geneous effects of transportation investments in Africa, which seem to favor small and remote 
cities. The extensive highway network built in the People’s Republic of China (PRC) since 
the 1990s has also differentiated spatial effect on economic activity, with winners and losers. 
L arge cities in the center of a dense regional highway network grow faster and specialize in 
business services and manufacturing, while the hinterlands grow more slowly and become 
relatively more specialized in agriculture (Baum-Snow et al. 2017). Similar concerns are 
raised by the analysis of the BRI, whose gains, although positive on aggregate, are unevenly 
distributed across countries, with some economies potentially losing from the infrastructure 
investment (De Soyres et al. 2020). These findings point to the importance of anticipating 
distributional effects of infrastructure proj ects and planning offsetting measures if such effects 
are expected to be negative.

2.2 Inefficiencies and Capacity Constraints

While a large body of empirical studies suggests that investment in infrastructure could deliver 
long-term gains, the historical analysis of previous episodes of investment scaling up suggests 
some caution. For example, in the 1980s, a wave of public-financed infrastructure investment 
delivered poor results in terms of short- and long-run economic growth, mostly because of 
cost overruns, corruption, and poor maintenance (Arezki et al. 2017; Warner 2014). After 
this negative experience, the private sector started playing a more prominent role in financing 
infrastructure investment, partly through public–private partnership. However, this shift ended 
up generating an increase in construction and maintenance costs in several developing coun-
tries (Estache and Fay 2007).

U nderstanding what drives the outcome of individual proj ects is a daunting task, and 
the evidence indicates that most of the variation in the data is due to proj ect characteristics 
(Denizer et al. 2013). In particular, measures of proj ect preparation and planning are generally 
associated with better proj ect outcomes. However, the quality of local institutions and macro-
economic conditions matter, too, and contribute to explain the poor records of public invest-
ment booms. In particular, proj ects are less likely to be successful when undertaken in periods 
of rapid scaling up of public investment (Isham and K aufmann 1999; Presbitero 2016), as it 
could be in a scenario needed to meet the infrastructure investment gap, which is estimated at 
2.4 percent of GDP in developing Asia (ADB 2017).

To better understand why proj ects could turn out less successful than expected, some 
studies have documented the pervasiveness of delays in proj ect execution and of cost inflation 
and have looked at the factors which may explain these patterns (Flyvbj erg 2009; Ahsan 
and Gunawan 2010; Serebrisky et al. 2017; IMF 2020b). A recent analysis of World Bank 
investment proj ects (IMF 2020b) shows that more than 40 percent of proj ects cost more than 
estimated and about three-quarters are completed in a longer-than-expected time frame. In 
addition, proj ect delays and cost increases are more severe for proj ects that are approved and 
undertaken when public investment is significantly scaled up.
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Notes:
GDP = gross domestic product.
Panel A reports the share of investment proj ects that are completed with time delays and costs higher than those 
estimated at appraisal. For proj ects with time delays and additional costs, the columns on the right-hand side report 
the average time delay and cost overrun. Time delay is the difference between the final length of the proj ect and the 
estimated one, divided by proj ect length. Cost overrun is the difference between actual and estimated costs divided by 
the estimated cost. Panel B is a binned scatterplot. A regression of cost overrun against public investment as share of 
GDP, controlling for per capita GDP (in logs), real GDP growth, log of population, a measure of public investment 
efficiency, a large set of proj ect-level characteristics, and year and sector fixed effects, gives a coefficient on the public 
investment variable of + 1.23 (p-value = 0.00). To generate the binned scatterplot, starting from the sample of 262 
proj ects, the cost overruns (y-axis) and the public investment variable (x-axis) are regressed against controls and fixed 
effects. The x-residuals are grouped into 25 equal-sized bins, then the charts plot for each bin, the mean of the cost 
overrun within each bin, holding the controls constant. The solid line is the linear fit of the Ordinary L east Squares 
(OL S) regression of the y-residuals on the x-residuals.
Sources: ADB proj ect level data; and IMF World Economic Outlook. 

Figure 10.1 Time delays and cost inflation in inv estment proj ects
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Data from a sample of proj ects financed by ADB in the region between 1986 and 2016 show 
a similar picture. First, the maj ority of proj ects are completed later than planned and the delay 
is often substantial: almost three-quarters of proj ects are completed with a 50 percent increase 
on the original time frame. Data on cost overruns, available for a smaller set of proj ects, 
indicate that about two-thirds of proj ects cost more than estimated at appraisal, although the 
magnitude of the cost increase is relatively small (Figure 10.1, panel A). In addition, there is 
a strong positive association between cost overruns and the share of public investment over 
GDP (Figure 10.1, panel B), even taking into account the effect of proj ect-level and macroe-
conomic characteristics. In particular, cost overruns tend to be large when public investment is 
above 10 percent of GDP. This result is consistent with a study on the unit costs of infrastruc-
ture proj ects, which shows that they increase when public investment is close to 10 percent of 
GDP (Gurara et al. 2020).

This body of evidence suggests that scaling up public investment too much and too fast can 
lead to absorptive capacity constraints and cost inflation, undermining the returns from public 
investment (Buffie et al. 2012; Berg et al. 2013; Presbitero 2016). Thus, while an investment 
push could stimulate the economy, help the recovery from the pandemic crisis, and make 
progress toward the SDGs, any plan has to be carefully designed and implemented. Focusing 
on maintenance spending and on existing proj ects that can be executed quickly and with 
limited administrative costs could provide immediate benefits in terms of j obs and growth. At 
the same time, planning a gradual scale-up over the medium term by identifying a pipeline of 
proj ects and a set of areas where investment is needed to help the transition to a more inclusive 
and resilient economy could minimize the potential effects of absorptive capacity constraints 
and make the investment plan fiscally viable.

3. THE COVID-19 SHOCK  AND FISCAL  SPACE

Not all countries have enough fiscal space to undertake a large expansion of public investment. 
Budgetary constraints are expected to become more critical because of the COVID-19 out-
break, which is severely affecting the countries in the region through multiple contemporane-
ous domestic and external shocks—ot her than the immediate health shock, economies are hit 
by commodity price shocks, tighter financial conditions, capital flow reversals, and possible 
reduction in donors’ aid budgets. While the case for infrastructure investment is strong for 
achieving the SDGs and coping with the ongoing crisis, limited fiscal space is likely to con-
strain the way in which governments can deal with the COVID-19 shock. Not only could this 
have short-term implications, but also longer-term effects if investment programs are curtailed 
or delayed.

3.1 The Extent of the Economic and Fiscal Shock

We measure the extent of the macroeconomic shocks due to COVID-19 by comparing the 
IMF proj ections from the October 2019 vintage (pre-COVID-19) with those released in June 
2020. We look at changes in real GDP growth and in the fiscal balance (measured as a share 
of GDP). On average, the economic contraction due to the COVID-19 shock in developing 
Asia is about 7.4 percentage points, smaller than in non-Asian countries, where the GDP 
growth revision is −9.7 percentage points, on average. However, the fiscal shock has also been 
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smaller, 5.4 percent versus 6.1 percent of GDP. Figure 10.2 plots the size of the fiscal and 
growth shocks and points out that, while developing Asian countries seem to behave in line (if 
not better than other countries) in terms of growth, the fiscal shock has been particularly large, 
especially in a few countries.5 In the following, we provide measures of initial fiscal conditions 
and we discuss the preliminary evidence about the fiscal reaction to the crisis, to understand 
what the implications and the priorities for the 2030 Development Agenda could be.

3.2 Fiscal Space

To understand how countries can cope with the negative COVID-19 shock, and especially 
whether they can protect investment and social spending, it is crucial to look at the macroeco-
nomic conditions before the shock. In this context, a key concept to measure the capacity of 
countries to mitigate the impact of an adverse shock is fiscal space. This is a multidimensional 
concept, which is difficult to operationalize in j ust one indicator or in a common threshold. As 
noted in the Introduction, a simple and clear definition is that fiscal space measures “ the room 
in a government’s budget that allows it to provide resources for a desired purpose without 
j eopardizing the sustainability of its financial position [ , market access]  or the stability of the 
economy”  (Heller 2005). In practice, discretionary fiscal policy could take the form of either 

Notes:
GDP = gross domestic product; IMF = International Monetary Fund; WEO = World Economic Outlook.
The chart plots the COVID-19 growth and the fiscal shocks separately for Asian and non-Asian countries. Shocks 
are computed as differences in the 2020 real GDP growth rate and the fiscal balance (as a share of GDP) between 
the IMF WEO forecasts published in June 2020 (post-COVID-19) and October 2019 (pre-COVID-19). Data for 
Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter because of maj or 
recent events affecting both countries.
Sources: IMF World Economic Outlook, different vintages.

Figure 10.2 The C O V I D-19 shock  in dev eloping countries
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an outright fiscal stimulus or a slower pace of fiscal consolidation, and having fiscal space 
implies that such policy change neither undermines debt sustainability nor triggers a negative 
response by financial markets.

Notes:
GDP = gross domestic product; IMF = International Monetary Fund; WEO = World Economic Outlook.
The charts show the median public debt-to-GDP ratio (panel A) and overall fiscal balance over GDP (panel B) for 
two group of countries: developing Asia and other EMDEs.
Source: IMF World Economic Outlook.

Figure 10.3  Fiscal stance
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At first approximation, public debt can be taken as a proxy for fiscal space. From the viewpoint 
of this analysis, which looks at the capacity to invest, large public debt stocks could have 
three main adverse effects on the economy. First, as shown in the early contributions on debt 
overhang (K rugman 1988; Sachs 1989), high public debt could depress investment decisions, 
as agents anticipate that future returns will be used to serve the debt. Second, a high public debt 
limits the capacity to undertake countercyclical fiscal policy and run large primary balances 
(Bohn 1998; L aubach 2009). Third, a high—a nd increasing—pub lic debt is a source of vulner-
ability and risk, making countries more exposed to financial crisis and undermining debt sus-
tainability, especially in EMDEs which borrow in foreign currency (K raay and Nehru 2006; 
Manasse and Roubini 2009; Bassanetti et al. 2018). In particular, a higher (and increasing) 
public debt is associated with a sharper increase in borrowing costs in response to domestic 
and global shocks (Presbitero and Wiriadinata 2020), exposing countries to a higher likelihood 
of adverse dynamics of the interest rate–growth differential, which affects debt sustainability.

These results are relevant in the current context, in which public debt has been rising, 
especially in some countries (e.g., Armenia, Maldives, and Pakistan, among others). Overall, 
developing Asian countries are better positioned than other EMDEs. In fact, while public 
debt for the median country was close to 35 percent of GDP in both groups from the GFC 
until 2014, in the most recent years the increase in public debt has been much sharper outside 
developing Asia, with public debt in 2019 being 53 percent of GDP in the median non-Asian 
country and 41 percent in the median developing Asian country (Figure 10.3, panel A).6 This 
trend reflects differences in the fiscal stance: the overall fiscal deficit in (the median) develop-
ing countries outside Asia ranged between 2.6 percent and 4 percent of GDP in the post-GFC 
period, while (the median country in) developing Asia managed to keep the deficit between 1 
percent and 2.5 percent of GDP (Figure 10.3, panel B).

To look more carefully at the capacity to use the fiscal level to mitigate negative shocks, we 
follow K ose et al. (2017) and we use the fiscal sustainability gap (FS GAP) as a key measure 
of fiscal space. The fiscal sustainability gap is the difference between the overall fiscal balance 
(FB ) and the one required to stabilize the debt-to-GDP ratio (DE B T) at a given target. More 
formally:

FS GAP FB g
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*  (10.1)

where g is the growth rate of nominal GDP. This indicator is constructed using the (yearly) 
observed values of the fiscal balance and growth, plus a public debt target, which—i n line with 
K ose et al. (2017)—w e define as the long-run average computed separately for advanced and 
emerging markets, and developing economies. As such, the fiscal sustainability gap provides 
a simple snapshot of the adj ustments that may be needed to reach a given debt target, depend-
ing on macroeconomic conditions. L ooking at the period around the GFC, as well as years 
around financial crises, K ose et al. (2017) show that the fiscal sustainability gap, as well as 
other indicators of fiscal space, improved in many EMDEs over the years prior to the crisis, but 
deteriorated during and after the crisis, because of increasing public debts, widening deficits, 
and slowing growth.
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In line with those trends, Figure 10.4 shows that fiscal sustainability improved, for both 
Asian and other EMDEs, in the run-up to the GFC and sharply deteriorated thereafter. By 
contrast, the trend has reversed in recent years. After a quick rebound after the GFC, the 
fiscal sustainability gap started declining—a nd henceforth the fiscal position became less 
sustainable—e specially in EMDEs outside developing Asia. As a result, many countries 
entered the COVID-19 crisis not from a strong and improving fiscal position, but from a weak 
and worsening one. That said, it is worth noting that developing Asia had a positiv e (although 
decreasing) gap between 2017 and 2019.

Figure 10.5 plots the distribution of the fiscal sustainability gap before the COVID-19 
pandemic (as of the end of 2019) to before the GFC (as of the end of 2007), separately for 
countries in developing Asia and for the other EMDEs. The figure shows that the distribution 
shifted considerably to the left between 2007 and 2019, especially for non-Asian developing 
countries. Before the GFC, 93 percent of countries had fiscal space (e.g., a positive gap) and 
more than half of the sample had a gap larger than 5 percent of GDP. Instead, in 2019 the share 
of countries with a positive gap more than halved to 44 percent—m eaning that the maj ority 
of countries had no fiscal space—a nd those with a gap larger than 5 percent of GDP declined 
to 10 percent.
 
 

Notes: The chart shows the median fiscal sustainability gap for two groups of countries: developing Asia and other 
EMDEs. The fiscal sustainability gap is computed as in K ose et al. (2017); see main text for details.
Sources: IMF World Economic Outlook; and K ose et al. (2017).

Figure 10.4  Fiscal sustainability gap
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Thus, EMDEs as a group have to face the COVID-19 shock starting from a significantly 
weaker fiscal position than at the time of the GFC. However, unlike that crisis, developing 
Asia now looks to be in a relatively better position than other EMDEs, mostly because several 
countries have run smaller fiscal deficits in recent years (Figure 10.3, panel B).

To give more granularity to the analysis, we split the sample of developing Asian countries 
into three groups based on the value of the fiscal sustainability gap in 2019. Countries in which 
the gap is below −2 percent of GDP are labeled as no fiscal space countries, while those with 
a gap above 2 percent of GDP are labeled as high fiscal space countries. Those in between 
are countries with limited fiscal space.7 Table 10.1 lists these countries, together with selected 
summary statistics. Differences in the fiscal balance and public debt between country groups 
are large: in the run-up to the crisis (taking the 2017–2019 average), those with no fiscal space 
have an average public debt at 49 percent of GDP and run a deficit of 5.8 percent of GDP, 
while those with high fiscal space have a public debt at 36 percent of GDP and run a surplus 
of 4.2 percent of GDP (Figure 10.6). In interpreting these data, one should keep in mind the 
limitation of the fiscal sustainability gap. While this indicator provides a good approxima-
tion of the degree of fiscal space in the aggregate, it could be affected by country-specific 
factors, which make its interpretation at the country level less straightforward. First, the gap is  

Notes:
EMDEs = emerging and developing economies; GFC = global financial crisis.
The chart plots the distribution of the fiscal sustainability gap separately for developing Asia and other emerging and 
developing countries, both in 2007 (pre-GFC) and 2019 (pre-COVID-19). The fiscal sustainability gap is computed 
as in K ose et al. (2017). See main text for details.
Sources: IMF World Economic Outlook; and K ose et al. (2017).

Figure 10.5  Fiscal sustainability gap before crises
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computed based on a given debt target, common for a large set of countries, meaning that the 
resulting gap could be biased for countries with an equilibrium debt level far from the target. 
Second, some countries—s uch as some Pacific islands (Chapter 5, this volume)—f ace liquid-
ity problems, more than solvency issues, which are not reflected in the fiscal sustainability gap.

Table 10.1 Fiscal space in dev eloping Asia

 Public Debt
(%  GDP)

Fiscal Balance
(%  GDP)

GDP Growth
(% )

Country FS Gap 2019 Average Over 2017–2019

  High Fiscal Space

Armenia 3.0 51.7 −2.5 6.8

Azerbaij an 9.3 19.7 4.2 1.3

Cambodia 4.3 29.0 0.1 7.2

K azakhstan 2.7 20.1 −0.8 4.2

K iribati 9.5 21.6 6.4 1.8

Marshall Islands 5.1 25.3 3.0 4.3

Federated States of Micronesia 17.8 20.3 18.6 1.4

Mongolia 4.8 69.5 0.2 5.9

Nauru 15.3 57.5 23.3 0.4

Samoa 4.1 49.6 0.2 0.8

Tonga 3.8 43.6 2.4 1.5

Turkmenistan 4.2 29.4 −1.1 6.3

U zbekistan 6.9 23.3 1.2 5.2

Vanuatu 6.0 50.9 3.9 3.5

  Limited Fiscal Space

Afghanistan 1.3 7.3 0.0 2.6

Bangladesh −0.8 34.5 −4.4 7.8

Bhutan 0.6 106.3 −2.5 4.6

Georgia −0.2 46.6 −1.0 4.9

Indonesia 0.8 30.0 −2.2 5.1

K yrgyz Republic 0.9 55.9 −1.5 4.2

Myanmar −0.8 37.6 −3.1 6.2

Nepal −1.0 28.8 −4.8 7.3

Philippines 1.3 39.1 −1.3 6.4

Taj ikistan 1.8 47.6 −3.6 7.3

Thailand 0.8 41.6 −0.4 3.5

Viet Nam 0.3 44.5 −2.9 7.0

  No Fiscal Space

People’s Republic of China −2.8 49.8 −5.0 6.6

Fij i −4.9 45.6 −4.1 2.6

India −4.4 70.2 −6.7 5.8

L ao People’s Democratic Republic −2.6 57.9 −5.1 6.1
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 Public Debt
(%  GDP)

Fiscal Balance
(%  GDP)

GDP Growth
(% )

Country FS Gap 2019 Average Over 2017–2019

Malaysia −2.0 55.7 −3.0 5.0

Maldives −2.1 66.6 −5.7 6.4

Pakistan −9.1 74.1 −7.0 4.2

Papua New Guinea −2.3 35.9 −3.1 2.5

Solomon Islands −2.0 9.9 −2.2 3.5

Sri L anka −6.7 82.8 −5.9 3.1

Timor-L este −16.2 7.3 −31.2 −0.5

Tuvalu −7.3 29.2 8.9 4.8

Notes:
FS = fiscal sustainability; GDP = gross domestic product.
The table reports the fiscal sustainability gap in 2019, computed as in K ose et al. (2017) and the average of public 
debt as a share of GDP, fiscal balance as a share of GDP, and real GDP growth over the period 2017–2019 for 
developing Asian countries. Countries are split into three groups depending on the 2019 fiscal sustainability gap. 
See text for details. Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed 
thereafter because of maj or recent events affecting both countries.
Sources:  IMF World Economic Outlook; and K ose et al. (2017).

Notes:
GDP = gross domestic product; IMF = International Monetary Fund.
The chart plots the mean of fiscal balance (as a share of GDP) and of public debt (as a share of GDP and divided by 
10 to improve readability) for three groups of countries with no, limited, or high fiscal space, measured by the fiscal 
sustainability gap. The sample includes developing Asian countries. The fiscal sustainability gap is computed as in 
K ose et al. (2017) and refers to 2019. Country-level values for public debt and fiscal balance are averages over the 
period 2017–2019. See main text for details.
Sources:  IMF World Economic Outlook; and K ose et al. (2017).

Figure 10.6  Fiscal space in dev eloping Asia ahead of the C O V I D-19 shock
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Another indicator of fiscal space is market access, as it provides daily information on market 
sentiment and on the sovereign’s capacity to tap international capital markets. Sovereign bond 
spreads increased sharply in March 2020 when WHO declared COVID-19 a pandemic and, 
even after a rapid decline started in April, they stabilized at a level significantly larger than 
pre-COVID-19. The increase in borrowing costs has been more severe for developing Asia than 
for other EMDEs—pos sibly reflecting the fact that the pandemic started in Asia—a lthough by 
the summer, the gap in the median spread between the two country groups narrowed signifi-
cantly (Figure 10.7, panel A). Also, even across developing Asia there is large variation across 
countries: while spreads in the PRC increased from about 180 basis points (bps) to a maximum 
of 260 bps and then declined to around 210 bps, the increase in India has been larger (from 120 
bps to a peak of more than 400 bps), and spreads reached values close or above 1000 bps in 
Papua New Guinea, Taj ikistan, U zbekistan and Pakistan (Figure 10.7, panel B). What is more 
interesting, though, is that the increase in sovereign bond spreads following the COVID-19 
shock has been stronger in countries starting from a weaker fiscal stance, consistent with the 

Notes:
PRC = People’s Republic of China.
Panel A plots daily values of the median sovereign bond spreads for 15 developing Asian countries and 54 other 
EMDEs, separately. Panel B plots daily values of the median sovereign bond spreads for selected developing Asian 
countries. Sovereign bond spreads are 7-day moving averages.
Source: Bloomberg.

Figure 10.7  Sov ereign bond spreads
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existing evidence that borrowing costs increase more in response to a global shock in countries 
with higher public debt ratios (Presbitero and Wiriadinata 2020). The change in sovereign 
bond spreads between early April 2020 (at the peak of the increase) and 4 February 2020 
(when the WHO Director-General asks the U nited Nations (U N) Secretary-General to activate 
the U N Crisis Management Policy in response to the virus), in fact, is positively correlated 
with the ex-ante level of the public debt-to-GDP ratio (Figure 10.8, panel A) and negatively 
correlated with the ex-ante fiscal sustainability gap (Figure 10.8, panel B).

4. PREL IMINARY EVIDENCE OF THE FISCAL  RESPONSE

The severity of the economic and fiscal shocks due to COVID-19 is likely to affect investment 
plans set up to achieve the SDGs. The need to protect social spending to attenuate the effect of 
the pandemic and the lack of fiscal space might imply a cut back on public investment, with 
potential long-term consequences. At the same time, at least in the short term, access to emer-
gency financing from the IMF and debt service relief—gr anted from the IMF and also from 
official bilateral creditors through the Debt Service Suspension Initiative (DSSI)—pr ovides 
liquidity to meet urgent spending in health and social programs. Between April 2020 and 
October 2020, the IMF has provided $489 million in debt service relief to 29 countries and 
approved $102 billion of emergency financing to 82 countries, using the Rapid Credit Facility 
and the Rapid Financing Instrument.8 In addition, bilateral official creditors have granted debt 
service suspension for about $12 bi llion to developing countries through the DSSI.9

Discretionary fiscal spending increased in the region, at levels slightly higher than in other 
developing countries. According to recent data collected by IMF (2020b), while the global 
response to the shock has been close to 12 percent of GDP, equally split between additional 
spending (or forgone revenues) and liquidity support, including contingent liabilities, these 
numbers are lower in EMDEs. The median (average) fiscal response in EMDEs has been 3.8 
percent (5.7 percent) of GDP. The median (average) country in developing Asia increased 
spending by 4.5 percent (5.4 percent) of GDP, although there is large variation across coun-
tries (Figure 10.9).10

For instance, Thailand’s response is close to 12.5 percent of GDP, split between additional 
spending in health, transfers to those affected by COVID-19, a stimulus package for the 
tourism sector, tax reliefs, and guarantees and subsidized loans for small and medium-sized 
enterprises. On the other hand, Viet Nam increased spending by only 1.7 percent of GDP 
through quasi-fiscal operations— directed at reducing energy prices and the cost of credit—
cash transfers to the poor and workers who lost their j ob, and tax and fee rebates to firms.11 
The fiscal response of the PRC and India has been of 5.9 percent and 7 percent, respectively. 
However, while the PRC’s additional spending is mostly above the line, India’s discretionary 
measures have been concentrated in equity infusions to small and medium-sized enterprises 
and credit guarantees.

Interestingly, and in line with expectations, the size of the discretionary fiscal response is 
indeed correlated with the conditions in which countries entered the COVID-19 pandemic. For 
the 20 developing Asian countries for which data are available there is a positive correlation 
between the fiscal sustainability gap and the amount of discretionary fiscal spending as a share 
of GDP (Figure 10.10), confirming the importance of prudent and sound fiscal policy in tran-
quil times to be able to mitigate adverse shocks. 
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Notes:
EMDEs = emerging and developing economies; GDP = gross domestic product; IMF = International Monetary 
Fund.
The charts plot the change in sovereign bond spreads after the COVID-19 shock against public debt over GDP 
in 2019 (panel A) and the fiscal sustainability gap in 2019 (panel B), computed as in K ose et al. (2019). See the 
main text for details. The change in sovereign bond spreads (7-day moving averages) is computed between 3 April 
2020 and 4 February 2020. The World Health Organization Director-General asked the U N Secretary-General on 
4 February to activate the U N Crisis Management Policy in response to the virus. Results are robust to alternative 
dating choices.
Sources:  Bloomberg; IMF World Economic Outlook; and K ose et al. (2017).

Figure 10.8 Sov ereign bond spreads post-C O V I D-19 and initial fiscal space
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Notes:
GDP = gross domestic product; L ao PDR = L ao People’s Democratic Republic; PRC = People’s Republic of China.
The discretionary fiscal spending includes additional spending and forgone revenues, as well as loan, equity 
and guarantees, put in place after the COVID-19 shock. Data for Afghanistan and Myanmar were valid as of 14 
December 2020 and may have changed thereafter because of maj or recent events affecting both countries.
Source: IMF (2020b). Data available at: https:/ /  www .imf .org/  en/  Publications/  FM/  Issues/  2020/  09/  30/  october -2020 
-fiscal -monitor.

Figure 10.9 Discretionary fiscal spending after C O V I D-19
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For instance, countries with the highest gap (e.g., more fiscal space), such as Nauru, the 
Federated States of Micronesia, Azerbaij an, and U zbekistan are among those that have been 
able to deploy a larger discretionary fiscal response. By contrast, countries with a negative gap 
(e.g., no fiscal space such as Pakistan, Papua New Guinea, Bangladesh, and Nepal) reacted to 
the shock with a very small discretionary fiscal stimulus.

Turning to capital spending, since we lack comprehensive data on actual investment programs 
(especially in infrastructure) post-COVID-19, we rely on a systematic review of the most recent 
data published by the IMF in its country reports and on the data on gross fixed public capital 
formation published in the October 2019 and October 2020 vintages. We use the October 2020 
data as they are the latest observation, while the October 2019 data are the last observations 
before the COVID-19 crisis. Figure 10.11 plots the distribution of these revisions, separately 
for developing Asia and the other EMDEs. These preliminary data indicate that in 15 out of 
24 countries in developing Asia (for which data are available) public investment in 2020 is 
expected to contract with respect to the pre-COVID-19 proj ections. In the median country the 
downward revision is only 0.2 percent of GDP and only four countries have recorded a large 
downward revision (Cambodia, Sri L anka, Taj ikistan, and Viet Nam—t hree of which had 

Notes:
ARM = Armenia; AZ E = Azerbaij an; PRC = People’s Republic of China; GDP = gross domestic product; GEO 
= Georgia; IND = India; INO = Indonesia; K AZ  = K azakhstan; MON = Mongolia; MYA = Myanmar; MAL  
= Malaysia; NAU  = Nauru; NEP = Nepal; PHI = Philippines; SAM = Samoa; SOL  = Solomon Islands; TAJ = 
Taj ikistan; THA = Thailand; TK M = Turkmenistan; U Z B = U zbekistan; VIE = Viet Nam.
The fiscal sustainability gap is computed as in K ose et al. (2017) and refers to 2019. The discretionary fiscal 
spending includes additional spending and forgone revenues, as well as loan, equity and guarantees, put in place 
after the COVID-19 shock, as shown in Figure 10.9. Data for Myanmar were valid as of 14 December 2020 and 
may have changed thereafter because of maj or recent events affecting the country.
Sources:  IMF (2020b); IMF World Economic Outlook; and K ose et al. (2017).

Figure 10.10 Fiscal gap and discretionary fiscal spending
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limited or no fiscal space in 2019, see Table 10.1). By contrast, in some countries (including 
the PRC), public investment levels are expected to be higher than proj ected in the fall of 2019. 
Consistent with our discussion on fiscal space, the outlook in developing Asia is better than in 
other EMDEs, where almost 70 percent of the countries revised public investment spending 
downward, with a median decline of 0.6 percent of GDP and large contractions in several 
countries (e.g., Bolivia, Burkina Faso, Dominica, Niger, Suriname, U ganda, and Z ambia, all 
beyond a revision of −3 percent of GDP).

To complement this preliminary evidence, we look at the experience around the GFC to 
understand how public investment reacted to the global crisis, depending on the initial level of 
fiscal space. In this case, we average public investment (as a share of GDP) between 2005 and 
2006 (pre-GFC) and between 2008 and 2009 (post-GFC) and compute the change in public 
investment between the post- and pre-GFC averages. Figure 10.12 plots this change against 
the fiscal sustainability gap in 2007 (pre-GFC) and shows a strong and positive association 
between the two variables, suggesting that entering the crisis with a weaker fiscal position is 
associated with a lower level of public investment (compared with the precrisis level). This 
piece of evidence, together with the observation that countries start, on average, from a weaker 
fiscal position than before the GFC, suggests that the COVID-19 crisis could result in lower 
public investment in the years to come, undermining the progress toward the SDGs.

Notes:
EMDEs = emerging and developing economies; GDP = gross domestic product; IMF = International Monetary 
Fund.
The chart plots the change in public investment over GDP in 2020 between what was published in the October 2020 
and the October 2019 vintages of the IMF World Economic Outlook.
Source: IMF World Economic Outlook, different vintages.

Figure 10.11 Public inv estment around the C O V I D-19 shock
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5. POL ICY OPTIONS

The evidence discussed in this chapter, while based on preliminary data and therefore not 
conclusive, indicates that developing countries have been hit by the COVID-19 pandemic in 
a macroeconomic context which is characterized by (1) weaker fiscal stance than before the 
GFC, with a number of countries already at risk of debt distress; and (2) large financing needs 
to fund infrastructure and social spending to achieve the SDGs by 2030. As expected, there is 
an association between (limited) fiscal space and a country’s borrowing costs and its capacity 
to respond to the shock through discretionary fiscal expenditures. Moreover, the experience of 
the GFC indicates that a weaker initial fiscal position is likely to translate into a larger decline 
in public investment and, more generally, a weak fiscal position is likely to reduce the returns 
from public investment.

Moving from this evidence and looking forward, it would be critical to assess the 
medium-term implications of the shock on public sector finances, to ensure that the appropri-
ate policies are put in place to restore debt sustainability—i f this has been undermined—a nd to 
scale up investment to meet the targets set by the 2030 Development Agenda. Also, for coun-
tries with sufficient fiscal space, there is an opportunity to take advantage of the low global 
interest rate environment to undertake public investment proj ects to mitigate the effect of the 
shock, as fiscal multipliers are likely to be higher than in normal times. However, as multi-
pliers are sensitive to the fiscal stance (Huidrom et al. 2019; Ilzetzki et al. 2013), preserving 
long-term debt sustainability remains a priority also for these countries, given the uncertainty 

Notes:
EMDEs = emerging and developing economies; GDP = gross domestic product; GFC = global financial crisis.
The chart plots the financial sustainability gap in 2007 against the change in public investment over GDP between 
2008–2009 and 2005–2006 for 108 EMDEs.
Sources:  IMF World Economic Outlook; and K ose et al. (2017).

Figure 10.12 Public inv estment and discretionary fiscal spending around the GFC
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on the recovery and the risks of tightening global financial conditions (IMF 2020a). There are 
three main issues which deserve scrutiny.

First, in the immediate, rising gov ernment debts need to be addressed. This issue is at the 
center of the policy discussion. The international community has so far provided debt service 
suspension—t hrough the IMF debt service relief and the G20 DSSI—w hich can liberate 
resources to use for mitigating the effect of the crisis and reducing sovereign bond spreads, 
with potential positive effects on external financing (L ang et al. 2020). A debt moratorium 
is the right response to a liquidity crisis and, in this respect, the DSSI has been successful, 
although so far it has seen limited participation by the PRC (the country with the largest debt 
service due) and no participation at all by private creditors, which in some countries hold 
a nontrivial share of external public debt. However, as the crisis continues and the recovery 
lags, the effects on potential output become more likely and severe; in which case a liquidity 
crisis could translate into a solvency one. Even in a world of low interest rates, which are 
also compressed by the expansionary unconventional monetary policy in both advanced and 
emerging markets (see IMF 2020c; and World Bank 2020b), debt sustainability could become 
an issue if economic growth stagnates. The short-run contraction has been unprecedented and 
the shape of the recovery remains highly uncertain. Among low-income countries, many were 
already at high risk of debt distress (IMF 2020d; World Bank 2020a) and more moved from 
moderate to high risk recently as the pandemic has affected liquidity and solvency indicators.12 
Similar patterns can emerge also among middle-income countries. In this context, debt service 
relief will not be enough and debt stock will need to be reduced to mitigate the debt overhang 
and restore fiscal space, in order to create room to scale up public investment.

U nlike in past experiences, we confront a truly exogenous shock in this case, rather than 
of domestic macroeconomic policies, which could make the case for debt relief stronger, 
politically more feasible, and less subj ect to moral hazard. Moreover, debt restructuring should 
be faster and more inclusive than in the past, to avoid another “ lost decade”  in development 
(Bulow et al. 2020). The current discussion led by the G20 is going in that direction,13 follow-
ing numerous calls by academics, practitioners and policy makers, although several challenges 
have to be addressed, notably the change in the creditor composition, with a large and dominant 
share (in some countries) held by emerging donors (e.g., the PRC) and commercial creditors.

The second key issue is the choice of financing options. Given the large investment gap and 
the limited amount of aid, countries need to diversify their funding sources. Aiming primarily 
for debt sustainability, country authorities should assess the benefits and costs of different 
options. The financing mix would depend on investment needs, fiscal space and access to 
international capital markets. On the one hand, the low global interest rate environment can 
allow for relatively cheap borrowing in countries with sound fundamentals and better pros-
pects for recovery, but a weak fiscal position would caution against a large fiscal expansion, 
at least for some countries; and for them, international assistance and an expansion of grants 
and concessional lending would be a fundamental countercyclical source of external financing 
to balance the drop in government revenue and external private finance inflows. However, 
notwithstanding political commitment in support of a global sustainable recovery, budgets in 
donor countries are also under pressure and this could translate into a decline of foreign aid 
(OECD 2020). In this respect, multilateral institutions should step up their lending capacity. 
While progress has been made—t he IMF, for instance, has so far approved more than $100 
billion in lending in response to the pandemic crisis—t he large financing needs and the rapid 
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depletion of foreign exchange reserves in many countries call for bolder interventions. In this 
sense, a new special drawing rights allocation, as proposed by many commentators, would 
allow developing countries to have access to hard currencies at a much lower interest rate than 
borrowing on international markets (Gallagher et al. 2020; Plant 2020). Multilateral develop-
ment banks could also play a key role by catalyzing private sector lending and mitigating risks 
and paving the way for other investors to enter new markets (World Bank 2018). A recent 
analysis based on syndicated lending—i ncluding loans for infrastructure proj ects—s hows that 
for each U S dollar lent by multilateral development banks, private creditors (i.e., commercial 
banks) can lend up to $7.00 ( Broccolini et al. 2020).

Debt management and financing strategies should take into consideration the sources of 
risks and vulnerabilities (see K ose et al. 2020, among others, for an extensive discussion 
of the main issues). Relying heavily on instruments denominated in domestic currency can 
reduce the exposure to global shocks and limit the changes in debt stocks and repayment 
flows due to exchange rate movements. However, as countries are slowly graduating from 
the original sin, one should not dismiss risks coming from local currency bonds (Du and 
Schreger 2016; Griffiths et al. 2020). A second shift should go toward greater reliance on 
domestic and longer-term debt, although one has to balance the risks in terms of crowding out 
of private sector credit (if banks end up being the largest holders of domestic debt) with the 
benefit of a lower exposure to foreign, more volatile, creditors. Moreover, the deepening of 
domestic financial markets necessary to absorb an increase in domestic debt requires time and 
a strengthening of institutions to improve regulation and supervision of financial markets (see 
Chapter 14, this volume). Finally, state-contingent debt instruments could play a much larger 
role in the stock of sovereign debt. The academic and policy discussion on these instruments 
is not new and has pointed out the potential benefits as a countercyclical and risk-sharing tool, 
even though the take-up so far has been limited (Borensztein and Mauro 2004; Ferrarini 2008; 
IMF 2017a). For instance, the COVID-19 crisis, at least at the beginning, had the effects of 
a liquidity crisis and could have been dealt with by using bonds with a floating grace period 
(Cohen et al. 2008), which would give to the debtor the right to postpone debt repayments for 
a specific period in case an adverse shock hits the economy. Such instruments would allow for 
a sort of “ automatic restructuring” , without the need for debt negotiation, which is often long 
and costly.

The final point relates to the design of inv estment plans. We argue that the case for public 
investment is still relevant, even in crisis time, as it could help the recovery. The timing, 
composition and size of the investment plan critically depend on the country-specific fiscal 
space and access to domestic and external financing. A common theme is that the evidence 
reviewed in this chapter, as well as data on ADB-financed proj ects, shows that scaling up of 
public investment should be gradual to avoid absorptive capacity constraints that lead to cost 
inflation and time delays in proj ect execution, affecting the likelihood of proj ect success and, 
more generally, reducing the growth dividend of public investment. Hence, country authorities 
should carefully design investment plans that, in the short term, prioritize maintenance and 
the termination of existing proj ects or the implementation of those already in the pipeline. In 
the medium term, existing evidence shows that a front-loaded public investment surge can 
induce debt sustainability risks (Buffie et al. 2012). Again, the timing and size of these plans 
will depend on the degree of fiscal space, with some countries prioritizing the reduction of 
debt vulnerabilities. A common recommendation for developing countries and the interna-
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tional community (bilateral and multilateral donors as well as the private sector) is that more 
resources for public (infrastructure) investment are a priority and an opportunity to promote 
inclusive development, achieve the SDGs, and facilitate the digital and climate transformation. 
In this respect, the scaling up of investment should be gradual and go together with capacity 
building and improvements in proj ect selection and execution and in the efficiency of public 
investment.

6. CONCL U SIONS

The COVID-19 pandemic crisis hit developing Asian countries, causing the first recession in 
nearly 60 years. This unprecedented shock is putting public finance under severe stress and 
comes during a time when debt vulnerabilities have increased substantially in recent years, and 
at a point where several countries were already at a high risk of debt distress even before the 
pandemic. In addition, progress to achieve the SDGs in developing Asia has so far been lower 
than expected, and countries also have to invest massively in infrastructure.

Given the importance of investment spending to promote inclusive growth and sustain 
the recovery, governments should make efforts to preserve public investment to the extent 
possible, given the current conj uncture. At the same time, the fiscal response to the crisis has 
to consider the risks that an increase in public investment could pose to debt sustainability, 
especially for countries which already had limited or no fiscal space even before the crisis.

Our analysis shows that developing countries have to deal with the current crisis starting 
from a weaker fiscal position than they had before the GFC. However, Asian developing 
countries are in a better position than other developing countries, thanks to a more prudent 
fiscal policy in recent years. The current crisis and trends in development finance could further 
reduce fiscal space, weakening the capacity to implement countercyclical fiscal policy and 
undermining debt sustainability.

Policy options would depend on the extent of fiscal space. In developing countries with 
no fiscal space, debt relief and increased concessional lending by multilateral and bilateral 
donors could contribute to reduce the debt overhang and rebuild fiscal space in the short run, 
to allow investment to pick up in the recovery phase. Countries with fiscal space could instead 
develop a prudent borrowing strategy to preserve public investment plans also in the short 
term, by diversifying their financing sources. In this respect, a shift toward state-contingent 
debt instruments and an increase in long-term and local currency debt could mitigate the future 
vulnerability to external shocks.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent. The author thanks 
Benno Ferrarini, Marcelo Giugale, and Juan Pradelli for commissioning this chapter and giving 
helpful feedback; and Nicolas Depetris-Chauvin and U go Panizza for helpful comments. The usual 
disclaimers apply.

2. In particular, we collect data on 38 countries in developing Asia (based on the classification 
specified in ADB 2020a). Appendix Table 10A.1 lists the 38 countries covered in the analysis, 
together with the 93 non-Asian EMDEs (according to the IMF income classification). In the fol-
lowing we use the expression “ other EMDEs”  and “ other developing countries”  interchangeably. 
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Macroeconomic data are collected primarily from the IMF World Economic Outlook, but also from 
other sources, listed in the notes to each chart.

3. However, Berg et al. (2019) show that the potential negative effect of low efficiency on the growth 
dividend of public investment can be offset by the positive effect due to capital scarcity, providing 
an argument against any blank recommendation to reduce public investment in low-efficiency 
countries.

4. This section draws on Gurara et al. (2018).
5. The visual impression is confirmed by the fact that the correlation between the fiscal and the growth 

shocks (equal to 0.46) is significantly lower (and equal to 0.13) in Asian countries.
6. Computing averages across groups show even larger differences, as public debt in 2019 is 60 

percent of GDP in non-Asian countries and 42 percent in developing Asia.
7. Formally, all countries with a negative gap have no fiscal space. However, as our measure is a func-

tion of DE B T* , which is a (non-observable) target, it is hard to interpret the precise values of the 
index. Also, to take into account that yearly data may be volatile and since we care about significant 
deviation, in both directions, from the zero, we take two extreme groups and consider all countries 
for which the gap is moderate (in both ways) as countries with limited fiscal space.

8. See the most recent information at IMF. IMF Financing and Debt Service Relief. https:/ /  www .imf 
.org/  en/  Topics/  imf -and -covid19/  COVID -L ending -Tracker (accessed 15 December 2020).

9. See the most recent information at The World Bank. COVID 19: Debt Service Suspension Initiative. 
https:/ /  www .worldbank .org/  en/  topic/  debt/  brief/  covid -19 -debt -service -suspension -initiative 
(accessed 15 December 2020).

10. The most recent ADB estimates (as of 2 November 2020) of the size of the total policy packages 
in response to the COVID-19 pandemic—i ncluding government support to income, credit creation, 
liquidity and equity support, and direct lending— are at $3.7 trillion in developing Asia, which 
amounts to about 15 percent of GDP, about half the size of the response in advanced economies 
(estimated at 32 percent of GDP). While these estimates include both fiscal and monetary policy 
interventions, they confirm the smaller response in developing Asia compared with advanced 
economies.

11. These numbers have to be interpreted with caution. The ADB COVID-19 Policy Database (avail-
able at https:/ /  covid19policy .adb .org), for instance, indicates a similar fiscal response for Thailand 
($44 million, while the IMF reports $45 million, excluding contingent liabilities), but a larger 
package in Viet Nam ($13 m illion versus $6 m illion).

12. See Pazarbasioglu (2020).
13. See the IMF position at Pazarbasioglu (2020) and the G20 Statement of 13 November 2020. https:/ /  

www .sciencespo .fr/  psia/  sovereign -debt/  2020/  11/  13/  document -g20 -common -framework/   (accessed 
15 December 2020).
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APPENDIX 10.1

Table 10A.1 E conomies cov ered in the analysis

Developing Asia

Azerbaij an K yrgyz Republic Sri L anka

Afghanistan Malaysia Taj ikistan

Armenia Maldives Thailand

Bangladesh Marshall Islands Timor-L este

Bhutan Federated States of Micronesia Tonga

Cambodia Mongolia Turkmenistan

People’s Republic of China Myanmar Tuvalu

Fij i Nauru U zbekistan

Georgia Nepal Vanuatu

India Pakistan Viet Nam

Indonesia Papua New Guinea  

K azakhstan Philippines  

L ao People’s Democratic Republic Samoa  

K iribati Solomon Islands  

Other (Non-Asian) Emerging Markets and Developing Economies

Albania Eswatini Mozambique

Algeria Ethiopia Namibia

Angola Gabon Nicaragua

Belarus The Gambia Niger

Belize Ghana Nigeria

Benin Grenada North Macedonia

Bolivia Guatemala Paraguay

Bosnia and Herzegovina Guinea Peru

Botswana Guinea-Bissau Romania

Brazil Guyana Russian Federation

Bulgaria Haiti Rwanda

Burkina Faso Honduras Sao Tome and Principe

Burundi Iran Islamic Rep. Senegal

Cabo Verde Iraq Serbia

Cameroon Jamaica Sierra L eone

Central African Rep. Jordan South Africa

Chad K enya South Sudan

Colombia K osovo St L ucia

Comoros L ebanon St Vincent and the Grenadines

Congo, Dem. Rep. L esotho Sudan

Congo, Rep. L iberia Suriname
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Other (Non-Asian) Emerging Markets and Developing Economies

Costa Rica L ibya Tanzania

Cote d’Ivoire Madagascar Togo

Dj ibouti Malawi Tunisia

Dominica Mali Turkey

Dominican Republic Mauritania U ganda

Ecuador Mauritius U kraine

Egypt Arab Rep. Mexico West Bank and Gaza

El Salvador Moldova Yemen Rep.

Equatorial Guinea Montenegro Z ambia

Eritrea Morocco Z imbabwe

Source: Authors.
Note:  Data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed thereafter 
because of maj or recent events affecting both countries.
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11. Contingent liabilities: monitoring exposures 
that are difficult to measure
Timothy C. Irwin1

1. INTRODUCTION

Contingent liabilities matter for debt sustainability because their realization can cause debt to 
increase sharply and suddenly. Thus, even countries with apparently sound public finances can 
have debt-sustainability problems if their contingent liabilities are troublesome. Indonesia and 
Thailand, for example, entered the Asian financial crisis of 1997–1998 with low public debt 
and having recently run moderate budget deficits or even surpluses, but their public finances 
were quickly undermined by the realization of explicit and implicit contingent liabilities 
(Brixi and Gooptu 2002, p. 251). Iceland and Spain had a similar experience during the global 
financial crisis of 2008. More generally, Bova et al. (2019, p. 381) find that the realization of 
contingent liabilities after the global financial crisis accounted for “as much as one-third” of 
the subsequent increases in public debt. And studies of the causes of the long-term growth of 
public debt have found that traditionally measured deficits, growth rates, and interest rates 
have less explanatory power than might be expected, while factors that increase debt without 
showing up in the traditionally measured deficit are crucial; perhaps the most important such 
factor is the depreciation of the local currency in the presence of foreign-currency debt, but 
another is the realization of contingent liabilities (Kharas and Mishra 2001; Campos et al. 
2006; Jaramillo et al. 2017).

Contingent liabilities and the surprises they create cannot be eliminated. Even if a gov-
ernment avoids explicitly underwriting any risks, it will almost certainly underwrite some 
implicitly, as the risk-bearer of last resort. As someone once said of deposit insurance: there 
are two types of government—those that offer it and those that think they don’t.2 Surprises are 
of course inevitable. Yet they can be amplified by the opacity of many contingent liabilities, 
especially the implicit ones; by inadequacies in governments’ monitoring of even the explicit 
ones; and the tendency of governments to assume obligations in a form that does not immedi-
ately increase the reported level of public debt. As Buchheit and Gulati (2014, p. 241) write,

It is a truth universally acknowledged, that a sovereign borrower in possession of an uncomfortably 
large stock of debt, must be in want of camouflage. And since the commencement of the financial 
crisis in 2008, many sovereigns seem to have found it—in the form of contingent sovereign liabilities.

Contingent liabilities are by no means new. Livy and Suetonius write of the Roman Republic 
and Empire offering guarantees in contracts with military suppliers (Irwin 2007, pp. 12–13), 
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and in the nineteenth century, governments around the world encouraged the building of 
railways by guaranteeing investors a minimum rate of return (Eichengreen 1996; Irwin 2007, 
pp. 14–15). The economic literature on contingent liabilities is also old, if not as ancient as 
the liabilities themselves. Mann (1947), for example, defended the U nited States (U S) gov-
ernment’s use of guarantees in the first decades of the twentieth century. Merton (1977) influ-
entially pointed out that government guarantees have the same kind of payoffs as put options, 
and their costs can therefore be estimated using the techniques of option pricing. Baldwin et 
al. (1983) and Phaup (1985) drew attention to the failure of budgetary accounting in Canada 
and the U S, respectively, to recognize these costs. Work by international organizations on 
contingent liabilities (and the broader issue of fiscal risk) took off in the 1990s and has contin-
ued apace, spurred on by the Asian and the global financial crises (e.g., Towe 1991; Irwin et 
al. 1997; Polackova 1998; Brixi and Schick 2002; Hemming et al. 2006; Cebotari 2008; IMF 
2008, 2016; K opits 2014).

The effect of the novel coronavirus (COVID-19) on public finances in Asia makes a review 
of contingent liabilities timely. The region appears, at the time of writing, in late 2020, to 
be weathering the pandemic better than most, but growth has slowed, and public debt has 
increased (see Chapter 1, this volume). Countries such as Japan and the Republic of K orea 
(ROK ) have also responded to the pandemic by incurring new contingent liabilities.3

This chapter therefore takes a fresh look at contingent liabilities in Asia (ADB’s developing 
members and Japan) and the ways they can be monitored. The contingent liabilities it exam-
ines are the direct liabilities of entities other than the central government that may become 
liabilities of the central government if the other entities become financially distressed. Those 
entities include subnational governments, state-owned enterprises, banks and other financial 
institutions, firms involved in public–private partnerships (PPPs), and any entity that benefits 
from an explicit government guarantee. Excluded from the analysis are certain other contin-
gent liabilities, such as those arising from lawsuits against the government; certain direct obli-
gations of the central government that are sometimes described as contingent liabilities, such 
as obligations to pay pensions (e.g., Towe 1991); and obligations that are especially difficult 
to value, which accountants sometimes call contingent liabilities.4

One entity’s direct liabilities may become the government’s contingent liabilities when the 
government signs a contract to guarantee them, but, as indicated above, this is not the only 
way. A contingent liability may arise from a letter of comfort, in which the government makes 
a softer but possibly still significant commitment; or from a law, such as one guaranteeing 
bank deposits. Alternatively, officials may imply with a series of nods and winks that the 
government stands behind an entity’s liabilities (Buchheit and Gulati 2014), or the extent of 
the government’s involvement in the entity’s activities may by itself suggest that it will do 
so, as in the case of many state-owned enterprises and the “ government-sponsored”  entities 
Fannie Mae and Freddie Mac (Phaup 2009; Frame et al. 2015). Finally, the government may 
sometimes be expected to conclude, irrespective of any of its prior words or actions, that the 
costs of letting the entity default on its liabilities are greater than the costs of bailing it out—a s 
with the U S government’s 2009 rescue of General Motors (Goolsbee and K rueger 2015).

As the last example illustrates, some entities’ liabilities may become the government’s 
liabilities only during an economy-wide crisis: in better times, the U S government might 
have allowed General Motors to fail. More generally, because many contingent liabilities 
do not arise from clear-cut laws or contracts, whether the government would assume the 
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liabilities may be unknown. National governments seldom allow subnational governments or 
state-owned enterprises to default on their debts, but occasionally they do, as in the People’s 
Republic of China (PRC), where some state-owned enterprises have defaulted on their debts, 
and in the U S, where some subnational governments have done so. Thus, many of the liabili-
ties discussed in this chapter are best described as possible contingent liabilities.

The chapter first examines the available evidence on the gross magnitude of the possible 
contingent liabilities of the central governments of the region’s five largest economies: the 
PRC, India, Indonesia, Japan and the ROK . Together, these countries account for 92 percent 
of the region’s public debt and no doubt a large share of its contingent liabilities.5 The anal-
ysis focuses on data in cross-country databases because these data tend to be at least partly 
standardized and thus more nearly comparable between countries, and because they are what 
are most suitable to the international monitoring of debt sustainability. Nevertheless, some 
attention is paid to country-specific information.

The chapter aims to answer both a first-order question about the size of the possible con-
tingent liabilities in the five countries and a second-order question about the availability of 
cross-country information on the issue. On the second-order question, it finds that, even for 
these large, globally important, middle- or high-income countries, the cross-country databases 
have maj or gaps. To take a striking example, one of the databases provides for information on 
governments’ explicit contingent liabilities, including government guarantees of debt, but each 
value is missing for each of the five countries. In other areas, information is available for some 
countries but not others. Notably scarce are data on India and, especially, the PRC. Given the 
gaps in the data for these five large countries, it seems safe to assume that the region’s smaller, 
poorer countries also have maj or gaps in their data. Nevertheless, some of the databases were 
developed only in the last few years, so there is room for optimism.

The answer to the first-order question is necessarily limited by the gaps in the data, but there 
are clearly large differences in the gross size of the different types of possible contingent liabil-
ities among the five countries. For example, the Indonesian government’s possible contingent 
liabilities related to subnational governments appear to amount to about 0.3 percent of GDP, 
while those of its Japanese counterpart are two orders of magnitude larger. All the countries 
have significant possible contingent liabilities related to state-owned enterprises, but those of 
Indonesia are, again, the smallest, at 6–12 percent of GDP (depending on the data source), and 
those of the PRC the largest, with some estimates (not in the databases) putting them at more 
than 100 percent of GDP. Possible contingent liabilities arising from PPPs in infrastructure 
seem relatively small in the countries for which data are available, ranging from less than 1 
percent of GDP in the PRC to j ust over 5 percent in India. Public and private banks are gener-
ally the largest source of contingent liabilities, though the data on them are far from complete.

The chapter ends by sketching three strategies for monitoring possible contingent liabilities. 
It does not consider the details of monitoring, which necessarily differ from one kind of con-
tingent liability to another, but instead looks at some high-level aspects of measurement and 
control that are common to the monitoring of all the possible contingent liabilities considered. 
The first strategy is to monitor the gross amount of contingent liabilities, as many Asian gov-
ernments do with explicit government guarantees. A second strategy, seemingly less popular in 
Asia, addresses an obvious weakness in the first strategy: that it takes no account of the proba-
bilities that contingent liabilities will be realized. It is to monitor some probability-dependent 
measure such as the contingent liabilities’ market value or expected cost. The third strategy is, 
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essentially, to redefine the government’s debt to treat many would-be contingent liabilities as 
ordinary liabilities and monitor this broader measure of debt.

2. CONTINGENT L IABIL ITIES IN ASIA’S FIVE L ARGEST 
ECONOMIES

The first task in monitoring contingent liabilities is to determine their gross amount. To do 
this, we need to measure the size of the liabilities explicitly guaranteed by central government, 
as well as those of entities that are likely to benefit from some degree of implicit government 
guarantee, including subnational governments; state-owned enterprises, public banks, and 
other public corporations; private companies involved in PPPs; and private banks and other 
private financial corporations. How, then, should the size of these liabilities be measured?

The first question is which obligations to count (Dippelsman et al. 2012; Irwin 2015). 
A natural approach is to count only loans and debt securities (traditionally defined debt). But 
accountants and statisticians typically aim to record a wider range of liabilities, including, for 
example, accounts payable and the obligations associated with pensions. A second option is 
to count all these obligations other than equity claims (nonequi ty liabilities). A third option is 
to count only what statisticians define as debt instruments, which includes all nonequity lia-
bilities except, curiously, those arising from financial derivatives; see the System of National 
Accounts 2008 (European Commission et al. 2009, paragraph 26.103).

Another question is how to value the chosen set of obligations. Traditionally defined debts 
are often measured at their face value, but since loans can be made at a concessional interest 
rate, and bonds can be issued at a premium or discount to their face value, this method is rather 
arbitrary (Irwin 2019). Traded debt securities are often measured at their market value, which 
is sometimes useful, but at other times has consequences that can seem perverse: the market 
value of a debt falls in value as the debtor’s creditworthiness diminishes, so the gross amount 
of a government’s contingent liabilities could decline as the probability of their realization 
increased. Debts are also sometimes measured at their amortized cost (the amount of money 
raised at the time of borrowing reduced by repayments and the amortization of any issuance 
premium or discount); but this method, too, has elements of the arbitrary and perverse. The 
measurements presented below probably contain a mix of these valuation methods, and often 
it is unclear exactly which are used.

2.1 Explicit Debt Guarantees

Explicit government guarantees of the debts of other entities tend to be closely monitored, 
sometimes by the government’s debt manager (see Chapter 14, this volume). Many govern-
ments disclose them. The Government of India, Ministry of Finance (2020a, p. 25), to take 
j ust one example, states that the stock of debt guaranteed on 31 March 2019 amounted to 2.35 
percent of GDP.

But data like these do not appear to be commonly compiled in a cross-country database. 
There is space in the Government Finance Statistics Database of the International Monetary 
Fund (IMF) for the value of “ explicit contingent liabilities”  and for the part thereof created by 
“ publicly guaranteed debt” ; but values for the PRC, India, Indonesia, Japan, and the ROK  are 
all missing.6
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Buchheit and Gulati (2014, p. 244) succeed in getting information on 885 
government-guaranteed bonds issued in 1965–2013, but their sources are not helpful in our 
context. They are not freely available and, in the authors’ words, the bonds in their dataset 
“ probably”  constitute “ both a small and biased ... subset of the universe of sovereign guaran-
teed bonds” . And even a complete database of government-guaranteed bonds would tell us 
nothing about government-guaranteed loans, which in most developing countries are more 
important.

2.2 Subnational Governments

L et us look, then, at the size of various entities’ liabilities that might be guaranteed, 
implicitly or explicitly by the central government, starting with those of subnational gov-
ernments. Following the terminology and conceptual framework of national accounts and 
government-finance statistics (e.g., IMF 2014, Ch. 2), we take subnational governments to be 
the noncommercial (nonmarket) parts of local and state governments.

The IMF’s Government Finance Statistics Database allows for detailed, standardized 
information on government finances, including those of subnational governments. The data 
are presented according to the framework set out in IMF (2014), which in turn is based on 
the System of National Accounts 2008. In principle, the database allows a choice among the 
three possible sets of liabilities (traditionally defined debt, debt instruments, and nonequity 
liabilities). Moreover, the data on liabilities can in principle be reconciled with data on deficits.

Table 11.1 gives the database’s information on nonequity liabilities. There are no data at 
all on subnational liabilities in the PRC or India. Nevertheless, the available data imply that 
possible contingent liabilities related to subnational government are very small in Indonesia, 
at less than 0.5 percent of GDP; moderate in the ROK , at about 3 percent of GDP; and rather 
large in Japan, at about 33 percent of GDP.

Table 11.1 L iabilities of subnational gov ernment, 2018  (% of GDP)

Country Local
Government

State Government

PRC ... n.a.

India ... ...

Indonesia 0.17 0.15

Japan 32.63 n.a.

ROK 3.17 n.a.

Notes:
GDP = gross domestic product; PRC = People’s Republic of China; ROK  = Republic of K orea.
“ ...”  means that the values are missing and “ n.a.”  means that they are not applicable (because the country has no 
states).
Source: IMF. Government Finance Statistics Database. Washington, DC. https:/ /  data .imf .org/  ? sk = a0867067 -d23c 
-4ebc -ad23 -d3b015045405. Data were downloaded on 16 September 2020 by going to the Archive tab; then “ Q uery 
or Download Data” , choosing the 2019 “ Vintage Annual” , and then performing a “ Q uery”  on “ Integrated Balance 
Sheet (Stock Positions and Flows in Assets and L iabilities)” .

The IMF’s Global Debt Database provides a different perspective and adds information for 
India (Table 11.2).7 This database is much less detailed than the Government Finance Statistics 
Database, but it does report both the debt of central government and the debt of general gov-

https://data.imf.org/?sk=a0867067-d23c-4ebc-ad23-d3b015045405
https://data.imf.org/?sk=a0867067-d23c-4ebc-ad23-d3b015045405
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ernment, the difference between them being, with one possible exception mentioned below, 
the debt of subnational government. The database aims to include all debt instruments (Mbaye 
et al. 2018), but sometimes has to settle for traditionally defined debt. In any case, for India, 
the database implies possible contingent liabilities associated with subnational government of 
about 24 percent of GDP. For Indonesia and the ROK , the values are similar to those from the 
Government Finance Statistics Database. The small differences might reflect differences in 
included liabilities or valuation methods, or the elimination upon consolidation of the claims 
internal to general government, such as debts owed by local governments to the central gov-
ernment. In the presence of such claims, the analysis of possible contingent liabilities should 
focus on the implied figure, to avoid a kind of double counting. Such factors might also explain 
the larger difference in the estimate for Japan, but the figure for the liabilities for Japan’s 
central government may exclude liabilities related to social-security funds, as suggested by 
data for Japan in the Government Finance Statistics Database.

Table 11.2 I mplied debt of subnational gov ernment, 2018 ( % of GDP)

Country Debt of Central 
Government

Debt of General 
Government

Implied Debt of Subnational 
Government

PRC ... 50.6 ...

India 43.9 68.1 24.2

Indonesia 29.8 30.1 0.3

Japana 198.4 237.1 38.7

ROK b 37.7 40.1 2.4

Notes:
… =  data not available; GDP = gross domestic product; PRC = People’s Republic of China; ROK  = Republic of 
K orea.
a For Japan, the debt of central government may exclude the liabilities of social-security funds, so the implied 
liabilities of subnational government may be overstated. 
b Data for the ROK  are for 2017.
Source: Global Debt Database. https:/ /  www .imf .org/  -/  media/  Files/  Publications/  WP/  2018/  datasets/  wp18111 .ashx 
(accessed 5 September 2020).

Neither database offers an estimate of the liabilities of local government in the PRC. The 
Global Debt Database does, however, provide an estimate of the debt of general government 
and thus an upper bound on the debt of local governments. Chapter 6 in this volume offers an 
estimate for 2019 of 21 percent of GDP.

2.3 Public Corporations

Public corporations are businesses that are controlled by units of general government and 
operate at least somewhat commercially. Statisticians have developed tests for determining 
whether a government-controlled business is sufficiently commercial to be deemed a public 
corporation and thus not part of general government, but the dividing line tends to be blurry or, 
if made precise, somewhat arbitrary. In practice, the great maj ority of government-controlled 
businesses in the region are probably treated in the databases as being outside general 
government. In line with the distinction in macroeconomic statistics between financial and 
nonfinancial corporations, public corporations are conventionally divided into financial public 

https://www.imf.org/-/media/Files/Publications/WP/2018/datasets/wp18111.ashx
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corporations (public banks and other government-controlled financial institutions) and non-
financial public corporations (state-owned enterprises, municipal enterprises, and the like). 
The central bank is a financial public corporation, though sui generis.

Table 11.3 shows estimates of the liabilities of nonfinancial public corporations from 
three sources: a recent issue of the IMF’s Fiscal M onitor (IMF 2020); an IMF database of 
public-sector balance sheets, which, like the Government Finance Statistics Database, clas-
sifies total liabilities into components; and the World Bank’s Q uarterly Public Sector Debt 
Database, which, unlike the other two databases, has data for 2019.8 The estimates in the Fiscal 
Monitor for Indonesia, Japan, and the ROK  appear to have been taken from the Public Sector 
Balance Sheet Database (one of its stated sources). The estimates from the Q uarterly Public 
Sector Debt Database are lower for the two countries for which they are available, perhaps 
because of the passage of time or the counting of a narrower range of liabilities, or possibly 
differences in methods of valuation or the set of businesses included in the calculation.

Table 11.3  L iabilities of nonfinancial public corporations (% of GDP)

Country Fiscal Monitor PSBS Database QPSD Database

Debt Nonequity Liabilities Debt

2016–2018 2016 2019

PRC 46.89 ... ...

India ... 22.35 ...

Indonesia 11.89 11.89 6.31

Japan 17.20 17.20 15.89

ROK 23.54 23.54 ...

Notes:
… =  data not available; GDP = gross domestic product; PRC = People’s Republic of China; PSBS = Public Sector 
Balance Sheet; Q PSD = Q uarterly Public Sector Debt Database; ROK  = Republic of K orea.
Sources: IMF (2020, Figure 3.18); IMF. Public Sector Balance Sheet Database. Washington, DC: https:/ /  data .imf 
.org/  ? sk = 82A 91796–0326 –4629–9E1D -C7F8422B8BE6; and World Bank. Q PSD: Q uarterly Public Sector Debt. 
Table C1. Washington, DC: https:/ /  datatopics .worldbank .org/  debt/  qpsd.

The available data suggest that the liabilities of nonfinancial public corporations are signifi-
cant in all five countries and especially large in the PRC. They are smallest in Indonesia, at 
about 6–12 percent of GDP (depending on the data source); somewhat larger in Japan, at about 
16–17 percent of GDP; and somewhat larger still in the ROK , at about 24 percent of GDP. For 
the PRC, the only estimate in the cross-country databases is from the Fiscal M onitor, which 
reports “ debt”  of “ state-owned enterprises”  of 46.9 percent of GDP. Ferrarini and Hinoj ales 
(2018, p. 5), however, identify debt of state-owned enterprises in the PRC of 50.9 percent 
of GDP in 2016 and note that their “ sample falls significantly short of total SOE debt” ; they 
prefer an estimate due to Moody’s of 115 percent of GDP. L ee and Naqvi (2020, pp. 192–3) 
report estimates of $15.1 t rillion–$15.3 t rillion in 2016, or about 135 percent of GDP.

The liabilities of financial public corporations are large in all countries for which data are 
available, especially in India and Japan. Table 11.4 reports three measures of the liabilities. The 
measures in the first two columns are from the IMF’s Public Sector Balance Sheet Database, 
with the first column showing the traditionally defined debt of public financial corporations, 
including, it seems, each country’s central bank; and the second column showing estimates of 

https://datatopics.worldbank.org/debt/qpsd
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their nonequity liabilities, including, among other things, the deposits held in public banks. 
The third column reports data from the World Bank’s Q uarterly Public Sector Debt Database 
(whether the estimates in this column include the central bank is unclear). For Japan, noneq-
uity liabilities according to the Public Sector Balance Sheet Database are about 193 percent of 
GDP. L iabilities are also large in India and may not be as comprehensively defined. L iabilities 
in the ROK  are also large, at a little more than 70 percent of GDP. They are rather lower in 
Indonesia, at about 34 percent of GDP.

Table 11.4  L iabilities of financial public corporations (% of GDP)

Country PSBS Loans and Debt 
Securities

2016

PSBS Nonequity Liabilities
2016

QPSD Debt
2019

PRC ... ... ...

India ... 73.14 ...

Indonesia 3.44 33.77 26.42

Japan 48.61 193.30 47.96

ROK 37.28 67.58 ...

Notes:
… =  data not available; GDP = gross domestic product; PRC = People’s Republic of China; PSBS = Public Sector 
Balance Sheet; Q PSD = Q uarterly Public Sector Debt Database; ROK  = Republic of K orea.
Sources: IMF. PSBS. Washington, DC: https:/ /  data .imf .org/  ? sk = 82A 91796–0326 –4629–9E1D -C7F8422B8BE6; 
World Bank. Q PSD: Q uarterly Public Sector Debt. Table C1. Washington, DC: https:/ /  datatopics .worldbank .org/  
debt/  qpsd.

2.4 Consolidated Liabilities of the Public Sector

L ending by one part of the public sector to another means that, for the purpose of measuring 
the possible contingent liabilities of the central government, the liabilities of public corpo-
rations cannot simply be added to those of the central government. Among other things, the 
central government may borrow from public banks, while state-owned enterprises may borrow 
from the central government. We can get a better sense of the incremental possible contingent 
liabilities created by public corporations by comparing the debt of the public sector with that 
of the central government.

Table 11.5 does this for traditionally defined debt (loans and debt securities), for which 
results are probably most nearly comparable among countries. In Indonesia, the data suggest 
that public corporations create a relatively small possible contingent liability, at about 3 
percent of GDP. In the ROK , the additional traditionally defined debt is large, at about 54 
percent of GDP. Most striking are the data for Japan, which imply that the traditionally defined 
debt of the public sector is significantly smaller than that of the central government, presuma-
bly because of the central bank’s ownership of government bonds.
 
 
 
 
 

https://datatopics.worldbank.org/debt/qpsd
https://datatopics.worldbank.org/debt/qpsd
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Table 11.5  L oans and debt securities of central gov ernment and the public sector, 2016 
(% of GDP)

Country Central Government Public Sector Difference

PRC ... ... ...

India ... ... ...

Indonesia 28.5 31.7 3.2

Japan 192.7 140.7 −52.0

ROK 37.2 91.1 53.9

Notes:
… =  data not available; GDP = gross domestic product; PRC = People’s Republic of China; ROK  = Republic of 
K orea.
Source: IMF. PSBS. Washington, DC: https:/ /  data .imf .org/  ? sk = 82A 91796–0326 –4629–9E1D -C7F8422B8BE6.

If we consider all nonequity liabilities, the picture changes somewhat (Table 11.6), though 
inconsistencies in data make country comparisons riskier. The nonequity liabilities of the 
public sector are, for all three countries for which data are available, much larger than the 
nonequity liabilities of the central government. For Japan, the explanation is partly liabilities 
in the form of the “ currency and deposits”  of the public sector, which amount to about 113 
percent of GDP.

Table 11.6  Nonequi ty liabilities of central gov ernment and the public sector, 2016  (% of 
GDP)

Country Central Government Public Sector Difference

PRC ... ... ...

India ... 124.98 ...

Indonesia 31.30 67.13 35.83

Japan 264.55 313.87 49.32

ROK 89.61 173.87 84.26

Notes:
… =  data not available; GDP = gross domestic product; PRC = People’s Republic of China; ROK  = Republic of 
K orea.
Source: IMF. PSBS. Washington, DC: https:/ /  data .imf .org/  ? sk = 82A 91796–0326 –4629–9E1D -C7F8422B8BE6.

2.5 Public–Private Partnerships

The liabilities of private companies in PPPs are another source of possible contingent lia-
bilities for the government. Accountants and statisticians sometimes treat PPPs as creating 
liabilities (as well as assets) for the government (see IPSAS 32 in IPSAS Board 2018b; IMF 
2014, pp. 324–7). Thus, some liabilities related to PPPs could already be included in the debt 
of the public sector reported in Table 11.5. But this approach is not commonly applied, so it 
is worth looking at available information on contingent liabilities related specifically to PPPs.

https://data.imf.org/?sk=82A91796–0326–4629–9E1D-C7F8422B8BE6
https://data.imf.org/?sk=82A91796-0326-4629-9E1D-C7F8422B8BE6
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Rough estimates can be extracted from the World Bank’s Private Participation in 
Infrastructure Database.9 The database aims to register infrastructure PPPs in low- and 
middle-income countries and thus excludes those in Japan and the ROK . For each identified 
proj ect, the database includes the amount and year of investment, the percentage of the invest-
ment that is privately financed, and the length of the PPP contract. We can get an estimate of 
a government’s total possible contingent liabilities at the end of 2019 if we assume that the 
government’s possible contingent liability in relation to each proj ect is initially equal to the 
full amount of private investment and then declines in a straight line until it reaches zero at the 
end of the contract.10 Estimated in this way, the possible contingent liabilities are 0.7 percent 
of GDP in the PRC, 3.4 percent of GDP in Indonesia, and 5.3 percent of GDP in India.

2.6 Banks

In examining the liabilities of financial public corporations, we have already considered some 
of the possible contingent liabilities associated with banks and other financial institutions. But 
we also need to consider possible contingent liabilities related to private banks and financial 
institutions. There do not appear to be any public databases that report the liabilities of finan-
cial corporations and distinguish public corporations from private corporations. The IMF’s 
Financial Soundness Indicators Database does, however, provide information on the liabilities 
of deposit-taking corporations, whether public or private, and for some countries the liabilities 
of other financial corporations (Table 11.7). These liabilities are particularly large in the ROK , 
at well over 100 percent of GDP. Data on Japan and the PRC are unavailable, though.

Table 11.7  Nonequi ty liabilities of financial corporations, 2019 ( % of GDP)

Country Deposit-Taking Financial 
Corporations

Other Financial Corporations

PRC … ...

India 76.6 16.2

Indonesia 44.8 ...

Japan ... ...

ROK 118.4 152.7

Notes:
… =  data not available; GDP = gross domestic product; PRC = People’s Republic of China; ROK  = Republic of 
K orea.
Sources: For financial corporations: IMF. Financial Soundness Indicators Database: https:/ /  data .imf .org/  ? sk = 
51B096FA -2CD2–40 C2–8D09–06 99CC1764DA &  sId = 1411569045760; estimates of GDP at the end of 2019: 
IMF. World Economic Outlook. October 2019 edn: https:/ /  www .imf .org/  en/  Publications/  WEO/  weo -database/  2019/  
October.

3. MONITORING CONTINGENT L IABIL ITIES

Consider now some ways of measuring contingent liabilities for the purposes of monitoring.

https://data.imf.org/?sk=51B096FA-2CD2-40C2-8D09-0699CC1764DA&sId=1411569045760
https://data.imf.org/?sk=51B096FA-2CD2-40C2-8D09-0699CC1764DA&sId=1411569045760
https://www.imf.org/en/Publications/WEO/weo-database/2019/October
https://www.imf.org/en/Publications/WEO/weo-database/2019/October
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3.1 Gross Amounts

The simplest way is to focus, like the previous section of this chapter, on the gross amount of 
the contingent liabilities. The disclosure of such measurements is required by many account-
ing standards (e.g., IPSAS 19 in IPSAS Board 2018a) and is encouraged by the main guide-
lines for preparing statistics on debt and government finances generally (IMF 2011, pp. 47–51; 
and IMF 2014, pp. 76–7). Many examples of the reporting of this kind of measurement can be 
found in the region, in various kinds of government documents such as the following:

•  The Government of Bhutan’s financial statements (Government of Bhutan, Ministry of 
Finance 2019, Table 22);

•  The Government of India’s statement of guarantees (Government of India, Ministry of 
Finance 2020b, pp. 50–52; 2020a, p. 25);

•  The Government of the Philippines’ statement of fiscal risks (Government of the 
Philippines, Development Budget Coordination Committee 2019, sections VII–VIII);

•  Thailand’s Public Debt Management Office’s reports on public debt (see Thai Public Debt 
Management Office 2020 and Public Debt Data11).

The gross amount of contingent liabilities can be made the subj ect of a fiscal rule. In Armenia, 
for example, the stock of guarantees has been legally limited as a percentage of GDP (World 
Bank 2013, p. 25). In the Philippines, it is the dollar value of the stock of guarantees of 
foreign-currency borrowing that has been limited (World Bank 2019, p. 126), and in India it is 
the annual issuance of guarantees (Government of India, Ministry of Finance 2010). It is also 
possible to limit the sum of guaranteed and direct debt.

The same approach can also be used to monitor possible contingent liabilities that arise 
from implicit guarantees, which are often much larger than the contingent liabilities that arise 
from explicit guarantees. For example, as noted above, the Government of India has disclosed 
explicit guarantees of 2.35 percent of GDP, but as Tables 11.2, 11.3, 11.4, and 11.7 show, its 
possible contingent liabilities are much larger. Governments are j ustifiably wary of discussing 
implicit contingent liabilities for fear of making them firmer and encouraging moral hazard. 
But governments can monitor this information privately, and they can publish information on 
the liabilities without any implication that the liabilities are government guaranteed.

Monitoring the gross amount of contingent liabilities is simple; no estimation is required, 
only the use of information the government already has or can obtain. But it says nothing 
about the likelihood of the possible contingent liabilities’ being realized. This limitation does 
not make it useless though. Governments sensibly monitor gross debt even though it is used to 
finance investments and pay for government services that are expected directly or indirectly to 
generate revenue that can be used to repay the debt—i n this case, as with contingent liabilities, 
whether the government will ultimately lose money depends on the balance between the debt 
and the revenue the debt generates. Nevertheless, j ust as governments estimate their net as well 
as their gross debt, they sometimes estimate the probability that contingent liabilities will be 
realized.
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3.2 Probability-Dependent Measures

At least three types of probability-dependent measure can be estimated. The first is the con-
tingent liability’s expected value. In the simple case in which the contingent liability is either 
fully realized or not, the expected payment is the gross amount of the contingent liability 
multiplied by the probability that it will be realized. More often, the contingent liability may 
be partially realized, and the expected value is the probability-weighted sum of the possibly 
realized amounts. Since the possible payments occur in the future, it is natural to discount them 
to the present by, say, the government’s borrowing rate. The U S federal government takes this 
approach to many types of guarantees in its budgets. Instead of recording the cost of guaran-
tees when they are called, the budgets record in the year in which guarantees are issued an 
estimate of the discounted present value of the expected cost of future payments less receipts. 
This means that guarantees do not seem like a free good to policy makers and, at least to a first 
approximation, budgetary accounting does not distort the choice between guarantees and other 
instruments such as spending and lending (Phaup 1993; Schick 2002).

The second type of measurement modifies the first approach to take account of the nature 
of the risks created by guarantees. In particular, guarantees that tend to be called during reces-
sions, when the government’s revenue is low, are arguably more costly to grant than guaran-
tees that are called at random or when the economy is booming. This effect is captured by the 
market value of guarantees, and there is thus a case for estimating market values (L ucas and 
Phaup 2008; L ucas 2010). The Government of New South Wales in Australia sets guarantee 
fees in a way that approximates their market value (New South Wales Treasury 2014). And 
the Chilean and Peruvian governments have estimated the market value of revenue guarantees 
granted to companies in toll-road concessions (see Chilean Budget Department 2007; and 
Peruvian Ministry of Economics and Finance 2007).

The third possibility is to measure losses in statistically defined bad scenarios. The Chilean 
government, for example, publishes proj ections of the 95th percentile of the estimated dis-
tribution of its annual payments for the revenue guarantees for toll-road concessions. The 
Colombian government takes a similar approach for its loan guarantees (see Colombian 
Ministry of Finance and Public Credit 2015; and, for background, Bachmair 2016; and IMF 
2017).

The main disadvantages of these probability-dependent measures are that they are difficult 
to estimate and that the resulting measurements can be unreliable. Moreover, even if they can 
be made precise, some are volatile, which makes them an unsuitable basis for binding fiscal 
targets.

3.3  Comprehensive Measures of Debt

This prompts consideration of a third strategy, which is to prepare fiscal accounts that are suf-
ficiently comprehensive as to treat many would-be contingent liabilities as ordinary liabilities. 
Fiscal accounts can be made more comprehensive in two ways: (1) more of a government’s 
obligations can be treated as liabilities that must be recorded on its balance sheet, and (2) the 
perimeter of the government entity whose accounts are being measured can be broadened to 
include more public and quasi-public bodies and thus their liabilities. Many steps in these two 
directions are required or encouraged by accounting and statistical norms. Though few gov-
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ernments currently follow all these norms, many have taken some of the recommended steps, 
and a few publish fiscal accounts that are comprehensive enough to treat as ordinary liabilities 
many of the obligations described above as possible contingent liabilities.

Consider first extensions of the government entity’s perimeter. Although fiscal analysis 
can track the debt of the government as a legal entity, economists frequently aim to monitor 
the debt of general government. When this is done, contingent liabilities related to the debts 
of government agencies and subnational governments become ordinary liabilities in the data. 
A notable example of this approach is the measurement and control of government debt in the 
European U nion, where fiscal rules apply to general government (Eurostat 2019, Ch. 1). Still 
left out are possible contingent liabilities related to public corporations. They can be incorpo-
rated by measuring the accounts of the public sector, as in Tables 11.5 and 11.6; in the fiscal 
statistics published by the Australian Bureau of Statistics12 and the U K  Office for National 
Statistics (2020); and in the Whole of Government Accounts published by the U K  Treasury 
(2019). The Australian and New Z ealand governments publish financial statements that incor-
porate all the entities they are deemed to control, which excludes subnational governments, 
but includes state-owned enterprises and public banks (Australian Government 2019; New 
Z ealand Treasury 2019). Debt-sustainability analysis can be done for the public sector as well 
as for narrower definitions of government so long as both the debt and the primary surplus are 
measured for the same institutional entity.

Second, broader definitions of the government’s assets and liabilities can also turn some 
would-be contingent liabilities into ordinary liabilities. In fiscal statistics, one-off guarantees 
are not treated as creating a liability that must be shown on the balance sheet, but a portfolio 
of “ standardized”  guarantees creates an ordinary liability recorded at the “ present value of the 
expected calls ... net of any recoveries”  (International Monetary Fund 2011, para. 2.136). In 
the U nited K ingdom (U K ), the Office for National Statistics has indicated that some of the 
guarantees introduced by the U K  government after the COVID-19 pandemic will be recorded 
in this way (U K  Office for National Statistics 2020). Many accounting standards require 
a similar on-balance-sheet treatment of any contingent liability that is more likely to be real-
ized than not (see IPSAS 19 in IPSAS Board 2018a), and some generally require guarantees 
to be recorded at their market value, even if they probably will not be called.13 At other times, 
accounting rules may effectively treat the entire gross amount of the would-be contingent lia-
bility as an ordinary liability. For example, the Philippines Power Sector Assets &  L iabilities 
Management Corporation (2020, pp. 14, 28) recognizes on its balance sheet a liability of this 
kind related to long-term power-purchase agreements with private power companies (as well 
as a corresponding asset).

The strategy of defining debt comprehensively is attractive in that it facilitates the mon-
itoring of a broad range of would-be contingent liabilities, presenting their amounts not in 
supplementary tables but in a potentially prominent measure of public debt. If the comprehen-
sive measure of debt is subj ect to a fiscal rule or target, the control of debt is automatically 
control of many would-be contingent liabilities. The strategy is similar in some respects to 
the first strategy—m onitoring the gross size of contingent liabilities—but  the production of 
comprehensive accounts has some further advantages: (1) it ensures consolidation (i.e., the 
elimination of intragovernmental flows and claims); (2) it allows for the articulation of data 
on fiscal stocks with data on fiscal flows and thus for a measure of the budget deficit that cor-
responds to the measure of debt that combines direct and otherwise-contingent liabilities; and 
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(3) it shows the assets that are associated with the (otherwise-contingent) liabilities, and thus 
gives an indication, albeit imperfect, of the severity of the problems they create.

Yet the strategy is by no means a panacea. It could not be applied to the implicit contingent 
liabilities created by private banks and other financial institutions without a rather fundamental 
change in the nature of fiscal accounts. Nor could it reasonably incorporate contingent liabil-
ities related to explicit guarantees given to ordinary private firms or households. It might also 
be argued that consolidation in the accounts makes it harder for the government to disavow 
any implicit liabilities, though the New Z ealand government seems to have required creditors 
to bear losses in the insolvency of two of its state-owned enterprises despite consolidating the 
enterprises in its accounts (New Z ealand Minister of Finance 2001; New Z ealand Treasury 
2016). And to the extent that the government might let some public bodies fail without stand-
ing behind their liabilities, the strategy is not a substitute for measuring expected costs or 
market values.

4.  CONCL U SION

The evidence surveyed here suggests that in Asia’s five largest economies—t he PRC, India, 
Indonesia, Japan, and the ROK —t he central government’s possible contingent liabilities 
arising from the liabilities of entities that may benefit from explicit or implicit guarantees 
are generally large—i n some countries, much larger than the government’s direct liabilities. 
Indonesia is something of an exception, having relatively small possible contingent liabilities, 
at least related to subnational governments and state-owned enterprises. Among the types of 
contingent liabilities considered here, those related to PPPs appear relatively small, with those 
related to state-owned enterprises and, especially, banks and other financial institutions being 
much larger.

Perhaps the main conclusion of the attempt to assess contingent liabilities in these countries, 
however, is that cross-country data on the gross magnitude of contingent liabilities—e ven 
in the region’s large middle- and high-income countries—a re patchy and often out of date. 
Although country-specific information is sometimes better, the gaps in cross-country data 
frustrate international monitoring of debt sustainability. Better data would facilitate three types 
of monitoring of contingent liabilities: (1) tracking the gross magnitude of the liabilities of 
entities whose liabilities may be implicitly or explicitly government guaranteed; (2) estimating 
the contingent liabilities’ expected costs and other probability-dependent measures; and (3) 
constructing broad measures of public debt that effectively treat many contingent liabilities as 
direct liabilities.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent. For comments and 
other assistance, thanks are due to Benno Ferrarini, Marcelo Giugale, L uis de la Plaza, Juan Pradelli, 
Reza Vaez-Z adeh, and other participants at the authors’ virtual workshop.

2. I recall hearing this said many years ago but do not recall the source.
3. See Annex Table 1.1 of IMF (2020) and Chapter 2 in this volume.
4. See part (b) (ii) of the definition of “ contingent liability”  in International Public Sector Accounting 

Standards (IPSAS) Board (2018c, 2410).
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5. The PRC, India, Indonesia, Japan, and the ROK  are the five largest countries in Asia by GDP 
at market prices in 2018 according to ADB (2019, Table 2.2.2). Debt is defined here as the 
gross debt of general government at the end of 2019 according to the IMF’s World Economic 
Outlook Database, October 2019 edn. Accessed at: https:/ /  www .imf .org/  en/  Publications/  WEO/  weo 
-database/  2019/  October.

6. See the GFS 2019 tables in Country and World Tables in IMF Government Finance Statistics. 
Accessed at: https:/ /  data .imf .org/  ? sk = a0867067 -d23c -4ebc -ad23 -d3b015045405.

7. IMF. https:/ /  www .imf .org/  -/  media/  Files/  Publications/  WP/  2018/  datasets/  wp18111 .ashx (accessed 5 
September 2020).

8. See IMF. Public Sector Balance Sheet Database. https:/ /  data .imf .org/  ? sk = 82A 91796–0326 
–4629–9E1D -C7F8422B8BE6 (accessed 5 September 2020); World Bank. Q PSD: Q uarterly Public 
Sector Debt. https:/ /  datatopics .worldbank .org/  debt/  qpsd (accessed 5 September 2020). Another 
possible source is the Global Debt Database, which has some estimates of the debt of the nonfinan-
cial public sector (i.e., general government and nonfinancial public corporations), but for the five 
countries considered in this chapter the estimates of the debt of the nonfinancial public sector are 
either missing or identical to the estimate of the debt of general government, which is presumably 
an error.

9. World Bank. Private Participation in Infrastructure (PPI) Database. https:/ /  ppi .worldbank .org/  en/  
ppi (accessed 4 September 2020).

10. The sectors included in the calculation are energy, transport, and water and sewerage (excluded are 
telecommunications and solid waste). The types of proj ects included are brownfield and greenfield 
(excluded are divestitures and management and lease contracts). Proj ects of all statuses except 
canceled are included. Cross-border proj ects are excluded. The U S dollar figures in the database are 
expressed as percentages of GDP using estimates of the countries’ 2019 GDP in current U S dollars 
in the IMF’s World Economic Outlook Database, October 2019 edn. Accessed at: https:/ /  www .imf 
.org/  en/  Publications/  WEO/  weo -database/  2019/  October.

11. Public Debt Management Office. Public Debt Data. http:/ /  www .pdmo .go .th/  en/  public -debt/  debt 
-outstanding.

12. Australian Bureau of Statistics. Government Finance Statistics, Annual. https:/ /  www .abs .gov .au/  
ausstats/  abs@  .nsf/  mf/  5512 .0.

13. See Financial Accounting Standards Board. Summary of Interpretation No. 45. Guarantor’s 
Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of 
Indebtedness of Others—A n Interpretation of FASB Statements No. 5, 57, and 107 and Rescission 
of FASB Interpretation No. 34. Accessed at: https:/ /  www .fasb .org/  summary/  finsum45 .shtml.
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12. Debt generators: the case of energy subsidies 
Klaus Enders1

1. INTRODUCTION AND CONTEXT

Pakistan and Sri Lanka have a long history of high public debt and frequently experi-
enced macroeconomic instability, as evidenced by repeated International Monetary Fund 
(IMF)-supported bailout programs. Both countries have also pursued for decades a policy of 
providing electricity (and other energy products) below cost, combined with a heavy role of 
state-owned enterprises (SOEs) in producing and distributing energy. This chapter explores 
the links between energy policy and public (and external) debt sustainability in Sri Lanka and 
Pakistan over the last two decades. It shows that energy policy has contributed to the buildup 
of public and foreign debt in both countries, quite substantially so in Pakistan where at least 
a quarter of its public debt can be attributed to the direct and indirect impact of energy policy. 
For Sri Lanka, the contribution of energy policy to debt is much less (about one-tenth), which 
as a brief comparison with a few other Asian countries indicates, may be more typical for 
developing countries.

Linkages between energy policy and debt potentially arise whenever energy is sold below 
(world) market prices. A direct linkage arises whenever energy is sold below cost, as losses 
will have to be absorbed by the public sector, directly affecting the fiscal position and thus 
public debt (losses may be temporarily borne by public enterprises in the energy sector but 
will eventually affect the general government finances). Secondary effects may then impact 
growth, inflation, and interest and exchange rates. An indirect linkage arises if energy pro-
duced domestically is sold below world market prices (but at or above cost). The opportunity 
cost of such policy (such as lower gross domestic product (GDP), lower fiscal revenue) 
implies actual public debt is higher than it would have been under market pricing of energy.

Pricing of energy below cost may arise notably if countries, de facto or de jure, treat 
household access to electricity as a “right”, largely divorced from the willingness or ability 
of households to pay (Burgess et al. 2020). This approach is widespread in the developing 
world, and universal access to electricity (by 2030) has been enshrined as the seventh of the 
United Nations Sustainable Development Goals. Apart from sociopolitical considerations, the 
approach is motivated by the belief that widespread access to electricity can boost growth. 
Indeed, there is evidence that household access to electricity can boost income (IEA 2018), 
mainly through boosting labor supply (Dinkelman 2011), but likely only if complementary 
conditions are met that position households to take action and make the complementary 
investments that will allow them to make good use of an electricity connection (Lee et al. 
2020, p. 141).
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The approach has several consequences: with many customers unable (or unwilling) to pay, 
and the public utilities not authorized to take away this “ right” , utilities will incur losses. Since 
cash-strapped governments rarely fully cover these losses, utilities will ration supply (through 
involuntary or targeted outages) and/ or underinvest in maintenance (reflected for example in 
high transmission losses2) and new capacity, all affecting growth. U tilities may also attempt 
to finance losses at least temporarily by borrowing from banks or incurring arrears to their 
suppliers (such as fuel suppliers for thermal power). In any case, energy sector SOE debt 
will increase. Increased public sector debt may in turn affect risk premia on interest rates and 
exchange rates, further adding to debt. In addition, there will be welfare losses: some custom-
ers willing and able to pay will still be rationed. The experience in Pakistan and Sri L anka, but 
also in other countries, illustrates many of these points.

Access to energy as a “ right”  may well extend beyond electricity. Maj or energy producers, 
in particular, will face strong popular pressure to “ share”  the bounty of domestic energy 
resources with the population through fuel prices below world prices. In virtually all devel-
oping maj or oil producers, for example, gas prices at the pump are far below the prices that 
export of the fuel could fetch on world markets.

Table 12.1 Debt and energy policy indicators for selected countries (% of GDP)

Country Energy Subsidy Public 
Debt

Household 
Access to 
Electricity

T&D 
Losses

Firm Sales 
Lost to 
Electricity 
Outage
(%  of total)

Year of 
Observation

 2010 2019 Average 
2010–2019

End of 
2019

2010 2018 Average 
2010–2014

  

Bangladesh 4.9 0.5 2.6 34.6 55.3 85.2 11.4 5.5 2013

India 1.1 0.7 1.3 69.0 76.3 95.2 19.2 3.7 2014

Indonesia 2.0 1.7 2.5 30.3 94.2 98.5 9.3 1.9 2015

Iran 14.4 18.8 16.1 30.7 99.0 100.0 14.1 …  

Malaysia 1.1 0.5 1.0 56.3 99.2 100.0 6.3 1.8 2015

Pakistan 3.8 0.7 2.3 76.7 70.4 71.1 16.7 33.8 2013

Sri L anka 0.7 0.6 0.5 83.0 85.3 99.6 11.5 3.0 2011

Thailand 1.4 0.1 0.7 42.4 99.7 100.0 6.2 4.1 2016

Viet Nam 2.9 0.1 1.1 54.3 98.5 100.0 9.5 2.2 2015

Notes: GDP = gross domestic product; T& D = transmission and distribution; … =  data not available.
Sources: Subsidies from IEA; public debt is IMF estimate as of October 2020; all other data from World Bank, 
World Development indicators.

Table 12.1 illustrates some relevant observations for a few maj or Asian countries. The data on 
subsidies are the estimates of the International Energy Agency (IEA) for the difference between 
domestic and world prices, excluding hydro-energy. Thus, they capture both the “ direct”  sub-
sidies as well as the “ opportunity cost”  for energy producers selling domestically below world 
prices. The latter feature is of course dominant in the case of Iran, as a maj or energy producer 
and net exporter, but also relevant for Pakistan, which has a sizable domestic gas production. 
The data also point to access to electricity as a maj or policy goal in all the countries, and hints 
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at some of the problems that seem to accompany high subsidies and a dominant role of SOEs 
in energy: relatively high transmission and dispatch losses (a symptom of inefficient energy 
firms) and some anecdotal evidence of the growth effects of such inefficiency (share of sales 
lost due to electricity outage). While these linkages will be explicitly explored only for the 
two case studies, many of the findings may well apply to other countries in Table 12.1 (and 
beyond). Furthermore, in many of these countries similar difficulties were encountered during 
attempts at subsidy reform, as discussed below.

2. PU BL IC AND FOREIGN DEBT IN PAK ISTAN AND 
SRI L ANK A, 2000–2019

2.1 Public Debt

For our purpose we define gross public debt pd(t) in year t, as a share of GDP, as general gov-
ernment plus government-guaranteed debt of public enterprises. General government debt has 
been reported by Pakistan and Sri L anka throughout 1999–2019, and we use the data from the 
IMF World Economic Outlook (vintage April 2020). While the Pakistan data include outstand-
ing debt to the IMF, Sri L anka’s IMF debt is added (from the IMF’s International Financial 
Statistics). Only since 2009 does Pakistan also report the guaranteed and non-guaranteed 
debt of SOEs, which explains largely the sharp j ump in pd(t) in this year (Figure 12.1). 
Furthermore, Pakistan reports debt (as well as fiscal and balance of payments data) on a fiscal 
year basis.3 For a few data from other sources that are on a calendar year basis, we estimate 
the corresponding fiscal year data as average of the corresponding consecutive calendar year 
data. Sri L anka reports guaranteed debt only since 2015 and non-guaranteed SOE debt since 
2016. Again, this explains largely the j umps of pd(t) in these years. Total foreign debt fd(t) in 
year t, as a share of GDP, includes private- and public foreign debt. Figure 12.1 and Figure 
12.2 show the evolution of total foreign debt, government and government-guaranteed debt, 
and non-guaranteed SOE debt for each country (for the years available). Since some of the 
non-guaranteed SOE debt may be owed to other SOEs (as is indeed the case for energy SOEs 
in both countries, as discussed below), non-guaranteed debt cannot simply be added to gross 
public debt to obtain a broader measure of public sector debt. Nevertheless, non-guaranteed 
debt may eventually fall to the government (or come under guarantee); examples for such 
transactions involving energy sector SOEs will be discussed below.
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Note: GDP = gross domestic product; SOE = state-owned enterprise.
Source: International Monetary Fund, World Economic Outlook (October 2020).

Figure 12.1 Pak istan:  public and foreign debt (% of GDP)

Note: GDP = gross domestic product; SOE = state-owned enterprise.
Source: International Monetary Fund, World Economic Outlook (October 2020).

Figure 12.2 Sri L ank a:  public and foreign debt (% of GDP)
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2.2 The Main Factors Driving Public Debt

From standard debt dynamics4 the equation of motion for public debt that explicitly accounts 
for the contributions of guaranteed debt, IMF debt, and the assumption by the government of 
SOE liabilities is:

pd(t) – pd(t−1) = pd(t−1)*{ir*( t)−g(t)} / (1+ g(t)) +   
(s(t−1) * pd(t−1)*{1+eeop(t)}/{(1+g(t))*( 1+ π (t)}  
− pb(t) +  imf(t) +  a(t) +  q (t) (12.1)

where g(t) is the real growth rate, � t� �  the inflation rate (change in GDP deflator), (E eop(t)−
E eop(t−1))/E eop(t−1) = 1+eeop(t) the rate of depreciation of the end-of-year exchange rate 
E eop (t) (against the U S dollar), and s(t) the share of foreign-currency-denominated debt. The 
real effective interest rate ir* is defined through 1+ ir*= (1+ i*) / (1+  π ), with i*( t) = ((1−s(t−1))* 
id(t)+ s(t−1)*if(t))*( E av g(t)/ E eop(t−1)) the effective interest rate on public debt, a weighted 
average of domestic (id(t)) and foreign (if(t)) interest rates that also takes account of how 
exchange rate movements will affect the local currency value of interest payments on the 
foreign component. Finally, imf(t) denotes the change in IMF debt, a(t) the assumption of SOE 
debts not previously recorded as guaranteed, and q (t) any other factors contributing to the 
change in public debt. Such factors include exchange rate effects that arise if some of the 
forex-denominated debt is denominated in currencies other than the U S dollar and there have 
been movements between these foreign currencies; changes in liquid financial assets of the 
government (i.e., changes to the difference between net and gross debt); any debt forgiveness 
(say in the context of Paris Club debt treatments); and errors and omissions, such as those 
arising from the simplifying assumption that interest payments in year t are paid on the stock 
of debt at the end of year t−1.

The first term in (12.1) quantifies the role of the real interest–growth differential in debt 
dynamics: if the real interest rate exceeds growth, interest payments on existing debt will 
contribute to an increase in the debt ratio, outweighing the effect of nominal GDP growth in 
reducing the value of existing debt. The second element highlights the impact of exchange rate 
changes: for example, a depreciation (E eop(t) >  E eop(t−1)) will tend to increase the debt ratio 
through its valuation effect on existing foreign-denominated debt. The size of the increase will 
depend on the rate of depreciation, on the share s(t) of foreign-denominated debt in total public 
debt, and on nominal GDP growth. The third term quantifies how a primary deficit (pb(t) <  0) 
will increase the debt ratio. Independent from these factors are changes in IMF debt (reflecting 
balance of payments financing), and the change in guaranteed debt from the assumption of 
previously non-guaranteed SOE debt.

Figures 12.3 and 12.4 and Table 12.2 (first column for each country, respectively) illustrate 
the relative importance of these factors for the evolution of actual debt stocks in the two coun-
tries during 2000–2019.5 In both countries, the average annual increase in the debt ratio was 
quite similar (0.7 percentage points of GDP in Pakistan, 0.6 in Sri L anka) and accordingly the 
cumulative increase during 2000–2019 quite similar (13 points for Pakistan and 12 points for 
Sri L anka). In most years, the real interest–growth differential has been a sizable factor and 
nearly always tended strongly to reduce the debt ratio. This reflects that both countries have 
been able to borrow at relatively low interest rates both domestically and abroad (much of the 
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foreign public debt is quite concessional), while growth has been relatively high (it averaged 
4.4 percent for Pakistan and 5.2 percent for Sri L anka during 2000–2019), as has been inflation 
(as measured by the GDP deflator), averaging about 8 percent for both countries. 

With the exception of the early 2000s for Pakistan, primary fiscal balances were mostly 
negative and have contributed to an increase in public debt in both countries. Indeed, for the 
entire period the primary deficit averaged 0.7 percent of GDP for Pakistan and 1.4 percent for 
Sri L anka.

Both countries’ currencies have experienced in virtually all years a depreciation against the 
U S dollar, for a cumulative depreciation during 2000–2019 of about 200 percent for Pakistan 
and 170 percent for Sri L anka. As a result, exchange rate movements have in most years con-
tributed to an increase in the public debt ratio, in some years quite sizably.

There have also been small changes in guaranteed debt in both countries, as well as in some 
years assumptions of SOE debt, much of it related to energy sector SOEs as discussed below. 
The average annual contribution of IMF debt to public debt has been virtually nil in both 
countries (and is absorbed in the residual in Table 12.2).

Finally, for both countries, factors other than the ones identified above have played an 
important role.6 Since in both countries some of the foreign component of public debt is 
denominated in euro or yen, cross-movements between these foreign currencies and the U S 
dollar may explain some of the residual. In some years, at least for Pakistan (where data on 
both net and gross public debt exist), the change in liquid financial assets (buildup in govern-
ment deposits) explains close to 1 percentage point of GDP in the change of the public debt 
ratio. Both countries had debt treatments under the Paris Club (Pakistan in 1999 and 2001, Sri 
L anka in 2005) but these basically only changed the terms of repayment, apart from the usual 
provision of allowing part of the treated debt to be swapped into local currency to support aid 
or environmental proj ects, or equity for development purposes. Regarding non-Paris Club 
creditors—f or both countries, the People’s Republic of China (PRC) and for Pakistan also 
Saudi Arabia are important creditors—i t seems possible that some debt forgiveness or debt–
equity swaps have taken place, but the amounts are difficult to quantify.

Table 12.2 Public debt in Pak istan and Sri L ank a, 2000–2019 ( percentage points of 
GDP, annual  av erage)

 Pakistan Sri Lanka

Actual Market Fiscal 
Reform

Actual Market Fiscal 
Reform

Change in debt ratio 0.7 −0.6 −0.1 0.6 0.1 0.2

Interest–growth differential −3.0 −2.8 −2.8 −4.7 −4.5 −4.6

Primary balance 0.7 −0.2 −0.2 1.5 1.0 1.0

Depreciation impact 1.4 1.1 1.2 1.6 1.5 1.6

Assumption of SOE debt 0.3 0.0 0.3 0.1 0.0 0.1

Residual 1.3 1.3 1.3 2.1 2.1 2.1

       

Change in stock of debt 2000–2019 
(percent of GDP)

13.1 −11.7 −2.2 11.8 2.8 3.3

Note: GDP = gross domestic product, SOE = state-owned enterprise.
Sources: Author’s calculations and IMF, World Economic Outlook (October 2020).
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Note: GDP = gross domestic product; IMF = International Monetary Fund.
Sources: Author’s calculations; and IMF, World Economic Outlook (October 2020).

Figure 12.3  Pak istan:  gov ernment and guaranteed debt and contributing factors

Note: GDP = gross domestic product; IMF = International Monetary Fund.
Sources: Author’s calculations; and IMF, World Economic Outlook (October 2020).

Figure 12.4  Sri L ank a:  gov ernment and guaranteed debt and contributing factor
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2.3 Foreign Debt

Analogous to (12.1), the equation of motion for the total foreign debt ratio fd(t) (ignoring 
mixed terms eeop* if and g* π  which are negligible) is:

fd(t) −fd(t−1) = [{if(t) + eeav g(t) −g(t)−π (t)}/{1+g(t)+π(t)} ]  fd(t−1) ) −pca(t) −ndcff(t) + q (t) 
 (12.2)

The first term again describes the impact of an adj usted real interest–growth differential: if the 
foreign interest rate adj usted for exchange rate movements and domestic inflation exceeds the 
growth rate (if(t) + eeav g(t) −π (t) >  g(t)), interest payments on existing debt will contribute to 
an increase in the debt ratio, outweighing the effect of nominal GDP growth in reducing the 
value of existing debt. A primary current account deficit (pca(t) <  0) will increase foreign debt, 
while positive non-debt creating financing flows (ndcff(t) >  0), such as foreign direct invest-
ment (FDI) inflows or a use of gross reserves to finance the balance of payments, will decrease 
debt. Finally, q  captures any other factors, including errors and omissions.

Figures 12.5 and 12.6 and Table 12.3 illustrate the relative importance of these factors for 
the two countries.

 
 
 
 

Note: GDP = gross domestic product; IMF = International Monetary Fund.
Sources: Author’s calculations; IMF, World Economic Outlook (October 2020).

Figure 12.5  Pak istan:  foreign debt and contributing factors
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Table 12.3  Foreign debt in Pak istan and Sri L ank a, 2000–2019 ( percentage point of 
GDP, annual  av erage)

 Pakistan Sri Lanka

Actual Market Actual Market

Change in debt ratio −0.4 −1.2 0.5 0.3

Interest–growth differential −0.1 −0.4 −1.9 −1.9

Primary current account 0.1 −0.5 2.1 2.0

Non-debt creating inflows −0.5 −0.5 −0.4 −0.4

Residual 0.2 0.2 0.7 0.7

     

Change in stock of debt 2000–2019 (%  of GDP) −8.0 −25.0 10.0 6.6

Note: GDP = gross domestic product, SOE = state-owned enterprise.
Sources: Author’s calculations and IMF, World Economic Outlook (October 2020).

For Pakistan, the interest–growth differential has been an important driver. In 2000–2001 
and in 2018–2019, it pushed debt higher, as sharp currency depreciations in those years and 
some increase in borrowing cost later as the government’s commercial borrowing increased 
outweighed the impact of growth and inflation.7 For other years, this factor is either reducing 
debt, or is relatively small, mostly reflecting the comparatively low rate of depreciation or 
even some appreciation in these years. For Sri L anka, this factor is mostly working to reduce 
debt ratios, reflecting a more stable exchange rate as well as lower foreign interest rates and 
higher growth.

Note: GDP = gross domestic product; IMF = International Monetary Fund.
Sources: Author’s calculations; IMF, World Economic Outlook (October 2020).

Figure 12.6  Sri L ank a:  foreign debt and contributing factors
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L arge primary current account surpluses contributed to a sizable downward pressure on 
foreign debt in Pakistan during 2000–2004, but large deficits pushed up debt during 2006–2009 
and again in 2018, while during the remaining years the primary current account surplus or 
deficit had only a modest impact on the debt ratio. In Sri L anka, the average primary current 
account deficit for the period (2 percent of GDP) far exceeded Pakistan’s average deficit (0.1 
percent) and in virtually all years contributed noticeably to an increase in debt.

Non-debt creating financing flows were of limited importance in both countries, largely 
reflecting relatively low FDI flows. During 2006–2009, however, such flows were reducing 
debt in Pakistan, reflecting a short-lived surge in FDI during these years, and for Sri L anka 
pushed up debt in 2009–2010 as the country rebuilt its gross reserves.

For both countries in many years there are again large residuals, indicating that factors 
other than the ones discussed have often strongly impacted foreign debt levels. For example, 
the central bank may have built gross reserves by buying foreign exchange from commercial 
banks or the public (“ dollars under the mattress” ). Such a change in reserves does not reflect 
any non-debt creating financing flows in the balance of payments. This has been the case in 
the early 2000s in Pakistan, where prior to 2002 a parallel foreign exchange market existed 
in which the public held sizable foreign exchange deposits and cash. However, no published 
data seem available to gauge the extent of such transactions. Other factors in the residual may 
reflect foreign borrowing by commercial banks, in order to build up their foreign exchange 
reserves.

Overall, then, the main drivers of the public debt ratio were on average quite similar 
between the two countries: in each, depreciation was the most important factor driving up debt, 
followed by the primary deficit. And in both, a favorable interest–growth differential provided 
a strong counterpoint. Regarding foreign debt, the current account deficit in Pakistan was too 
low to drive up debt substantially, while in Sri L anka a much larger deficit was the main factor 
driving debt upward. Again, in both countries a favorable interest–growth differential, and also 
relatively large non-debt creating financing, provided strong downward pressure.

3. ENERGY POL ICY IN PAK ISTAN

3.1 Institutional Framework

Pakistan since the 1960s has pursued de facto a policy of providing electricity as a right, that 
is largely separated from the ability and willingness to pay, which required a large role of 
the public sector in providing energy. Between 1958 and 1994, production and distribution 
of electricity was entirely the domain of two vertically integrated public enterprises: the 
K arachi Electric Supply Company (K ESC) in the K arachi region, and the Water and Power 
Development Authority (WAPDA) in the rest of the country. Beginning in 1994, private 
investors were authorized to build and operate power stations (independent power producers 
(IPPs)); WAPDA guaranteed to buy all their output at prices set at levels based on fuel cost, 
operating charges, and a guaranteed return on capital in power purchase agreements. In recent 
years, IPPs have produced about 43 percent of all electricity, public sector power generation 
companies (government energy companies (GENCOs)) about 35 percent, and the remainder 
came mostly as hydropower from WAPDA. Starting in 1998–1999, WAPDA was gradually 
dismantled: its distribution network was carved into several regional distribution companies 
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(DISCOs), and the GENCOs became part of a holding company (PEPCO) managed by the 
Ministry of Power.8 Despite longstanding plans to privatize the DISCOs, only the K arachi 
company (K ESCO) was privatized in 2005 (sold to a U nited Arab Emirates investor). Similarly, 
only one GENCO has to date been (partially) privatized. Purchase of power and transmission 
between the producers and the load points for the DISCOs was first vested into the National 
Transmission and Dispatch Company, but since 2015 the Central Power Purchasing Agency 
(CPPA) was carved out of the National Transmission and Dispatch Company and set up as 
the sole buyer. It purchases all power produced from the IPPs, GENCOs, and WAPDA hydel 
and sells it to the DISCOs in proportion of some historical peak demand—t hat is, unrelated to 
whether DISCOs pay for the power they receive. The prevailing power purchase agreements 
with all thermal power generators link payments to capacity (take or pay), whether or not the 
power is actually used (Independent Evaluation Department 2019). In 1997, a national regu-
lator was set up (National Electric Power Regulatory Authority (NEPRA)) to issue licenses 
to operators in the sector, monitor compliance with these licenses, and determine the end-user 
tariffs DISCOs could charge. It determines tariffs annually, on the basis of:

1. production cost of generation companies, including guaranteed return on equity (for IPPs) 
and finance charges;

2. cost of fuel or other energy input (some hydropower, some coal-fired, but mostly imported 
fuel);

3. operating cost and distribution margins of DISCOs, assuming 100 percent bill collection 
and “ standard”  transmission losses (15.5 percent in recent years); and

4. government budgetary subsidies to low-end consumers to allow poorer households access 
at lower rates.

However, the tariffs thus determined take effect only after notification by the government. In 
many years, substantial delays (for example, nine months in 2012) occurred in notifying the 
tariffs determined by NEPRA. A recent Asian Development Bank (ADB) report (Independent 
Evaluation Department 2019, Figure 10) shows furthermore that tariffs notified by the govern-
ment tend to be below NEPRA’s determination for at least in 2009–2016. Partly this indicates 
that NEPRA’s tariff determination can be challenged in court, but mostly it reflects political 
concerns—t ariff increases are politically quite sensitive.

3.2 Energy Sector Performance

In recent decades, installed capacity has increased steadily (from less than 10 gigawatts in 
1991 to nearly 30 gigawatts in 2017) (Bacon 2019), but access to electricity seems to have 
barely kept pace with high population growth, and the share of all households having access 
remained at around 70 percent between (Figure 12.7). Overall transmission and distribution 
(T& D) losses have been declining but remain high (Figure 12.8), well above the levels 
assumed by NEPRA. Similarly, collection falls far short (IMF 2019a, Annex I) of the 100 
percent assumed by NEPRA in determining the tariffs. This reflects a highly uneven level 
of efficiency among the various DISCOs, with very poor performance of DISCOs operating 
in remote areas where law and order remain weakly enforced. For example, in 2019 the 
Balochistan DISCO (Q U ESCO) collected only about 30 percent of bills issued, with many 
customers continuing to receive service even when more than two years in arrears; and the 
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Peshawar DISCO (PESCO) had T& D losses of 40 percent. In addition, the government has 
been frequently unable to provide the budgeted subsidies to compensate DISCOS for the 
preferential tariffs to low-end consumers.

Source: World Bank, World Development Indicators.

Figure 12.7  Access to electricity (% of population)

Source: World Bank, World Development Indicators.

Figure 12.8 E lectric pow er transmission and distribution losses (% of output)
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As a result, DISCOs have been unable to collect the tariff revenue assumed in NEPRA’s 
calculations, and hence could not pay CPPA the full amount of electricity purchased. This 
shortfall (“ circular debt” ) in turn has led to inadequate payments to the power producers, with 
the following consequences: 

1. Power producers ran up arrears to the fuel suppliers, especially the dominant public oil 
import company (Pakistan State Oil), which in 2014 was thereby weakened financially to the 
point it was denied letters of credit for fuel import— as well as tax arrears to the government.

2. Producers cut production, resulting in regular power outages/ blackouts, with adverse conse-
quences on growth. As recently as 2017, outages averaged five hours a day in urban areas and 
10 hours in rural areas; in earlier years, the situation appears to have been even worse.

3. Investment in maintenance, let alone in new capacity remained low, especially for GENCOs.

To prevent the system from collapsing, every few years the government settled (some) of these 
arrears. In 2009, it created a holding company (Power Holding Private L imited (PHPL )) which 
borrows from banks, with government guarantee (typically at the K arachi interbank offered 
rate (K IBOR)+ 2 percent with 5–7 years maturity), to pay off some of the circular debt. These 
cash inj ections effectively replace DISCO liabilities to CPPA with liabilities to PHPL  (but 
do not change the amount of circular debt). DISCOs are supposed to service these loans, an 
additional cost that NEPRA factors into consumer tariffs. The cash inj ections allow CPPA to 
pay off some of its arrears to power producers. The remaining arrears to the generators carry 
a late payment charge of K IBOR+ 4 percent. Given the financial situation of the DISCOs, these 
various finance charges are feeding back into an acceleration of circular debt accumulation. 
Thus, the stock of circular debt has been rising steadily throughout the period under consid-
eration. While there does not appear to be a continuous data series since 2000, a j oint U nited 
States Agency for International Development/ Planning Commission of Pakistan study pro-
vided estimates for 2006–2012 (Bacon 2019) and a recent IMF report estimates for 2013–2019 
(IMF 2019a, Annex I). According to these estimates, the stock of circular debt rose steadily 
(and quite rapidly in the last two years) from around PRs84 billion (1.2 percent of GDP) at 
the end of 2005 to PRs1,600 billion (4.2 percent of GDP) at the end of FY2019. Since 2013 
this stock is held in roughly equal part as debt to PHPL  (i.e., government-guaranteed debt) and 
arrears owed by CPPA to its suppliers.

In recent years, Pakistan has also published data on the liabilities of SOEs.9 The data indi-
cate that between 2013 and 2017 total gross liabilities of energy sector SOEs rose from 13 
percent to 16 percent of GDP; of course, much of these liabilities are cross-liabilities between 
SOEs in the sector.

4. ENERGY SECTOR DEVEL OPMENTS IN SRI L ANK A, 
2000–2019

4.1 Energy Policy and Institutional Framework

Similar to Pakistan, Sri L anka has pursued a policy of providing electricity as a right, within 
a similar framework of institutions and policies. As part of the “ socialist”  approach pursued 
in the first decades after independence, all electricity generation and distribution were consol-
idated in the government-owned Ceylon Electricity Board (CEB).10 To attract foreign invest-
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ment, private investors have been allowed since 1996 to generate power (IPPs), but had to sell 
it to CEB, which to this day has remained the sole buyer, under purchase agreements similar 
to the ones described for Pakistan. In 2017, CEB produced about 70 percent of all electricity, 
with IPPs and some small producers (often owned by local government) accounting for the 
remainder. CEB holds the only transmission license and four out of five distribution licenses. 
The fifth license is held by L anka Electricity Corporation, in which CEB and the Ministry 
of Finance hold a maj ority share. In 2002, the Parliament established the Public U tility 
Commission of Sri L anka (PU CSL ) to regulate the power, petroleum, and water services 
industries. However, only since 2009 was PU CSL  effectively empowered to act as the tech-
nical, economic and safety regulator for the power sector; petroleum and water have yet to be 
brought under its purview. With PU CSL  becoming effective, tariff-setting and the underlying 
cost assumption have become more transparent, although there seem to be no data published 
on the actual cost. Furthermore, in another parallel to Pakistan, there have been delays in noti-
fying PU CSL -determined tariffs (World Bank Group 2019). The last tariff adj ustment became 
effective in 2014; a further tariff adj ustment was a condition under the recent IMF-supported 
adj ustment program (2016–2020) but was not implemented. The existing tariffs are highly 
differentiated among the type of end users, with bulk and other commercial customers charged 
above (assumed) cost to cross-subsidize households (charged about two-thirds of the cost). 
Even so, the average tariff is below cost, that is, losses are built into the system as budgeted 
subsidies are insufficient to cover the difference. 

Domestic energy sources are limited, with hydropower accounting for about one-third of 
installed capacity and other renewables for around 15 percent. Hydropower is, moreover, 
highly dependent on erratic rainfall (Sri L anka is prone to both droughts and floods), and in 
2017, for example, accounted for only 20 percent of electricity generation (World Bank Group 
2019). Thus, power production remains dependent on imported inputs (mostly petroleum 
and coal). Since 1961, the government-owned Ceylon Petroleum Corporation (CPC) has 
had the monopoly for import, storage, transport and distribution of most petroleum products, 
and it also operates the only refinery in the country. Since 2003, some competition for retail 
distribution has been allowed through the L anka Indian Oil Company. Sales prices are regu-
lated, and for long periods CPC had to supply CEB at prices below cost. Only under the last 
IMF-supported program did CPC adopt a mechanism of regular price adj ustments to reflect 
cost (since May 2018).

4.2 Energy Sector Performance

Electricity production has been rising steadily in recent decades, virtually quadrupling 
between 1997 and 2017, and since 2017 virtually all households have access to electricity (see 
Figure 12.7). As in Pakistan, T& D losses have been gradually declining but remain sizable 
(see Figure 12.8). However, power outage seems rare. L ittle information seems to be publicly 
available about collection rates. In any case, with average tariffs below cost and sizable T& D 
losses, CEB has incurred sizable deficits (0.3 percent of GDP in 2017, 0.2 percent in 2018) 
(IMF 2019b). These were financed in part by running up arrears to CPC, partly by bank credit 
from public banks, and partly by government support (for example, in 2013 the government 
assumed $1 billion of CEB debt in return for equity, and furthermore assumed a large share 
of debt servicing to foreign investors (World Bank Group 2019, section 3). CEB’s deficits of 
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course understate the underlying deficit arising from electricity as it has paid CPC below cost 
for many years. As a result, CPC has also often incurred large losses (0.7 percent of GDP in 
2018 (IMF 2019b)), financed mainly by credit from public banks. As a result, the combined 
debt of CEB, CPC and L anka Electricity Corporation that was guaranteed by the government 
reached nearly 4 percent of GDP in 2019.11 Data on the total debt of energy sector SOEs do 
not seem to be publicly available.

5. THE IMPACT OF ENERGY POL ICY AND DEBT IN 
PAK ISTAN AND SRI L ANK A

Energy policy has influenced public and foreign debt in many direct and indirect ways. By 
adding to macroeconomic imbalances, it has certainly contributed to higher interest rates and 
stronger currency depreciation, but quantification of these influences seems rather difficult. 
Here we focus instead on a few channels through which energy policy may have directly 
affected the other key factors driving the evolution of the debt ratios, as set out in section 2.

5.1 Energy Policy and Growth

As indicated before, household access to electricity may affect labor supply and hence growth 
by raising (notably female) labor participation. However, there is little evidence that energy 
policy had much impact on labor participation in Pakistan, where access to electricity has 
remained virtually stable since 1999 at 70 percent of households (see Figure 12.7), while 
overall labor force participation barely increased between 2008 and 2018 from 50.1 percent 
to 51.0 percent, and female participation from 20.0 percent to 21.9 percent.12 For Sri L anka, 
energy policy might indeed have contributed to raising labor supply. While access to electric-
ity increased from about 80 percent of households in 2008 to virtually 100 percent in 2017 (see 
Figure 12.5), overall labor force participation rose during the same period from 48.7 percent to 
54.0 percent (female participation from 32.8 percent to 36.8 percent).13 However, labor supply 
will be affected by many factors other than electricity, and a recent World Bank study argues 
that female participation in Sri L anka is in fact mostly determined by legal and social factors 
(World Bank Group 2015).

The impact of energy policy on growth through other channels is even more difficult to 
pin down. Clearly energy, and electricity in particular, is an important input especially into 
industrial production but also services. However, in Sri L anka the growth of manufacturing 
in the last two decades has been quite anemic and its share in GDP on a declining trend.14 
In Pakistan, the manufacturing sector’s share in GDP rose during 2000–2008, but has been 
stagnating since.15 In both countries, the relatively high price of electricity for commercial 
customers (to cross-subsidize households) may have played a role. In Pakistan, there is fur-
thermore evidence that frequent blackouts have negatively affected growth. The IMF in 2013 
estimated that load shedding during 2000–2010 had cost around 10 percent of GDP (IMF 
2013, Box 7). In the same year, a World Bank study (L opez-Calix and Touqeer 2013) listed 
deficient energy infrastructure among the most critical growth constraints, corroborated by 
the World Economic Forum’s regular surveys of business executives, which in 2014 ranked 
deficient infrastructure as the top concern in 2014–2015 (World Economic Forum 2015). 
Similarly, the 2013 World Bank Enterprise Survey found that 75 percent of firms in Pakistan 



The sustainability of Asia’s debt332

identified electricity as a maj or constraint, compared with a South Asia average of 46 percent. 
A more recent World Bank micro-data study (Grainger and Z hang 2017), using a large sample 
of manufacturing firms, found that a 10 percent increase in the duration of outage on average 
led to 0.4 percent decrease in value added. Assuming the sample is representative for the 
whole sector, the doubling of outage time between 2008 and 2013 (from around 13 percent to 
26 percent of daytime) would have cost 4 percent of manufacturing GDP, or about 0.5 percent 
of total GDP. Similarly, the available data on sales losses due to outage (see Table 12.1) point 
to a sizable negative impact on growth.

5.2 Energy Policy and the Primary Fiscal Balance

Energy policy will affect the fiscal accounts mostly through subsidies and tax expenditure. 
However, neither country publishes data on budgetary energy subsidies. Both publish data 
on current subsidies (Figures 12.9 and 12.10). It is likely that for Pakistan the bulk of these 
current subsidies is indeed made up by energy-related subsidies (the remainder seem mostly 
food subsidies). 

For example, an IMF report in 2013 (IMF 2013, Box 7 and para. 8) estimates energy subsidies 
at 1.75 percent of GDP 2012–2013, compared with 1.6 percent of GDP of recorded current 
subsidies in that year (in many years due to fiscal constraints subsidies delivered are paid 
only in the subsequent year, and the government incurs arrears to the DISCOs). Similarly, in 

Note: GDP = gross domestic product; IEA = International Energy Agency.
Sources: IEA, Energy subsidies: IEA subsidies database; Ministry of Finance, Pakistan Economic Survey, Statistical 
Supplement.

Figure 12.9 Pak istan:  current subsidies and the I E A estimate for energy subsidies (% of 
GDP)
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FY2018 and FY2019 energy subsidies accounted for more than three-quarters of total budg-
eted subsidies (Independent Evaluation Department 2019). More recently, reforms (mostly in 
the context of IMF-supported adj ustment programs) have brought down energy subsidies, both 
through electricity tariff adj ustments (Bacon 2019) and automatic fuel price adj ustments, and 
this helped lower current subsidies to 0.5 percent of GDP in FY2018/ 19. For Sri L anka, no 
published information on the composition of current subsidies seems available.

While government-paid subsidies are the relevant item affecting fiscal balances and hence 
actual public debt, they miss part of the picture. As discussed above, a more comprehensive 
view would estimate subsidies as the difference between global market prices for energy prod-
ucts and the price paid by local consumers, as the IEA has done in estimating energy subsidies 
for 2010–201816 (Figures 12.9 and 12.10, and Table 12.1). For Pakistan, these estimates at 
times substantially exceed the total current subsidies recorded in the fiscal accounts. In the 
main, this shows that Pakistan’s sizable natural gas production is sold to domestic customers 
well below world market prices (but not necessarily below the cost of production). While no 
fiscal cost is recorded, this broader subsidy measure highlights the opportunity cost of this 
aspect of energy policy (in particular GDP and tax revenues would be higher if gas were sold 
at market prices). For Sri L anka, which has no own energy sources (outside of hydropower, 
which is not included in the IEA statistics), the IEA estimates are well below the level of total 
current subsidies, indicating that apart from 2010–2012, energy subsidies were smaller than 
other subsidies, averaging around 0.5 percent of GDP in recent years.

Note: GDP = gross domestic product; IEA = International Energy Agency.
Sources: IEA, Energy subsidies: IEA subsidies database; World Bank, World Development Indicators.

Figure 12.10 Sri L ank a:  C urrent subsidies and the I E A estimate for energy subsidies (% of 
GDP)
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5.3 Assumption of Energy Sector SOE Debt

No systematic data on the government’s assuming SOE debt seem to exist for either country. 
Some of this may be recorded as net lending in the fiscal accounts (and as such part of the 
primary balance), some in the acquisition of financial assets (such as equity) “ below”  the line 
defining the fiscal balance. However, in some IMF and World Bank reports several maj or 
instances of such transactions are detailed and may give a flavor of the magnitudes involved.

For Sri L anka, as discussed above, a maj or transaction involved the government’s acquisi-
tion of equity in CEB in 2013 (for $1 billion, or 1.3 percent of GDP). Similarly, in preparation 
for privatization, the Pakistan government settled K ESC arrears in return for equity for 1.4 
percent of GDP in FY2001/ 02 and again in FY2002/ 03 for 0.2 percent of GDP. U nrelated to 
energy, it also recapitalized some public banks in FY2003/ 04 for 0.5 percent of GDP, similarly 
adding to government debt. More recently, it “ cleared”  part of the “ circular debt”  (see section 
4) in FY2011/ 12 (2.0 percent of GP), FY2012/ 13 (1.4 percent), FY2017/ 18 (0.4 percent) and 
FY2018/ 19 (0.5 percent), largely through PHPL  paying off DISCO debt to energy suppliers, 
with PHPL  in turn borrowing commercially from local banks, with government guarantee. To 
the extent the original DISCO debts were already guaranteed, such clearance would, of course, 
not add to public and publicly guaranteed debt. While no published data seem available on 
the clearance of already guaranteed debt, much of these debts were most likely owed to the 
public power generators, as the IPPs would have been unlikely to have continued to sell output 
without being paid; and as debt between SOEs, these liabilities would presumably not have 
been guaranteed.

5.4 The Overall Impact of Energy Policy on Public Debt in Pakistan and Sri Lanka

To summarize and quantify the various elements discussed above, we try to develop a “ coun-
terfactual”  path of public debt under the hypothesis that during 2000–2019 both countries had 
pursued a market-based energy policy.

Regarding growth, we assume an unchanged path of nominal and real GDP for Sri L anka. 
As discussed above, while the relatively high electricity prices charged to industry may have 
suppressed manufacturing growth, rising household access to electricity may have contributed 
to an increase in labor participation, but neither effect is easy to quantify. For Pakistan, given 
the evidence that widespread outages—r elated to the mispricing and other mismanagement in 
the energy sector—a ffected output, we assume that annual real GDP growth would have been 
higher by half a percentage point. This is more conservative than the IMF estimate of a loss 
of GDP of 10 percent during 2000–2010 alone (and outages continued well into FY2018/ 19) 
(NEPRA 2019), but somewhat more than estimated in the World Bank micro-study, which 
looked at only the manufacturing sector.17 In fact, the assumption is likely to be still con-
servative, as market-based gas pricing would have raised the value added from domestic gas 
production.

To determine the impact of energy policy on the primary balance, we assume that conserva-
tively with market pricing the balance would have improved by the amount of energy subsidies 
actually budgeted (fiscal subsidies). For both countries this would again seem to be a conserv-
ative assumption, as under market-based pricing policies, energy enterprises would probably 
have paid more taxes and, in the case of Pakistan, the government might have received 
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substantial royalties from domestic energy production.18 As discussed, while neither country 
publishes fiscal energy subsidies, it seems reasonable for Sri L anka to use the IEA energy 
subsidy estimates for 2010–2019, and assume for 2000–2009 (with no IEA estimates availa-
ble) the average ratio between IEA estimates and current subsidies for 2010–2019. Based on 
the IMF estimates for certain years discussed above, for Pakistan we assume that fiscal sub-
sidies accounted for three-quarters of current subsidies. Finally, we assume that the various 
bailouts/ recapitalizations discussed above would not have been necessary. For the remainder 
of the various factors driving public debt, we retain the actual values as shown in Figures 12.3 
and 12.4, including for the residuals. Again, this is conservative: the better financial health of 
energy SOEs under market-based policies would have contributed to greater macroeconomic 
stability and hence lower risk premia in interest rates and a stronger exchange rate (also 
because energy consumption and hence fuel imports might have been lower). Furthermore, 
both guaranteed and non-guaranteed energy SOE debt would certainly have been lower.

Regarding foreign debt, the better primary fiscal balance under the market scenario would 
have been likely to have contributed to some improvement in the primary current account 
balance—but  less than the improvement in the primary balance because of some offsetting 
decrease in private saving (Ricardian equivalence). On average during 2000–2019, an increase 
(decrease) of the primary fiscal balance of 1 percentage point of GDP was associated with an 
improvement (deterioration) in the primary current account balance of 0.7 percentage points of 
GDP in Pakistan and 0.4 percentage points in Sri L anka. On this basis, we assume in the coun-
terfactual scenario a corresponding improvement in the primary current account. This may 
again be conservative since it ignores any substitution effect from relatively higher energy 
prices on the import of fuel, improving the current account even more.

Tables 12.2 and 12.3 compare the outcome between these two different energy policies. 
For Pakistan, the difference is dramatic: public debt would have been lower by about 25 per-
centage points of GDP had market-based energy policies been pursued during 2000–2019. In 
the main this reflects the sharp improvement in the primary fiscal balance, to a lesser extent 
higher growth and the absence of any assumption of energy SOE debt. Because of the lower 
debt path, additional secondary effects change somewhat the contributions of the other factors, 
notably weaker contributions from the interest–growth differential and depreciation. For Sri 
L anka, public debt would have been lower by about 9 percentage points of GDP, virtually all 
because of the improvement of the primary balance through lower energy subsidies. Thus, the 
main difference in the outcomes for the two countries is that because fiscal energy subsidies 
were much more important in Pakistan compared with Sri L anka (on average 0.9 percent of 
GDP compared with 0.5 percent during 2000–2019), the gains from adopting a market-based 
energy policy would have been much larger for Pakistan. It may be noteworthy, however, 
that since total current subsidies (including non-energy related) were on average higher in Sri 
L anka than in Pakistan, elimination of all subsidies would therefore have resulted in an even 
bigger drop in public debt for Sri L anka compared with Pakistan. On the other hand, if one 
were to assume that the full amount of the savings in energy subsidies as defined under the 
broader IEA concept would have benefited the primary balance, Pakistan’s public debt would 
have been around 40 percentage points of GDP lower.19

Regarding foreign debt, the difference between the market and actual scenario essentially 
stems from the improved primary current account balance, which is from the improved fiscal 
balance dampened by some Ricardian offset. Since the improvement of the fiscal balance is 
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much larger and the average Ricardian offset much lower in Pakistan than in Sri L anka, again 
the impact of market-based energy policies would be much more substantial for Pakistan 
(foreign debt would have been lower by 21 percentage points of GDP).

Of course, these results depend critically on the assumptions made. There is particular 
uncertainty in estimating the growth impact of energy outages in Pakistan, the level of energy 
subsidies in both countries (especially since IEA estimates are available only for the second 
half of the period), and (for the foreign debt path) the impact of a change in the primary fiscal 
balance on the primary current account. Furthermore, in both countries net lending to SOEs20 
will probably have gone at least partly to energy sector SOEs, equivalent to energy subsidies 
in its impact on the primary balance.

6. ENERGY POL ICY AND PU BL IC DEBT IN OTHER 
COU NTRIES

Given that energy subsidies were an important factor in driving debt in Pakistan and to 
a lesser extent also in Sri L anka, it seems plausible that subsidies played a comparable role 
in Bangladesh and Indonesia, which over the period considered had similar or even higher 
average levels of (IEA concept) energy subsidies (Table 12.1), and a still sizable role in India 
and Viet Nam. Similarly, substantial inefficiencies in energy sector firms (again predomi-
nantly state-owned in most cases) are indicated (at least during 2010–2014, later data seem not 
available) by T& D losses which in several of these countries were not far away from Pakistan, 
and were even worse in India (Table 12.1). It might be interesting to explore to what extent 
this led to the occasional need to recapitalize these SOEs or assume part of their debt, thus 
further contributing to public debt. In India, for example, the IEA reports (IEA 2020b) that 
under a reform program launched in 2015 (U DAY) state governments were authorized to issue 
bonds to finance the taking over of up to 75 percent of the debt owed by (mostly state-owned) 
DISCOs, provided certain governance reforms (metering, feeder segregation, some tariff 
increases) were implemented—q uite similar to the treatment of “ circular debt”  in Pakistan and 
the bailout of CEB in Sri L anka. Any growth impact from outages cannot be reliably inferred 
from the anecdotal data in Table 12.1. Still, a recent IEA report notes that outages in India were 
quite substantial through 2008 (but declined thereafter), and the erratic supply from the public 
system had given rise to a growing trend for industry to build their own dedicated power gen-
erator plants (IEA 2020b). On the other hand, household access in all these countries has been 
much higher than in Pakistan, suggesting the likelihood of positive growth effects (through 
labor participation). Finally, lower public debt levels in all these countries make it unlikely that 
energy policy much affected risk premia on interest rates or exchange rates.

7. POL ICY OPTIONS

There are many ways to address public debt issues and ensure debt sustainability. The above 
analysis of the role of energy policy can help to clarify and quantify the cost and benefits of 
various policy options, and thus help policy makers constrained by limited political capital 
to choose the reform with the biggest “ bang for the buck” . In Pakistan and in Sri L anka the 
fiscal deficit has been a key factor in raising public debt. Indeed, in both countries, reforms 
supported by IMF programs over the last 20 years (and more) have prioritized revenue-based 
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fiscal consolidation as the key to debt sustainability, as in both countries fiscal revenue 
remains lower than comparator countries. However, increasing revenue will usually have 
some negative effects on incentives to work and produce (at least in the formal, taxed sector of 
the economy), and thus will trigger secondary effects, dampening growth and offsetting some 
of the revenue gains. By contrast, a reduction of energy subsidies with the same fiscal impact 
will usually have positive effects on the allocation of resources, and thus the secondary effects 
will reinforce the fiscal improvement (and have additional positive spillovers such as reducing 
pollution). To illustrate, an additional scenario (“ fiscal reform” ) assumes energy policy to 
remain unchanged from the actual one, but through revenue action the primary fiscal balance 
is improved by exactly as much as through the elimination of energy subsidies in the market 
scenario (Table 12.2, third columns for each country).

For Pakistan, revenue-based fiscal consolidation yields a far more modest improvement 
in public debt than energy sector reform, because such consolidation does not help growth 
(outages remain) and does not shut down the additions to public debt from inefficient energy 
enterprises. For Sri L anka, the difference is virtually nil, since there are no negative growth 
effects from unreformed energy policy, and the assumption of SOE energy debt remains small.

Reducing energy subsidies is certainly not an easy option. The large share of households 
having access to electricity in most countries (Table 12.1) indicates that electricity price 
increases (and similarly increases of fuel prices at the pump) affect virtually the whole pop-
ulation, whereas income tax reform, for example, will usually affect only a relatively small 
number of households in the formal sector. Accordingly, political resistance will be strong. 
Nevertheless, the case for reducing energy subsidies has certainly not been lost on policy 
makers. The first columns in Table 12.1 indicate policy efforts across a range of countries, 
with a decline in subsidies as a share of GDP in 2010–2019 that cannot be explained solely 
by the decline in oil prices over the period (around 20 percent).21 This shows that reform is 
possible even in a difficult political environment, as the substantial decline in subsidies in 
Pakistan since about 2010 (Figure 12.9) demonstrates (mostly based on tariff adj ustments, and 
of course much helped by the decline in global oil prices since 2015). In India, where subsidies 
were much lower to start with, reforms focused mostly on narrowing various energy subsidy 
schemes to the poorer segments of the population, bringing subsidies down to the same level 
as Pakistan by 2019. Indonesia has since 2014 attempted to reduce subsidies (from levels 
comparable to Pakistan) through a combination of price/ tariff adj ustments and the narrowing 
of eligibility; a recent Organisation for Economic Co-operation and Development peer review 
describes the political and institutional aspects of the reforms (OECD 2019). However, polit-
ical pressures halted these reforms in 2018, and subsidies rose back to the former levels in 
2018, before declining in 2019 due to falling oil prices. An interesting case of subsidy reform 
is Iran, which did not aim at improving the fiscal situation but aimed to reap the efficiency 
gains (that is the difference between the “ market”  and the “ fiscal reform”  scenarios illustrated 
above) (Guillaume et al. 2011). After a careful public information campaign to build support, 
domestic consumer prices for fuel were raised twentyfold in late 2010 (from levels that were 
a tiny fraction of world prices); and consumers were credited with lump-sum compensation 
through the banking system. However, domestic prices remained still well below world prices, 
and as the latter surged in 2011–2012, with little further adj ustments, subsidies quickly rose 
again, and in 2019 exceeded the levels of 2010. Dramatic subsidy reduction succeeded in 
Thailand, Bangladesh and Viet Nam, whereas in Sri L anka the small modest decline in subsi-
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dies was largely due to lower fuel prices. Overall, most countries in Table 12.1 had achieved 
a level of subsidies by 2019 that should not have been a maj or driver of public debt (and at 
most contribute to debt at levels broadly comparable to the Sri L ankan experience discussed 
earlier). With oil prices even lower in 2020 and probably beyond due to the COVID-19 pan-
demic, this should hold also for the next few years.

Reform of energy subsidies, especially regarding electricity, will involve a combination of 
reducing cost and raising consumption prices. Reducing cost would require addressing the 
many governance and efficiency issues that characterize the mostly state-owned distributors 
(and often producers) in many of the countries in Table 12.1. However, in most countries 
subsidy reduction was mainly achieved through tariff adj ustments, less through institutional 
reform of an energy sector that remains dominated by inefficient state enterprises and govern-
ment interference (such as price controls). In other words, to some extent consumers have been 
asked to pay the cost of poor governance.

The experience of Pakistan as well as Sri L anka is instructive for the difficulties in struc-
tural reforms of the SOEs involved. While the declining trend for transmission losses (at 
least through 2013) points to some efficiency improvements, virtually no progress has been 
achieved in privatizing SOEs in the energy sector. In the long run, sustainable energy policy 
will require tackling deeper reforms, such as privatizing energy production and distribution, 
and allowing prices to be automatically market-determined.

8. OU TL OOK

The economic fallout from the COVID-pandemic has dramatically altered the outlook for debt 
sustainability in Pakistan and Sri L anka. Growth in 2020 will turn negative, because exports 
will suffer from weaker global demand (tourist arrivals in Sri L anka virtually collapsed in 
April 2020), and domestic demand and production will be affected by the various lockdown 
measures during the spring of 2020. According to the October 2020 IMF World Economic 
Outlook, Pakistan is expected to be affected less than Sri L anka. The real economy will 
suffer some negative growth of −0.4 percent in FY2020 and a modest recovery in FY2021 
(+ 1 percent), while the overall fiscal deficit is expected to remain at around 8 percent of GDP 
in FY2020 before falling to 7 percent in 2021. For Sri L anka, however, growth would fall 
sharply by 5 percent in 2020 and rebound by + 5 percent in 2021, while the fiscal deficit would 
continue to rise, to about 8 percent of GDP in 2020 and 10 percent in 2021.

Regarding the external account, imports will shrink; and despite the expected decline in 
exports, the current account balances are proj ected to improve in Pakistan but deteriorate 
slightly in Sri L anka. Since worker remittances in both countries are an important source 
of foreign exchange inflows, there is considerable uncertainty as to how severely these are 
affected—i n particular the remittances from the Gulf countries where lower oil prices may 
force some belt-tightening.

For Pakistan, the outlook will also be substantially affected by the ongoing implementation 
of a range of energy sector proj ects, many in the context of the China–Pakistan Economic 
Corridor (CPEC), which is part of the Belt and Road Initiative. CPEC proj ects in the energy 
sector involve power generation and transmission, financed by FDI or commercial borrowing 
from Chinese financial institutions, by Chinese investors or foreign-owned j oint ventures. 
Most have been or will shortly be completed and may largely eliminate the rationing of 
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demand through outages. However, over the medium term, these proj ects will result in 
substantial additional balance of payments outflows (loan repayment, repatriation of profits, 
and higher fuel imports), estimated by the IMF to rise gradually to around $4 billion per year 
after FY2025 (IMF 2017). Already in April 2020, Pakistan asked the PRC to renegotiate the 
terms of these payments. Furthermore, as long as poor governance and low efficiency in the 
transmission and distribution sector prevail, losses may rise with rising energy supply. U nless 
the country addresses these structural issues, increased electricity production and consumption 
will exacerbate the cost of the existing distortion, accelerating the accumulation of circular 
debt and thus, as discussed above, eventually public debt.

U nder recent IMF proj ections for Pakistan, public debt would remain at around 90 percent 
of GDP for 2020–2021, while total foreign debt would also rise to levels not seen since the 
early 2000s, well above 40 percent of GDP in both years (IMF 2020a and IMF 2020b). For 
Sri L anka, the October World Economic Outlook proj ections expect public debt to exceed 
100 percent of GDP for 2020–2021, levels not seen since during the last two decades. Debts 
could even rise higher if governments would have to bail out SOEs—gi ven the impact of 
the COVID-19 pandemic on global travel the two state-owned airlines may be particularly 
vulnerable.

Neither Pakistan nor Sri L anka has the fiscal space to address the economic fallout from 
the pandemic through countercyclical fiscal policy (see Chapter 10, this volume). Thus, the 
challenging outlook clearly gives added importance to deepening energy policy reform now—
using the opportunity of low global energy prices to move to automatic market-based pricing 
mechanisms (indeed Pakistan is planning to apply NEPRA’s tariff determinations automati-
cally) to improve efficiency and support public finances, and over the longer run tackle the 
structural issues of SOE reform in the energy sector.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent. The author thanks B. 
Ferrarini, M. Guigale, and J. Pradelli as well as Mueen Afzal for helpful comments and suggestions, 
and I. Vilkelyte for excellent research assistance.

2. Transmission and dispatch (T& D) losses in lower (higher) middle income are nearly three times 
(1.5 times) as high than in high-income countries, despite access to basically the same technology. 
See Burgess et al. (2020, p. 153).

3. The fiscal year (FY) of the Government of Pakistan ends on 30 June. “ FY”  before a calendar year 
denotes the year in which the fiscal year ends, e.g., FY2016 ends on 30 June 2016.

4. For example, Escolano (2010).
5. Assuming that the interest rate on the foreign-denominated part of public debt equals the average 

interest rate on total foreign debt. In both countries the share of foreign debt owed by the private 
sector is relatively small and the bulk of foreign debt is public and publicly guaranteed (about 80 
percent for Pakistan in 2019, and 64 percent for Sri L anka in 2018; see State Bank of Pakistan 
(2020) and IMF (2019b).

6. The regular public- and foreign debt sustainability exercise in the IMF Article IV staff reports 
similarly finds in many years large residuals not explained by the primary balance, interest/ growth 
factors, and exchange rate movements.

7. Between FY2010 and FY2019 the share of commercial debt in external debt doubled from 16 
percent to 33 percent; see State Bank of Pakistan (2020).

8. WAPDA remains in charge of water management and hydroelectric power generation.
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9. Government of Pakistan, Finance Division. (2020a) State-Owned Enterprises Annual Reports, 
2013–2017 Islamabad. Finance.gov.pk.

10. For an overview of the history of energy policy in Sri L anka, see ADB (2019).
11. Government guarantees for SOE debt are capped at 7 percent of GDP under the Fiscal Management 

Responsibility Act.
12. IL O (2020a). Earlier data are not available.
13. IL O (2020b). Earlier data are not available.
14. Government of Sri L anka (2020). Department of Census and Statistics. National Accounts. http:/ /  

www .statistics .gov .lk.
15. Government of Pakistan (2020b) Pakistan Bureau of Statistics. National Accounts Tables. pbs.gov.

pk.
16. International Energy Agency (IEA 2020a). Energy Subsidies: Tracking the Impact of Fossil-Fuel 

Subsidies. https:/ /  www .iea .org/  topics/  energy -subsidies.
17. IMF (2013). However, the underlying research has not been published.
18. Most dramatically so in Pakistan’s gas sector. As Figure 12.9 indicates, additional taxes might have 

been in the order of 2–3 percent of GDP in certain years.
19. Assuming energy subsidies under the IEA concept for 2000–2010 (where IEA data are not avail-

able) to be a constant share of current subsidies, with the constant the average of this share during 
2010–2019.

20. For most years, net lending to SOEs in Pakistan was, however, quite modest; for Sri L anka, no data 
on net lending seem to be published (budgetary statistics lump net lending with capital expenditure).

21. The fact that coal and natural gas prices often move differently from oil prices would not much alter 
this conclusion; of course, the share of subsidies is also affected by factors that reflect neither global 
energy prices nor policy action, such as real growth exceeding the growth in energy demand.
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13. Population aging and debt
Sang-Hyop Lee, Andrew Mason, and Donghyun Park1

1. INTRODUCTION

Many governments support seniors by taxing workers and funding health-care programs 
and public pensions. If patterns of taxing and spending do not change, aging will push total 
spending to much higher levels without a commensurate increase in tax revenues. This would 
expand deficits and accelerate growth in public debt. In the absence of substantial reform, debt 
could easily reach unsustainable levels.

Whether higher debt is sustainable will depend, in part, on how aging affects the demand 
for debt and the willingness of households and the firms that represent them to hold 
government-supplied debt. Aging has important implications for the demand for assets in all 
forms, including public and private debt, to help meet retirement needs. An increase in life 
expectancy, which contributes to aging, lengthens the duration of retirement. Thus, individuals 
may accumulate more assets to support any given level of annual consumption during retire-
ment. Compositional effects reinforce the impact on the individual. Older populations have 
a greater aggregate demand for retirement assets because they have been accumulating assets 
over many years of work.

This chapter assesses how population age structure will affect debt throughout Asia. Rapid 
increase in public debt is an urgent concern in many high-income economies whose popula-
tions are aging rapidly, and in particular those that have implemented expansive public social 
welfare systems. The populations of low- and middle-income economies in Asia are younger 
than those in advanced economies, but they too are aging. These low- and middle-income 
economies also tend to have modest social welfare systems. For now, their age structure 
favors program expansion because a relatively large number of individuals are in the younger 
tax-paying age groups and relatively few are in the older benefit-receiving age groups. As 
the population ages, however, the fiscal strain from providing more public support to seniors 
will become increasingly apparent even in low- and middle-income economies in Asia in the 
future.

Furthermore, demographic change can impede economic growth and thus make it more dif-
ficult for economies to grow out of debt. Whether or not this becomes a problem will depend 
on trends in interest rates. If gross domestic product (GDP) growth and real interest rates both 
fall, existing debt may decline or rise relative to GDP.

Little has been written about how aging might influence consumers’ willingness to extend 
credit to the public sector. Our analysis indicates that aging will result in a substantial increase 
in Asian households’ demand for public debt and for public and private debt combined. 
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Without maj or public sector reform, however, Asian governments will have to increase their 
supply of public debt by much more. High levels of public sector indebtedness could be met 
to some extent if households substitute public for private debt. Moreover, Asian governments 
could turn to foreign sources to fund high debt levels. The problem with this strategy, of 
course, is that aging and increasing debt have become issues of global concern.

2. THE DEMAND FOR DEBT

The next two sections of this chapter consider the impact of aging on the demand for both 
public and private debt on the part of households. The impact of aging on the supply of public 
debt, that is, debt incurred by governments is discussed in section 4, and some concluding 
remarks are offered in section 5.

2.1 Foundation

During the retirement phase of life, individuals rely heavily on wealth to fund the gap between 
what they produce through their labor and what they consume. However, the wealth required 
to fund retirement is accumulated during the working years. Consequently, the total demand 
for wealth depends on behavior during retirement and long before retirement begins.

Given standard assumptions, per capita wealth rises during the working years, peaks near 
the age of retirement, and declines thereafter. Retirement needs are met by dis-accumulating 
wealth and by relying on income generated by the wealth that remains at each age (Diamond 
1965; L ee and Mason 2011; L ee 1994; Mason 1988; Modigliani and Brumberg 1954; 
Samuelson 1958; Willis 1988).

Changes in population during the demographic transition influence aggregate pension 
wealth in three important ways. First, changes in age structure over the demographic transition 
have compositional effects on aggregate wealth— the larger the share of population concen-
trated nearer the peak of the age profile of wealth, the greater will be aggregate wealth.

Second, the demographic transition also affects the age profile of per capita life-cycle wealth 
by influencing the expected duration of life and, hence, the duration of retirement. A longer 
period of retirement, other things being equal, requires greater pension wealth at each age.

Third, the demographic transition influences aggregate economic growth and, hence, the 
size of the economy. Rapid growth in the working age population will produce a demographic 
dividend in many economies, resulting in more rapid growth in national income and, hence, 
national wealth. As population aging sets in and growth in labor slackens, however, aggregate 
wealth can be expected to grow more slowly than in recent decades.

There may be important indirect effects of population aging on debt, but we do not explore 
them in this chapter. Slowing population growth could lead to secular stagnation and lower 
interest rates (Summers 2015; Eggertsson et al. 2019). Should interest rates drop below GDP 
growth for a sustained period of time it will have substantial effects on debt as a share of GDP 
(see Chapter 2 in this volume).

The trends in components of aggregate debt depend on the trends in pension wealth and on 
the composition of that wealth which takes various forms: transfer wealth, capital, and credit 
or debt. Old-age transfer wealth is the present value of anticipated net transfers on which 
seniors rely to fund old-age needs. Old-age transfer wealth includes both private transfers 
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mostly through families and public old-age transfer wealth consisting of publicly funded 
pensions and health-care programs along with other goods and services provided by the public 
sector. Public transfer wealth is net of the taxes paid to fund such programs (L ee et al. 2003; 
L ee 1994).

L ife-cycle needs can be satisfied by accumulating capital. This might include direct invest-
ment in businesses, farms and owner-occupied housing, for example, or indirectly through 
equity markets. The third component of wealth is credit/ debt—t he value of loans extended to 
governments, firms, or individuals less loans undertaken. L oans between financial institutions 
are not of interest here because debt undertaken is exactly balanced by debt extended. No net 
debt is created.

In a closed financial system, credit and debt must be equal. For this reason, as first pointed 
out by Samuelson (1958), the life-cycle role of private credit is limited. If children supported 
their life-cycle needs by accumulating debt, it could be balanced by assets accumulated by 
older adults to fund their old-age needs. In the real world, however, debt can be relied on to 
a very limited extent to fund consumption during the younger ages. Those in their late teens 
and early twenties can take out student loans and incur credit card debt, but younger children 
cannot. Because the supply of debt by children is relatively small, the potential demand for 
debt at older ages greatly exceeds the potential supply of debt at younger ages unless interest 
rates are very negative. The demand for debt over the life-cycle can be satisfied by the supply 
of debt by firms and governments (Diamond 1965; L ee and Mason 2010). The debt demanded 
by residents can differ from the debt supplied by domestic firms and governments with the 
difference equal to external debt. This possibility is not explored further in this chapter.

The total demand for wealth by households is increasing sharply worldwide because of 
population aging. Almost all high-income economies, where global wealth is concentrated, are 
aging and many quite rapidly. Even in economies where aging is in its early stages, the demand 
for wealth is rising in anticipation of retirement needs of the future.

In what follows, we place particular emphasis on how aging could affect public debt, con-
sidered from two perspectives. The first is the perspective of the government which adopts 
policies that influence the size of deficits and the evolution of public debt. We call this the 
supply of public debt. The second perspective is that of private individuals who choose to 
allocate some part of their life-cycle pension wealth to public debt. We call this the demand 
for public debt. We also proj ect the demand for public and private debt combined given that 
public and private debt demanded by individuals may be close substitutes.

Our analysis relies heavily on baseline scenarios using business-as-usual assumptions. We 
do not consider some interesting possibilities that bear further consideration. Aging could 
have an influence on the share of public resources claimed by seniors through their increasing 
power at the polls. Or aging could influence the demand by seniors for debt versus equity (or 
capital). We do not find compelling evidence that would warrant incorporating these kinds of 
effects into our baseline scenarios. We do not, for example, find that net transfers to seniors 
are rising relative to net transfers to children as populations age. Nor do empirical studies 
of pension funds consistently show that participants reduce their equity holdings with age 
(Cappelletti et al. 2014; Bikker et al. 2012; Alestalo and Puttonen 2006; Gerber and Weber 
2007; L ucas and Z eldes 2009).
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To summarize, the empirical analysis presented below is informed by the following key 
points:

•  Aging will lead to an increase in life-cycle pension wealth relative to labor income.
•  Growth in total pension wealth and total debt may slacken due to slower growth in the 

effective labor force.
•  The share of assets in total pension wealth will depend on public policies regarding old-age 

transfer systems, examined in more detail later in the chapter.
•  Debt as a share of labor income will rise with aging.

2.2 Methods for Projecting Debt

To assess the impact of population change on debt, we build on proj ections of other key mac-
roeconomic variables detailed below. These methods are applied both to the demand for debt 
by households and the supply of debt by governments. Proj ections of population by age are 
based on the most recent available data from the U nited Nations. The implications for macro-
economic variables are incorporated using age profiles of economic flows based on National 
Transfer Accounts (NTA). The baseline proj ections of economic series are used to assess 
the impact of population change, holding the age patterns of those variables fixed at the base 
year values. The per capita age profiles of economic variables are assumed to shift upward at 
a productivity growth rate of 1.5 percent per annum.

Proj ecting economic variables employs a simple approach as compared with more complex 
models, for example, general equilibrium models, often used to assess the impact of aging 
on individual economies. Proj ections are used here because of our interest in considering the 
impact of aging over many years and for many economies under very heterogeneous circum-
stances. It is very important that the results be interpreted as a way to assess the first order 
effects of aging in the absence of changes in economic structure, public policy, or other fea-
tures of economies in Asia. The results presented here are not intended as long-term forecasts 
of macroeconomic trends. Indeed, proj ections presented here and below show that business as 
usual is not possible.

The same approach is used to proj ect economic flows: GDP, labor income, consumption, 
public transfer inflows, taxes and related measures. The economic flows are then used as the 
basis for proj ecting the demand for wealth, and public and private debt, as well as the supply 
of debt by governments examined below. The general approach to proj ecting flows can be 
represented as follows. Denote the per capita value of economic flow at age x  in the base year 
b by v (x ,b) and the population of age x  in year t by N(x ,t). The proj ected aggregate flow V (t) 
is equal to:

V t v x b N x tt b

x

( ) ( ) ( , ) ( , )� � �

�
�1

0

�
�

 (13.1)

where λ  is the annual rate of productivity growth and ω  is the maximum years of life. To 
simplify notation, the country indicator has been dropped but the per capita age profiles and 
population data vary by country.

Proj ected values of economic flows are calculated as shown in Table 13.1.
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Table 13.1  C alculation of proj ected economic flow s

L abor income Y l(t) Annual income by age for employees, self-employed workers, and the value of 
uncompensated family labor. L abor income incorporates age-specific variation in labor 
force participation, unemployment, hours worked, and wages.

Gross domestic 
product (GDP)

GDP(t) The ratio of GDP to total labor income is constant and, hence, total labor income and 
GDP grow at the same annual rate.

Consumption C (t) Consumption by age is the value of all goods and services consumed including both 
public and private consumption.

Public transfer inflows TGI (t) The value of goods and services at each age provided by general government to 
residents.

Taxes Taxes(t) The value of taxes paid at each age for general government.

Fiscal balance Fiscal(t) The fiscal balance is equal to taxes less public transfer inflows.

Public saving SG(t) Fiscal balance plus public asset income.

Source: Authors.

Two methods are used to proj ect stocks, wealth, assets and debt. The first method emphasizes 
life-cycle decision-making of individuals. The life-cycle wealth of each cohort is calculated as 
the cumulative prospective value of consumption and labor income over the remaining exist-
ence of that cohort. The life-cycle wealth of all persons aged x  in year t, W P(x ,t), is calculated 
as:

WP x t C x z t z Yl x z t zz

z

x

( , ) ( , ) ( , )� �� � � � � � �� ��

�

�

� 1

0

�
�

 (13.2)

Total pension wealth in year t, W P(t), is the sum of pension wealth of retirees and pre-retirees:

WP t WP x t
x P

( ) ( , )�
�
�
�

 (13.3)

Pension wealth includes life-cycle wealth accumulated toward retirement and life-cycle 
wealth held after retirement has begun. Mason et al. (2017) provide details about estimating 
the age at which accumulation of life-cycle retirement wealth begins. We assume that credit 
extended over the life cycle to the private and public sectors, MF and MG, respectively, are 
a constant share of life-cycle pension wealth:

MF t bWP t
MG t b WP t

( ) ( )

( ) ( ).

=
=

1

2

 (13.4)
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The second approach applies to public debt and relies on proj ections of the fiscal balance, 
B F(t), and public saving:

BF t Taxes t TGI t
SG t BF t rAG t

( ) ( ) ( )

( ) ( ) ( )

� �
� �  (13.5)

We have adj usted taxes so that taxes and transfers are balanced in the base year with taxes and 
transfers proj ected following equation (13.1). Hence, changes in debt do not reflect existing 
deficits, only deficits that arise due to aging. Public assets (AG) are proj ected using:

AG t AG t SG t( ) ( ) ( )� � �1  (13.6)

with public debt equal to the negative of public assets.
We distinguish two forms of public assets (or debt). The first is legacy debt that is a conse-

quence of public debt that economies have already accumulated. To some extent legacy debt 
may reflect aging that economies have already experienced but it will also reflect the impact of 
war, fiscal crises, and other factors unrelated to aging. New debt measures only the imbalances 
between public transfer inflows and outflows that are driven by population aging.

Legacy debt: -

New debt: -

( ) ( )

( ) ( )

1 0

1 0

0

0
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r AG t

r BF t z

t t

z

z

t��
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where r is the rate of interest, t0 is the base year, and t the year of the proj ected value.
The proj ections presented below distinguish the demand and supply of public debt. The 

demand for public debt refers to securities held by consumers who are seeking to diversify 
their portfolio between public and private credit and other forms of life-cycle wealth. The 
supply of debt refers to debt incurred by the government as a consequence of their policies 
regarding spending and taxation. To the extent that these proj ected values differ, governments 
will be pressured to adj ust their fiscal policy, and consumers to adj ust their reliance on public 
debt.

A simple extension of this method allows for changes in the per capita public transfer inflow 
and tax profiles. Several earlier papers (L ee et al. 2017; L ee and Mason 2015; Mason et al. 
2016) use this approach.

2.3 Data

The analysis is dictated in part by the availability of data. Demographic data and NTA data 
are used to provide baseline proj ections to show how population aging would affect life-cycle 
wealth and the household demand for private and public debt. For a more limited group of 
economies (see Table 13.7), data on public transfer inflows (cash and in-kind benefits from 
public programs) and taxes are used to simulate how demographic change will affect public 
fiscal balance and public debt embodied in current public policy. L ife-cycle pension wealth 
as a share of total labor income is converted to life-cycle pension wealth as a share of GDP 



The sustainability of Asia’s debt348

assuming that total labor income is two-thirds of GDP. See Appendix Table 13A.1 for infor-
mation on data sources.

3. AGING AND OL D-AGE NEEDS IN ASIA

This section provides basic information about demographic trends and old-age needs in Asia. 
For a subset of economies (shown in Table 13.7), we describe the role of the public sector in 
funding old-age needs.

3.1 The Life Cycle and Demographic Trends

The effects of demographic change on the economy can be traced to fundamental features of 
the life cycle. For extended periods, at the beginning and the end of life, people consume much 
more than they produce through their labor. We call these deficit ages. Between these two 
phases of life, which we call surplus ages, people produce more through their labor than they 
consume. Over the demographic transition the concentrations of the population in the surplus 
and deficit ages are changing. Two trends are particularly important to economic trends, in 
general, and debt in particular.

First, the population in the productive ages is growing more slowly than in the past and is 
expected to grow even more slowly in the future. Second, the population concentrated at the 
old-age-deficit ages is increasing relative to the population concentrated at the productive 
ages. This has been going on for some time, but it is accelerating in many parts of the world 
and particularly in Asia.

To understand these trends, it is helpful to recognize that the years devoted to schooling and, 
hence, the age at which people begin to work is relatively high in East Asian economies. The 
relationship between age and labor income at older ages varies as well, because of differences 
in health, labor markets, and laws and policies that govern work at older ages. The cost of 
being old also varies considerably across economies. In general, the consumption of seniors 
is high compared with younger adults in rich economies. This is driven in large part by high 
spending on health care. But this pattern does not hold in all high-income economies in Asia, 
for example, the Republic of K orea.

The life cycle is incorporated into our analysis using NTA data. Figure 13.1 displays per 
capita labor income and consumption estimates by age, circa 2010 for 15 economies ranging 
from relatively low income in the top row to relatively high income in the bottom row.

These life-cycle profiles are used to capture maj or demographic trends in a way that reflects 
economy-specific economic features of the life cycle. The trends in growth are measured by 
the rate of growth of the effective number of workers. The number of effective workers is 
calculated as the population weighted using the labor income profile. The weight for each age 
is labor income at that age divided by the average of labor income for those 30–49 years of 
age. The second measure is the old-age gap ratio which is equal to the ratio of total consump-
tion less total labor income for those 65 and older relative to total labor income for all ages 
combined.
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Figure 13.2 shows two features of the global demographic transition: growth rate of effective 
labor and the old-age gap ratio for 185 economies in 1980, 2000, 2020, and 2040. The regional 
groupings used in this figure are based on the U N population division classifications. Asia 
refers to all Asian economies as defined in that grouping.

In 1980, effective labor was growing rapidly in Asia and in many economies worldwide. 
The average growth rate for Asia (simple average of economies) was 3.2 percent per year. The 
growth rate was not as rapid in any other region of the world, and for European economies the 
average was only 1.1 percent per year. Asia was also quite young in 1980. The old-age gap 
was only 6.3 percent of total labor income as compared with an average of 17.4 percent for 
European economies.

Since 1980, the growth of effective labor has slowed and populations have aged. The average 
growth rate of effective labor dropped to 2.7 percent by 2000, to 1.4 percent by 2020, and to 

Notes:
PRC = People’s Republic of China.
All values are in purchasing power parity dollars. K  represents “ thousands” .
Source: Mason et al. (2017).

Figure 13.1  Per capita consumption and labor income by age for selected Asian 
economies ($ 000)
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a proj ected growth rate of only 0.4 percent in 2040. For European economies, the growth rate 
of effective labor has also dropped sharply since 1980. For 2020, a decline of 0.4 percent per 
year is expected and an even more rapid decline at −0.6 percent per year is projected for 2040.

As measured by the old-age gap ratio, aging for the Asian region as a whole has been 
relatively modest so far, with the regional average rising from 6.3 percent in 1980 to 6.7 
percent in 2000 and to 8.7 percent by 2020. A very sharp increase is anticipated over the next 
two decades, however, with the gap ratio expected to reach 17.6 percent by 2040. European 
economies are much older than Asian economies but very sharp increases are also proj ected 
for those economies over the next 20 years. By 2040, the gap ratio is proj ected to reach 40.8 
percent.

Asia was much less heterogeneous demographically in 1980 than it is today. Japan was 
the only maj or economy in that year that had begun to experience slower growth and aging. 
The growth rate and the gap ratio in the People’s Republic of China (PRC), India, Indonesia, 
Pakistan, Bangladesh, and other Asian economies were similar, and these economies were all 

Notes: The size of the circle is proportional to population size. See Appendix Table 13A.2 for list of economies.
Source: Mason et al. (2017).

Figure 13.2  Grow th rate of effectiv e labor and old-age gap ratio, s elected economies
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growing more rapidly and had larger younger populations than the average economy in the 
world.

The diversity that now marks Asia was becoming apparent by 2000 with particularly rapid 
decline in the growth rate of effective labor force in the PRC to −0.7 percent per year. Several 
other economies in East Asia and Southeast Asia are experiencing decline such as Japan; 
the Republic of K orea; Taipei,China; and Thailand. In many Asian economies, however, 
the effective labor force is growing 1–2 percent per year, including in Bangladesh, India, 
Indonesia and the Philippines, and more rapidly in Pakistan.

When it comes to aging, economies in Asia look similar, while economies in Europe 
and North America are more heterogeneous. The exception is Japan, of course, which has 
the highest old-age gap ratio of any economy in the world. Asia will become much more 
diverse on the aging dimension during the next two decades. East Asian economies and some 
Southeast Asian economies are expected to age very rapidly between now and 2040. From 
a demographic perspective these economies will look more like Europe and less like other 
economies in Asia.

3.2 Life-Cycle Pension Wealth

A surprising, and to our knowledge so far unknown, finding is that that demographic trends 
in Asia have led to a sharp, but amazingly steady rise in “ proj ected”  life-cycle wealth for the 
last 40 years. In 1980–2020, total “ proj ected”  life-cycle wealth increased at close to 5 percent 
per annum, year in and year out. Total life-cycle wealth increased from $14 trillion in 1980 to 
$92 trillion in 2020 (at 2010 U nited States dollars purchasing power parity (PPP)). Note that 
the trends in these values are only a reflection of demographic change. We refer to the values 
before 2020 as “ proj ected” , to be crystal clear that the plots capture the effects of historical 
changes in population, holding per capita age profiles of consumption and labor income con-
stant, other than a 1.5 percent annual increase at every age.

Further increases in total wealth are proj ected for the future but the era of rapid growth, 
driven by population growth and aging, has clearly ended. Over the next 40 years, total 
life-cycle wealth is proj ected to grow at 2.4 percent per year, essentially half the rate expe-
rienced during the preceding 40 years. The rate of growth is expected to be more rapid at 3 
percent per year during the next 20 years than the rate of growth of 1.8 percent in 2040–2060 
(Table 13.2).

Regional differences in wealth are substantial in Asia, with more than half of total life-cycle 
wealth found in East Asia. In 2020, total wealth in East Asia was 82 percent of Asia’s total but 
by 2060 the proj ected share will drop to 70 percent. Other Asian regions will all gain at the 
expense of East Asia.
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Table 13.2  L ife-cycle w ealth for selected ADB  subregions, 1980 t o 2060

 1980 2000 2020 2040 2060

 Life-Cycle Wealth ($ bi llion, 2010 $ a t PPP)

Total 13,522 36,980 92,384 167,393 239,024

Central Asia 363 630 1,697 4,030 6,874

East Asia 11,457 31,552 75,513 128,396 166,276

South Asia 515 1,416 4,075 10,639 24,186

Southeast Asia 1,187 3,381 11,098 24,328 41,689

 Annual Growth Rate over the Preceding 20-Year Period (% )

Asia  5.16 4.68 3.02 1.80

Central Asia  2.80 5.08 4.42 2.71

East Asia  5.20 4.46 2.69 1.30

South Asia  5.19 5.43 4.91 4.19

Southeast Asia  5.37 6.12 4.00 2.73

Notes:
PPP = purchasing power parity.
Peak values are in bold font; subregions as defined by the Asian Development Bank (ADB).
Source: Authors’ calculation based on NTA Indicators 2019. www .ntaccounts .org (accessed 15 September 2019).

3.3 Aging and Debt Estimates: Household Demand for Debt

Although our focus is on Asia, Table 13.3 provides some context by comparing Asian debt 
to debt in other regions of the world over the last 25-year period (1995–2019). For the period 
as a whole, debt was about 140 percent of GDP in Asia, less than in Europe, Oceania, and 
especially North America, but more than in Africa and L atin America. The rankings for private 
debt were similar as for total debt, with Asia’s private debt higher than in Africa or L atin 
America and the Caribbean, but lower than other regions of the world. Note that comparisons 
with Oceania are problematic because private debt includes many Pacific island nations but 
public debt and total debt are based solely on New Z ealand and Australia.

Debt as a percentage of GDP is rising around the world, driven largely by an increase 
in private debt as a percentage of GDP. The increase was very rapid in Europe and North 
America as compared with Asia where the increase was 1.8 percentage points per year for total 
debt and 1.6 percentage points per year for private debt. The picture is more mixed for public 
debt. Public debt in Asia and in L atin America and the Caribbean declined by 0.2 percentage 
points per year over this period, whereas it increased in Europe (0.7) and North America (1.2).
 
 
 
 
 
 
 
 



Population aging and debt 353

Table 13.3  Debt statistics for regions of the w orld, 1995–2019

 Africa Asia Europe LAC North 
America

Oceania

(% )

Debt/ GDP 91.5 139.9 185.6 94.3 239.8 188.6

Private debt/ GDP 17.7 68.3 129.2 55.2 158.5 68.9

Public debt/ GDP 66.3 50.9 54 43.8 81.3 23.6

Annual Change (% )

Debt/ GDP −2.2 1.8 4.4 1.0 3.5 4.6

Private debt/ GDP 0.6 1.6 3.4 1.4 2.3 1.6

Public debt/ GDP −2.8 −0.2 0.7 −0.2 1.2 0.7

Notes:
GDP = gross domestic product; L AC = L atin America and the Caribbean.
Private and public debt do not sum to total debt because economies reporting public and private debt vary. See 
Appendix 13A.2 for list of economies.
Source: International Monetary Fund (2019).

The extent of debt varies considerably among the economies of Asia. Average total debt and 
public debt are particularly high in Japan. Private debt is relatively high there but has declined 
in recent years as a percentage of GDP. Total debt is high in the PRC, the Republic of K orea, 
and Malaysia, mostly due to high levels of private debt. Private debt is also high in Hong 
K ong, China (IMF 2019).

Public and private debt are proj ected assuming that the partial effect of life-cycle pension 
wealth on debt is constant. Based on available data for Asian economies, an increase in 
life-cycle pension wealth by $1 00 was matched by an increase in total debt by $39. The 
estimated increase is greater for private debt ($22 ) than for public debt ($14) . (Private and 
public debt do not equal total debt because of differences in the economies included in the 
calculations.)

3.4 Projections: The Demand for Debt

Based on the proj ected values for Asia (Table 13.4), demographic change will lead to an 
increase in the total demand for debt, combining public and private, from j ust under $36 tril-
lion in 2020 to almost $65 trillion in 2040. By 2060, the total demand for debt is proj ected to 
fall j ust short of $9 3 trillion. Although aging could lead to a shift toward a demand for public 
debt, we do not find any compelling evidence that this will occur and, hence, the demand for 
private debt and public debt maintain their respective shares in total debt. Proj ected demand 
for private debt is a little less than 60 percent, and demand for public debt is a little more than 
40 percent of total debt.

Proj ected demand for debt is heavily concentrated in East Asia, with 82 percent of the total 
in 2020. About 12 percent of the proj ected demand for debt is concentrated in Southeast Asia. 
Demand for debt is proj ected to experience a significant increase in regional dispersion over 
the coming decades, however. By 2060, regional debt in East Asia is proj ected to drop to 70 
percent of Asia’s total debt. The shares for all other regions are proj ected to rise, but particu-
larly in South Asia.
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Table 13.4  Proj ected demand for debt in selected ADB  subregions, 2000, 2020, 2040 
and 2060  ($ bi llion at PPP)

 2000 2020 2040 2060

 Total Debt    

Total 14,328 35,791 64,850 92,600

Central Asia 245 658 1,562 2,663

East Asia 12,224 29,254 49,741 64,416

South Asia 549 1,579 4,122 9,370

Southeast Asia 1,310 4,300 9,425 16,151

 Private Debt    

Total 8,223 20,541 37,219 53,145

Central Asia 140 377 896 1,528

East Asia 7,015 16,790 28,548 36,970

South Asia 315 906 2,366 5,378

Southeast Asia 752 2,468 5,409 9,269

 Public Debt    

Total 5,176 12,930 23,428 33,453

Central Asia 88 238 564 962

East Asia 4,416 10,568 17,970 23,271

South Asia 198 571 1,489 3,385

Southeast Asia 473 1,553 3,405 5,835

 Regional Distribution of Debt   

Total 100.0 100.0 100.0 100.0

Central Asia 1.7 1.8 2.4 2.9

East Asia 85.3 81.7 76.7 69.6

South Asia 3.8 4.4 6.4 10.1

Southeast Asia 9.1 12.0 14.5 17.4

Notes:
PPP = purchasing power parity.
Subregions as defined by the ADB.
Source: Authors’ calculations.

Throughout Asia, aging is leading to a proj ected increase in the demand for debt relative to 
total labor income (Table 13.5). Roughly speaking, starting in 2000, debt increased from 1×  
total labor income, to 1.6× , to 2.2× , and to 2.5×  total labor income at 20-year intervals. A more 
precise examination of the data shows that the increase is greatest for the next 20-year period. 
The greatest impact of aging on debt as a share of total labor income (or of the aggregate 
economy in general) is expected between 2020 and 2040.
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Table 13.5  Proj ected debt as a percentage of labor income in selected ADB  subregions, 
2000, 2020, 2040, and 2060

 2000 2020 2040 2060

 Total Debt    

Total 104.1 161.4 221.2 251.2

Central Asia 127.1 172.4 254.7 294.2

East Asia 127.9 213.9 324.1 377.9

South Asia 23.4 32.3 48.8 76.5

Southeast Asia 78.8 133.2 192.0 242.2

 Private Debt    

Total 59.8 92.6 126.9 144.2

Central Asia 72.9 98.9 146.2 168.8

East Asia 73.4 122.8 186.0 216.9

South Asia 13.4 18.5 28.0 43.9

Southeast Asia 45.2 76.5 110.2 139.0

 Public Debt    

Total 37.6 58.3 79.9 90.7

Central Asia 45.9 62.3 92.0 106.3

East Asia 46.2 77.3 117.1 136.5

South Asia 8.5 11.7 17.6 27.6

Southeast Asia 28.5 48.1 69.4 87.5

Note: Subregions as defined by the ADB.
Source: Authors’ calculations.

Table 13.6 presents annual growth rates of debt and its components. K eep in mind that the 
proj ections are based on an assumed productivity growth rate of 1.5 percent per year and, 
hence, debt and labor income will grow at 1.5 percent per year if the effects of demographic 
change are neutral.

Table 13.6  Grow th of debt and its component, annual  rates

 Debt Debt/Labor Income Labor Income

 2000– 
2020

2020– 
2040

2040– 
2060

2000– 
2020

2020– 
2040

2040– 
2060

2000– 
2020

2020– 
2040

2040– 
2060

Total 4.58 2.97 1.78 2.19 1.58 0.64 2.39 1.40 1.14

Central Asia 4.95 4.32 2.67 1.53 1.95 0.72 3.42 2.37 1.95

East Asia 4.36 2.65 1.29 2.57 2.08 0.77 1.79 0.58 0.52

South Asia 5.29 4.80 4.11 1.61 2.06 2.25 3.68 2.73 1.85

Southeast Asia 5.94 3.92 2.69 2.63 1.83 1.16 3.31 2.10 1.53

Note: Growth of debt equals growth of debt/ labor income plus growth of labor income.
Source: Authors’ calculations.
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In the absence of demographic change, debt would have increased by 1.5 percent per year, 
the assumed rate of productivity growth. Thus, for 2000–2020, the demographic change led 
to more rapid growth in debt of 3.08 percent (i.e., 4.58–1.50) for the region as a whole. The 
impact of aging on debt is proj ected to remain positive at 1.47 percent and 0.28 percent for 
2020–2040 and 2040–2060, respectively, but over time the impact on the growth of total debt 
is proj ected to be considerably smaller. Growth in debt/ labor income and in labor income are 
reinforcing with both growing more slowly in future periods. For 2040–2060, the effective 
labor force is actually projected to decline (−0.36 = 1.14–1.50).

The changing impact of demography on debt is occurring earlier in East Asia and to some 
extent in Southeast Asia. Of particular note is that the labor income is proj ected to grow 
substantially less than productivity growth after 2000. As a result, total debt is proj ected to 
increase by only 1.14 percent per year between 2040 and 2060 as compared with the assumed 
rate of productivity growth of 1.5 percent per year.

4. AGING AND DEBT: PERSPECTIVE OF THE PU BL IC 
SECTOR

Studies of the impact of population on public finances emphasize the close connection 
between age and tax revenues on the one hand and public benefits provided on the other. In 
general, prime-age adults fund government programs while children and seniors depend on 
them. An increase in the population of prime-age, tax-paying adults improves a country’s 
fiscal balance while an increase in the child or senior populations weakens a country’s fiscal 
balance, undermining public finances.

This fundamental interaction between public finances and population is captured for indi-
vidual economies using per capita age profiles of taxes and benefits based on NTA estimates. 
Taxes include both direct and indirect taxes which are allocated to individuals based on the 
nature of the tax. Benefits that are individual in nature, such as health-care benefits or public 
pensions, are allocated to the recipients of those programs. Collective benefits, such as public 
diplomacy or safety and security, are allocated on a pro-rata basis. As explained in the methods 
section above, the proj ected fiscal balance rises and falls depending on the age profile of the 
fiscal balance and population age structure.

Our proj ections are based on the assumption that age patterns of taxes and benefits do not 
change over time, but it is important to acknowledge that important changes are likely to 
occur in the future. Many economies have implemented more generous transfer systems over 
time. The importance of the public sector has grown quite rapidly in Asia not only because 
of population change, but because of more rapid increase in transfer programs compared 
with their productivity growth. Per capita government transfers for children and the elderly 
have increased much more rapidly than transfers for prime-age adults as per capita income 
increased.

Tax profiles have changed too. There is a growing body of literature on the impact of the 
tax mix on economic growth, equity, and tax revenue. One part of this literature compares the 
effects of direct versus indirect tax choices in the context of the dynamic endogenous growth 
model. Since income taxes are more difficult to evade than indirect taxes, tax authorities are 
more likely to rely on indirect taxes where tax evasion prevails. Consequently, developing 
economies may rely more on indirect taxes, while developed economies tend to rely more on 
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direct taxes. A number of empirical studies show that reliance on direct taxes rises with per 
capita income (Hines and Summers 2009; Estrada et al. 2015). This has implications for tax 
incidence by age, for example, because the age profiles of consumption are different from the 
age profile of income.

Tax and spending patterns vary considerably in Asia. Japan and the Republic of K orea 
depend on income, corporate and valued-added taxes, which account for about 80 percent of 
their tax revenues, while the Republic of K orea relies less on income taxes. The financing of 
social welfare expenditures is also different in the two economies.

4.1 Public Debt Projections for Asia

The growing public debt is a concern for many Asian governments. Japan in particular has 
the oldest population in Asia; its working-age population has begun to decline rapidly; and its 
public programs, pensions, health care, and long-term care provide ample support for seniors. 
Thus, Japan provides an instructive case.

Figure 13.3 shows per capita and aggregate public transfer flows by age for Japan in 2009. 
The per capita flows are normalized by dividing the annual flows by the annual per capita labor 
income of persons aged 30 to 49, the prime working ages in most economies. The aggregate 
profiles are normalized by dividing the annual flows by the total labor income of persons aged 
30 to 49. Per capita age profiles (panel A) show two peaks: the first for children, which is 
driven primarily by public spending on education; and the second for seniors, which is driven 
primarily by public pensions and health-care spending. The tax burden profiles peak around 
ages 45–54 when labor income peaks. The aggregate flows by age are the product of the per 
capita flows shown in panel B. The influence of Japan’s old population age structure is clearly 
evident as most public transfers go to the elderly. 

Table 13.7 presents debt proj ections based on current tax and spending age profiles. Data 
are available to construct proj ections of gross debt and new debt for eight member economies. 
Net debt estimates are available only for three economies—J apan, the Republic of K orea, and 
Indonesia. New debt estimates are based on the adj usted tax profiles and government transfers 
that produce fiscal balance in 2015. Arguably, deficits in recent decades are a consequence 
of the aging already experienced. There is no obvious way, however, to quantify the effects 
of aging as compared with other macroeconomic factors. For this reason, we are particularly 
interested in the increase in debt, which we call new debt, that is attributable to demographic 
factors. Japan has been running a deficit in recent years. Our proj ection for 2020 is that gross 
debt will exceed 250 percent of GDP and net debt will reach 175 percent of GDP, far higher 
levels of debt than in any other Asian economy. New debt for Japan is proj ected to reach j ust 
over 700 percent and legacy debt 600 percent of GDP in 2060. Total net debt would approach 
1,300 percent of GDP by 2060.

The proj ected impact of population on public debt is substantial in East Asian economies. 
The accumulation of new debt is smallest in Taipei,China but even there it is 341 percent by 
2060. Elsewhere in East Asia, new debt is even greater, with the greatest increase proj ected for 
the Republic of K orea at 826 percent of GDP. Increases of this magnitude are surely unsustain-
able. We discuss some possible responses below.

The situation is quite different in the four Southeast Asian economies for which proj ections 
are available. In three—T hailand, Singapore, and Indonesia—a n increase in new debt is pro-
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j ected to range between 6 percent of GDP in Singapore and 62 percent of GDP in Indonesia in 
2050. Only in Indonesia is the proj ected value greater than 100 percent of GDP in 2060. The 
situation in the Philippines is entirely different because transfers to seniors are very limited 
there, and thus, aging is proj ected to lead to budget surpluses rather than deficits.

Notes: Per capita profiles are normalized by the average labor income of those aged 30–49. Aggregate profiles are 
normalized by the total labor income of those aged 30–49.
Source: Authors’ calculations.

Figure 13.3  Profiles of gov ernment transfers in Japan, 2009
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Table 13.7  Proj ected public debt for eight economies, 2010 t o 2060 ( % of GDP)

  2010 2020 2030 2040 2050 2060
Legacy Debt, Gross

East Asia PRC 33.7 51.1 68.7 92.3 124.1 166.8
 Japan 207.9 256.8 345.1 463.8 623.3 837.6
 K orea, Republic of ... 43.8 58.8 79.0 106.2 142.8
 Taipei,China 36.7 38.8 52.1 70.0 94.1 126.5

Southeast Asia Indonesia 24.5 32.1 43.2 58.0 78.0 104.8
 Philippines 49.7 43.6 58.6 78.8 105.9 142.3
 Singapore 98.7 119.7 160.8 216.1 290.4 390.3
 Thailand 27.8 35.6 47.9 64.3 86.5 116.2
Legacy Debt, Net

 Japan 137.2 174.7 234.8 315.6 424.1 570.0
 K orea, Republic of 11.3 11.8 15.9 21.3 28.7 38.5
 Indonesia 9.1 3.7 5.0 6.8 9.1 12.2
New Debt

East Asia

 PRC 2.2 29.9 105.5 248.4 476.9
 K orea, Republic of 2.2 36.6 150.6 400.1 826.6
 Taipei,China 0.7 12.7 58.3 162.0 341.2
 Japan 4.8 40.0 144.8 362.6 708.9

Southeast Asia

 Indonesia −0.6 7.0 25.6 62.4 124.9
 Philippines −2.8 −27.4 −89.4 −209.7 −424.4
 Singapore −1.4 −8.4 −9.4 6.1 41.2
 Thailand −0.8 −4.2 −1.7 15.2 57.0

Combined Debt, Gross

East Asia

 PRC 33.7 53.3 98.6 197.8 372.5 643.7
 K orea, Republic of ... 46.0 95.4 229.7 506.3 969.4
 Taipei,China 36.7 39.5 64.9 128.4 256.1 467.7

Japan 207.9 261.6 385.0 608.6 985.8 1,546.5

Southeast Asia

 Indonesia 24.5 32.7 50.2 83.7 140.4 229.7
 Philippines 49.7 40.9 31.2 −10.6 −103.9 −282.1
 Singapore 98.7 118.2 152.4 206.7 296.5 431.5
 Thailand 27.8 34.8 43.6 62.6 101.6 173.2
Combined Debt, Net

 Japan 137.2 179.5 274.8 460.4 786.7 1,278.8
 K orea, Republic of 11.3 14.0 52.5 171.9 428.8 865.1
 Indonesia 9.1 4.3 12.1 32.4 71.5 137.2

Notes:
… =  data not available; GDP = gross domestic product; PRC = People’s Republic of China.
Source: Authors’ calculations.
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4.2 Extensions

To mitigate the negative impact of population aging, taxes must increase, benefits must 
decrease, or some combination of these should occur. Figure 13.4 shows a required tax 
increase (benefit decreases) schedule which removes the aging effect year by year until 2060. 
This is calculated to make fiscal balance zero every year, holding government transfer profiles 
constant. For example, in the Republic of K orea, tax (expenditure) should increase (decrease) 
by 0.4–1.0 percent every year holding expenditure (tax) profiles constant. This tax  gap is 
ranging from 0.1 percent to 1 percent per year for all case studies in this chapter.

Two things should be noted. First, needless to say, our proj ection is dependent upon our basic 
assumptions on productivity growth as well as interest rates. However, the proj ected new 
debt is still enormous, with very favorable assumptions leading to a lower level of debt (i.e., 
very low interest rates and higher growth rates). This implies that the impact of demographic 
change on debt is quite substantial for some economies regardless of assumptions. Second, 
economies in Asia are very different in terms of their speed of demographic transition and 
their macroeconomic condition. While the four East Asian economies in our proj ections are 
experiencing very rapid population aging, some lower-income economies are not. However, 
it should be noted that population aging is a region-wide trend which will affect all of Asia 
eventually.

On the other hand, our proj ections assume that the tax and benefit profiles will be held con-
stant. However, historical data show that this cannot be true. In the real world, public benefits 

Source: Authors’ calculations.

Figure 13.4  Tax  grow th requi red to eliminate population aging effects, 2017–2060, 
3- year mov ing av erage (%)
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for children and the elderly have risen sharply in all economies regardless of their level of 
economic development.

Figure 13.5 presents the per capita government transfers of selected economies, which 
shows clearly a sharp increase in public benefits for children and the elderly in all economies 
regardless of time range. But the transfers for other ages have increased as well. The PRC 
and Thailand show dramatic changes over even a shorter period of time, 12–13 years, which 
can be due to their rapid growth and favorable demographic conditions. However, this is also 
largely due to their expansion of welfare programs. For example, in 2009, the PRC committed 
to building a universal public pension system in rural areas funded by individual premiums and 
government subsidies. The transfers for children and the elderly have increased substantially 
for the Republic of K orea as well within only six years. Such a sharp rise is somewhat excep-
tional, but other Asian economies are also experiencing the same.

Raising taxes has been much more difficult than raising government expenditure, which 
is especially true for rapidly growing economies. Thus, the danger is that economies with 
favorable demographics and fast growth will implement generous transfer systems that prove 
ultimately to be unsustainable. In fact, lower-income economies in Asia spend relatively 
little on public programs for reasons that are largely unrelated to demographic conditions. As 
lower-income economies develop, however, the key issue for them is whether the public sector 
can expand at the same time as their populations are aging.

Notes:
PRC = People’s Republic of China.
The per capita flows are normalized by dividing the annual flows by the annual per capita labor income of persons 
aged 30–49.
Source: Authors’ calculations.

Figure 13.5  C hange in per capita gov ernment transfers (ex penditure) by age
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5. CONCL U DING OBSERVATIONS

Asia is still a relatively young region, but it is in the midst of a demographic transition toward 
older populations. The demand for debt—w hich consists of public and private debt and rep-
resents retirement-funding assets for the life-cycle consumer—i s growing as the population 
grows older. Our proj ections indicate that the demand for both public and private debt will 
rise sharply between now and 2060 in developing Asia. All four subregions of developing 
Asia will see a significant increase in demand for debt although the exact patterns differ. Our 
proj ections confirm our expectation that as Asia turns older, Asians will demand more debt to 
finance their old-age consumption.

The implications of business-as-usual public policies are that there are very high levels of 
public debt that substantially exceed the demand for debt on the part of life-cycle consumers. 
The demand for public debt as a percentage of labor income from life-cycle households is 
proj ected to increase from 58 percent in 2020 to 91 percent of total labor income in 2060. For 
Southeast Asia, the 2020 value is 48 percent of total labor income in 2020 and 88 percent of 
total labor income in 2060. Private debt in East Asia is proj ected to increase from 123 percent 
to 217 percent of total labor income and in Southeast Asia from 77 percent to 139 percent. The 
expected increase in the supply of debt by Asian governments could be met in part by a shift 
from private debt to public debt on the part of life-cycle consumers. This appears to have been 
the case in Japan. Comparisons with individual economy proj ections in Table 13.7 suggest 
that life-cycle consumers in East Asia will not be in a position to absorb all the public debt that 
would result in the absence of public sector reform.

Our results show that population aging leads to very substantial increases in life-cycle 
wealth. At the same time, public programs are providing important sources of support for 
the elderly, especially in East Asian economies. The key question is how to sustain or reform 
current old-age support systems in the face of rapid population aging. The worsening fiscal 
health of economies like the Republic of K orea; Japan; Taipei,China; and the PRC suggests 
that current tax and expenditure systems will lead to huge increases in public debt, which 
would impair the future fiscal sustainability of aging Asian economies. On a more optimistic 
note, the favorable demographic position of lower-income economies such as the Philippines 
can substantially help their debt position. However, population aging is a region-wide trend 
affecting all of Asia although its timing and speed vary across economies. Therefore, all Asian 
economies will eventually face growing pressure from their public debt.

NOTE

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.
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APPENDIX 13.1

Table 13A .1 Data sources

Data Source Remarks

Demographic Data U nited Nations Department of Economic and Social 
Affairs. World Population Prospects 2019. https:/ /  
population .un .org/  wpp/  .

All proj ections are based on the medium-fertility 
scenario.

Macroeconomic Data World Bank. World Development Indicators, 
Country Statistics. https:/ /  datacatalog .worldbank 
.org/  dataset/  world -development -indicators. 
Washington, DC.
Asian Development Bank. K ey Indicators for Asia 
and the Pacific. Manila. https:/ /  www .adb .org/  data/  
key -indicators/  main.

 

Net Debt International Monetary Fund (IMF). Global Debt 
Database. 2019 Global Debt (December).

 

 IMF. Private Debt, L oans, and Debt Securities. 
https:/ /  www .imf .org/  external/  datamapper/  PVD 
_L S@  GDD/  SWE.

Private debt is the total stock of loans and debt 
held by households and nonfinancial corporations 
as a share of gross domestic product (GDP).

 IMF. Central Government Debt. https:/ /  www .imf 
.org/  external/  datamapper/  CG _D EBT _G DP@  GDD/  
SWE.

Public debt is the total stock of debt issued by the 
central government as a share of GDP.

NTA Debt Measures National Transfer Accounts (NTA). Time Series 
Indicators. https:/ /  ntaccounts .org/  web/  nta/  show/  
Time % 20Series % 20Indicators.
Mason et al. (2017).

NTA data on public sector finances for eight ADB 
member economies: People’s Republic of China: 
2002, 2014
Indonesia: 2005
Japan: 1984, 1989, 1999, 2004, 2009
Philippines: 2015
Singapore: 2013
Republic of K orea: 2010, 2013, 2016
Taipei,China: 1993, 2015
Thailand: 2004, 2017
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Table 13A .2 L ist of economies

Afghanistan
Albania
Algeria
Angola
Argentina
Armenia
Australia
Austria
Azerbaij an
Bahamas
Bahrain
Bangladesh
Barbados
Belarus
Belgium
Belize
Benin
Bhutan
Bolivia 
(Plurinational 
State of)

Bosnia and 
Herzegovina

Botswana
Brazil
Brunei Darussalam
Bulgaria
Burkina Faso
Burundi
Cabo Verde
Cambodia
Cameroon
Canada
Central African 
Republic

Chad
Chile

People’s Republic 
of China

Colombia
Comoros
Congo
Costa Rica
Côt e D’Ivoire
Croatia
Cuba
Cyprus
Czechia
Dem. People’s 
Republic of 
K orea

Democratic 
Republic of The 
Congo

Denmark
Dj ibouti
Dominican 
Republic

Ecuador
Egypt
El Salvador
Equatorial Guinea
Eritrea
Estonia
Eswatini
Ethiopia
Fij i
Finland
France

French Polynesia
Gabon
Gambia
Georgia
Germany
Ghana
Greece
Guam
Guatemala
Guinea
Guinea-Bissau
Guyana
Haiti
Honduras
Hong K ong, 
China

Hungary
Iceland
India
Indonesia
Iran (Islamic 
Republic of)

Iraq
Ireland
Israel
Italy
Jamaica
Japan
Jordan
K azakhstan
K enya
K uwait
K yrgyz Republic
L ao People’s 
Democratic 
Republic

L atvia
L ebanon

L esotho
L iberia
L ibya
L ithuania
L uxembourg
Macau, China
Madagascar
Malawi
Malaysia
Maldives
Mali
Malta
Mauritania
Mauritius
Mexico
Mongolia
Montenegro
Morocco
Mozambique
Myanmar
Namibia
Nepal
Netherlands
New Caledonia
New Z ealand
Nicaragua
Niger
Nigeria
Norway
Oman
Pakistan
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Poland

Portugal
Puerto Rico
Q atar
Republic of K orea
Republic of 
Moldova

Romania
Russian 
Federation

Rwanda
Saint L ucia
Saint Vincent and 
The Grenadines

Samoa
Sao Tome and 
Principe

Saudi Arabia
Senegal
Serbia
Sierra L eone
Singapore
Slovakia
Slovenia
Solomon Islands
Somalia
South Africa
South Sudan
Spain
Sri L anka
State of Palestine
Sudan
Suriname
Sweden
Switzerland

Syrian Arab 
Republic

Taipei,China
Taj ikistan
Thailand
Timor-L este
Togo
Tonga
Trinidad and 
Tobago

Tunisia
Turkey
Turkmenistan
U ganda
U kraine
U nited Arab 
Emirates

U nited K ingdom
U nited Republic of 
Tanzania

U nited States
U nited States 
Virgin Islands

U ruguay
U zbekistan
Vanuatu
Venezuela 
(Bolivarian 
Republic of)

Viet Nam
Yemen
Z ambia
Z imbabwe

Note:  In this chapter, data for Afghanistan and Myanmar were valid as of 14 December 2020 and may have changed 
thereafter because of maj or recent events affecting the country.
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14. Debt management capacity: a tale of three 
Asias
Phillip Anderson1

1. INTRODUCTION

Over the last two decades, many Asian economies have sought to build their capacity to 
manage public debt and develop their domestic debt markets. Several economies rose to this 
challenge early and now have debt management operations that are among the best in the 
world and deeper and more liquid bond markets. Less-developed economies at the earlier 
stages are facing hurdles arising from lack of scale, conflict, or prolonged low-income status. 
At the same time, the financing choices available to government have increased as inter-
national capital markets and official sector lending continue evolving. Governments must 
manage efforts to address the challenges amid higher public debt levels and the economic 
impact of the COVID-19 pandemic.

This chapter identifies areas where more capacity-building effort is needed to manage 
public debt and develop the domestic debt markets. But developments in public financial and 
fiscal risk management also have implications for a government’s debt management capacity. 
Central government debt is a major component in the identification and compilation of the 
public sector balance sheet. To manage risks across this broader canvas, the government could 
draw on already existing skills in the public debt management function, although the institu-
tional hurdles are significant. In addition, market instruments can be used to manage fiscal 
risks and pressures, as discussed in other chapters. Again, the debt management function could 
contribute, given its role of analyzing risk and transacting in markets.

2. DEFINING AND MEASURING DEBT MANAGEMENT 
CAPACITY

Public debt management involves the composition of public debt, while debt sustainability 
focuses on identifying sustainable levels of debt in the long run. Despite their distinct objec-
tives, both are of course closely related. The International Monetary Fund (IMF) and the 
World Bank (2014) cite numerous examples of economies with poorly structured debt in terms 
of currency, maturity, or interest-rate composition, which induced or exacerbated liquidity 
and sustainability crises. A number of these events occurred in the 1990s and focused global 
attention on how economies manage public debt. As a result, when asked to develop guidance 
on what constitutes sound practice, the IMF and the World Bank published the “Guidelines for 
Public Debt Management” in 2001 and a revision in 2014.2
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The Asian financial crisis, which afflicted several economies in East Asia during 
1997–1998, did not directly implicate government debt, but highlighted vulnerabilities in 
financial systems that relied excessively on bank financing and leverage. Governments saw 
the necessity to focus on the development of domestic bond markets to increase resilience 
and improve capital allocation. To help economies achieve this obj ective, the Association of 
Southeast Asian Nations (ASEAN), the People’s Republic of China (PRC), Japan, and the 
Republic of K orea (ROK ) launched the Asian Bond Markets Initiative in 2002, with the Asian 
Development Bank (ADB) serving as secretariat and providing technical support.

To manage central government debt effectively, an institution must establish obj ectives, 
develop and implement strategies, and maintain the highest levels of accountability and 
transparency. While the main focus is on the entity or entities that are directly responsible for 
borrowing on behalf of the central government, other policy areas contribute to strengthening 
debt management capacity. In particular, the institutional capacity to implement fiscal policy, 
cash management, monetary policy, and capital market regulation influences public debt 
management outcomes. The development of the local financial market and the quality of its 
infrastructure also play a role.

The Guidelines for Public Debt Management were a useful step in codifying what experi-
enced practitioners viewed as the necessary framework for the activity. Experience in applying 
this guidance in many economies led to the development of a tool to assess capacity through 
performance indicators, the Debt Management Performance Assessment (DeMPA) method-
ology (Box 14.1).3

BOX 14.1 DEBT MANAGEMENT PERFORMANCE ASSESSMENT 
METHODOL OGY

The World Bank in 2009 developed the Debt Management Performance Assessment 
(DeMPA) methodology to assess the institutional performance of developing economies 
through a comprehensive set of indicators spanning the full range of government debt man-
agement functions. Modeled after the Public Expenditure and Financial Accountability in-
dicators, the assessment scores performance at four levels. There are 14 indicators grouped 
in five areas:

1. Governance and Strategy Development: five indicators, covering legal framework, 
management structure, debt management strategy, debt reporting and evaluation, and 
audit.

2. Coordination with Macroeconomic Policies: two indicators, covering coordination 
with fiscal policy, and with monetary policy.

3. Borrowing and Related Financing Activities: three indicators, for domestic borrowing, 
external borrowing, and loan guarantees, onlending and derivatives.

4. Cash Flow Forecasting and Cash Balance Management: one indicator.
5. Debt Recording and Operational Risk Management: three indicators covering debt 

administration and data security; segregation of duties, staff capacity and business 
continuity; and debt and debt-related records.

Source: World Bank (2015).



Debt management capacity:  a tale of three Asias 369

While the DeMPA is designed to apply to developing and emerging market economies, it has 
been used largely in low-income economies and lower-middle-income economies. While most 
economies choose not to publish DeMPA reports, the World Bank has compiled aggregate 
data to show the pattern of strengths and weaknesses across indicators and their progress 
through time. Figure 14.1 shows a recent analysis measuring progress in 37 economies that 
had performed two DeMPA assessments from 2008 to 2015 (World Bank and the IMF 2018). 
The data show the number of economies that had an adequate level of performance (i.e. a score 
of C or better) for each of the 14 indicators and the results are mixed, with an improvement 
in some areas and a deterioration in others. Overall, the results highlight the challenges faced 
by low-income economies and lower-middle-income economies: on average, these economies 
had a satisfactory score for only around 30 percent of the indicators.

The analysis does not provide a geographic breakdown, so it is not possible to obtain a picture 
for “ developing Asia”  as classified by ADB. Nevertheless, 21 economies have had a DeMPA 
and, of these, seven have published results (World Bank 2020).

Note: DeMPA = debt management performance assessment.
Source: World Bank and IMF (2018).

Figure 14.1  C hanges in DeM PA scores for 37 l ow -income economies and 
low er-middle-income economies 
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2.1 Debt Management Capacity in Developing Asia

A challenge in reviewing the debt management capacity across ADB’s 46 developing Asian 
economies is their diversity. For example, they range in population from 1,600 in Niue to over 
1,400 million in the PRC. The group includes nine economies classified by the World Bank 
as “ fragile and conflict-affected states”  (FCS) but also lists Singapore and Brunei Darussalam, 
which are among the top 10 economies ranked by gross domestic product (GDP) per capita, 
and with Hong K ong, China not far behind. Also, the level of public debt ranges from 3 
percent to over 100 percent of GDP, with 10 economies viewed by the IMF and the World 
Bank at high risk of debt distress.

To meaningfully consider the challenges for institutional capacity to manage public debt, 
we separate developing Asia into three groups:

•  Group 1: Economies that have no or very little domestic debt and rely on official sources of 
financing (most of the Pacific island economies and a few others); borrowing choices are 
limited and volumes are tightly constrained by sustainability concerns.

•  Group 2:  Economies that rely largely on the domestic market (90 percent or more), includ-
ing the high-income economies, the PRC, India, Malaysia, and Thailand. Debt portfolios 
have little currency risk and weight is placed on developing and improving the local 
bond market. This group has institutional requirements similar to most Organisation for 
Economic Co-operation and Development (OECD) economies (although they may have 
residual official debt and some international bonds).

•  Group 3:  The group in the middle comprises economies with the broadest range of financ-
ing sources (bilateral, multilateral, possibly international bonds, and domestic market). 
Their level of domestic market development is wide-ranging, from nascent to mature.

We develop an overview of debt management capacity in each of these groups using several 
sources such as full DeMPA reports, summary DeMPA scores published in World Bank 
(2020), other published works, disclosure on member government websites, and the function-
ing of domestic debt markets.

2.2 Group 1 (With Official Sources of Financing, Little Domestic Debt)

This group comprises 13 economies, including most of the small Pacific island economies and 
other developing Asian economies such as Bhutan and Cambodia. U nder the World Bank’s 
Debt Sustainability Framework as of the end of 2019, five economies have been assessed as 
high risk of external debt distress and four are classified as FCS (World Bank 2020).

Most of these economies have no domestic debt, while those that do have less than 5 percent 
of total public debt. For the larger economies, this reflects their stage of economic and finan-
cial sector development; for the small island states, the lack of scale represents a challenge in 
developing a securities market. Institutional capacity in the near term is therefore shaped with 
financing from official sources and includes selecting the most beneficial and cost-effective 
loans within a sustainable fiscal envelope, which in many cases is already stretched. Effective 
debt administration must ensure accurate and timely recording and reporting of obligations. 
Although the loans are granted on either concessional or below-market terms, they are denom-
inated in foreign currency, exposing the public debt portfolio to significant currency risk.
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There is some evidence that small states generally have lower debt management capacity 
than larger economies. Prasad et al. (2013) analyzed 17 DeMPA reports for small states and 
compared them with a sample of 42 larger economies with similar income and debt levels.4 
The study found that in aggregate the small states met the minimum requirement for 32 percent 
of the dimensions assessed, whereas the larger economies achieved 41 percent on average. One 
counterintuitive finding is that there was no correlation between gross national income (GNI) 
per capita and institutional performance for the small states in this sample. Nevertheless, the 
study found that the small states had limited staff numbers with broad spans of responsibility 
and little or no reserve capacity, which may have a bearing on the scores that were observed.

These challenges appear to be evident in the small Pacific island economies. The Pacific 
Association of Supreme Audit Institutions (PASAI 2016) summarizes patterns of weakness 
in capacity, based on the findings of the supreme audit institutions (SAIs) in eight Pacific 
island territories and economies. In the area of governance, four of the eight SAIs highlighted 
problems such as the lack of a legal framework, absence of a strategy, weak organizational 
structure, and weak internal controls and procedures. The weakest area was in monitoring and 
reporting, with six of the eight SAIs finding a lack of available information or documentation, 
which casts doubts on the accuracy and completeness of the government’s financial reports. 
Contributing factors could be suboptimal use of debt management software as well as irregu-
lar reporting. In addition, the Pacific economies face unique development challenges arising 
from “ extreme geography”  (see Chapter 5 in this volume), which perennially threaten debt 
sustainability.

Of the two larger economies that have had DeMPAs, Afghanistan scored a 40 percent sat-
isfactory rate in 2011, despite being an FCS at high risk of debt distress.5 Cambodia rated 30 
percent in 2018, around the global average indicated in Figure 14.1, and has published a debt 
management strategy and regular bulletins on the composition of public debt on the finance 
ministry website. Bhutan scored satisfactory on 40 percent of indicators—be tter than the 
small-country average (World Bank 2020).

Eight of the economies in Group 1 have made improvements to debt management capa-
bility in recent years, such as new legislation, better debt recording systems, preparation of 
debt management strategies, or publication of public debt reports.6 Nevertheless, challenges 
remain—f or example, only five of the 13 economies publish debt data regularly on websites, 
and only 3 have published a debt management strategy.

2.3 Group 2 (Domestic Market Borrowing is at Least 90 percent of Public Debt)

There are nine economies in this group: Brunei Darussalam; Hong K ong, China; India; 
Malaysia; the PRC; the ROK ; Singapore; Taipei,China; and Thailand. The high-income 
economies (Brunei Darussalam; Hong K ong, China; the ROK ; Singapore; and Taipei,China) 
borrow only in the domestic market in local currency, while the PRC, Malaysia, and Thailand 
have some residual foreign-currency debt (less than 3 percent of total public debt). Although 
India has, in absolute terms, sizable official borrowing denominated in foreign currencies, it 
amounts to less than 7 percent of total public debt.

To manage public debt, these economies focus on the management of refinancing and 
interest-rate risk and on developing the domestic securities market. Brunei Darussalam and 
Hong K ong, China have very little public debt, at less than 3 percent of GDP, so risks are 
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minimal in any event. The other economies issue securities across the yield curve, with tenors 
extending to at least 30 years. The PRC, Thailand, and the ROK  have issued 50-year bonds. 
In this context, debt managers have sufficient choices in instruments to keep risks in check in 
line with their obj ectives.

All of the economies in this group have over a long period developed their domestic gov-
ernment securities markets, some starting from the early 1990s. With the exception of India 
and Taipei,China, they participate in the Asian Bond Markets Initiative (ABMI), which was 
launched in December 2002 to develop local currency bond markets and promote regional 
financial cooperation.7 ABMI was established in the aftermath of the Asian financial crisis, 
which was caused largely by “ balance sheet mismatches”  in the private sector—b usinesses had 
borrowed through short-term bank loans in foreign currency to finance long-term investments 
that generated returns in domestic currency (ADB 2019). While the obj ective was to develop 
local currency debt capital markets for the private sector, the government securities market 
usually comes first in developing and emerging market economies and acts as a benchmark.

The analysis undertaken as part of the ABMI shows that each economy had a unique approach 
in developing its market, which is consistent with development pathways in other economies. 

Notes:
L CY = local currency.
Economies include Indonesia; Malaysia; Singapore; Thailand; the Philippines; the PRC; Hong K ong, China; the 
ROK ; and Viet Nam.
Source: ADB (2019).

Figure 14.2  Grow th of emerging E ast Asian local currency bond mark ets, 1997–2018
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Nevertheless, we identified some commonalities. During the initial phase (2002–2007), gov-
ernments focused on increasing the supply of local currency securities, developing market 
infrastructure, improving access for investors, strengthening regulation, and improving access 
for a range of issuers (ADB 2017). Subsequently, initiatives to expand regional integration and 
deepen the private sector bonds markets complemented these efforts.8 Figure 14.2 shows the 
impressive growth in the volume of bonds outstanding.

Singapore and Hong K ong, China issue government securities to support the development 
and functioning of local markets, even though there is no fiscal need to borrow. In Hong K ong, 
China, government securities amount to around 3 percent of GDP, while the fiscal reserve is 
around 40 percent of GDP. U nder Singapore’s Government Securities Act, the proceeds from 
issuance cannot be spent for budgetary purposes and are invested. The principal obj ectives of 
securities issuance are to provide a robust yield curve and fostering the growth of an active 
secondary market.

The successful development of an economy’s local market is measured in part by its liquid-
ity, one indicator of which is the difference between the yields at which bonds are bought and 
sold (the bid–ask spread). The size of the bond market also contributes to its liquidity—e ven 
the most efficient small market will have less liquidity than a large one. Nevertheless, the 
changes each market goes through over time provide an indication of structural improvements. 
Table 14.1 shows the improvement in selected economies since 2004.

Table 14.1  Selected economies:  gov ernment bonds bid–as k  spreads (basis points)

Market 2004 … 2010 2011 2012 2013 2014 2015 2016 2017 2018

People’s 
Republic of 
China 

32.5  2.2 4 2.7 4.1 3.4 5.3 1 1 1.9

Republic of 
K orea 

4.8  1.1 0.7 0.6 0.7 0.7 0.5 0.5 0.5 0.5

Malaysia 3.5  2.6 3.3 2.7 3.8 1.7 2.4 2.1 1.9 2.3

Singapore 5.5  3 3.8 3.1 2.6 2.3 2 3 3 2.1

Thailand 7.3  3.1 3.3 3.2 2.4 1.9 1.5 2.3 1.8 2.5

Source: ADB (2019).

The development of local currency government bond markets is a complex process and 
requires that public institutions have a deep understanding of financial markets. As the issuer, 
the government controls all aspects of the primary market, including the issuance methods, 
choice of instruments, and rules for market access. The choices made will have a significant 
impact on the efficiency of the secondary market. In addition, extensive collaboration with the 
regulator, the central bank, and market participants is essential to develop other dimensions 
of market liquidity. The economies in this group have adopted a range of approaches: India; 
Hong K ong, China; Malaysia; and Singapore have relied extensively on the monetary authori-
ties as agents to build their markets.9 Thailand established its Public Debt Management Office 
in 1999 as an agency of the government to manage all aspects of public debt. In the PRC and 
the ROK , the finance ministry is given the responsibility for the daily management of public 
debt.
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2.4 Group 3 (A Range of Financing Sources)

The remaining economies in developing Asia (24) are grouped together, but reflect a wide 
range in levels of institutional capacity. One common aspect across the group is their access 
to a broad range of financing sources, including official sources, domestic markets, and the 
international capital markets, although the mix of these sources varies a great deal. Some 
economies are advanced in developing the domestic securities market and have been relying 
on it for over 60 percent of financing (Indonesia and the Philippines), whereas others are only 
beginning the process (Armenia and the L ao People’s Democratic Republic (L ao PDR)). Of 
the 24 economies, 15 have issued international sovereign bonds at least once, while some are 
regular issuers (Indonesia and the Philippines).

Given the range of financing alternatives, the economies in this group have more complex 
trade-offs to make than the other two groups when developing their debt management strat-
egies. They must consider the relative cost and risk of borrowing in foreign currencies, both 
from official and market sources, as well as the pace at which the domestic market can be 
developed as a source of longer-tenor financing. Also, they must maintain the institutional 
capacity to tap each source of financing.

Most of the eight economies in Central Asia could be regarded as having strong debt 
management capacity.10 Five have had DeMPAs, of which three (Armenia, Georgia, and 
K azakhstan) have been published and show considerably higher scores on average than the 
global sample illustrated in Figure 14.1, scoring satisfactory for 50–75 percent of indicators. 
The summary data for the K yrgyz Republic and Taj ikistan are not as strong—a round 40 
percent satisfactory—but  are still favorable compared with global averages. Since the assess-
ments, these economies have made improvements to debt management practices such as 
greater transparency, development of strategies, market development initiatives, and updates 
of the legal framework (World Bank 2020).

Six of the eight economies have issued international bonds, with U zbekistan j oining the 
group with its first issue in 2019. Resource-rich Azerbaij an and K azakhstan with their sub-
stantial financial assets have relatively low levels of public debt—a t j ust over 20 percent of 
GDP at the end of 2019—but  recognize the value of a government bond market for financial 
sector development. Both are active in pursuing initiatives to this end, but development is 
still at an early stage, with Azerbaij an having a very low level of securities outstanding and 
K azakhstan’s investor base heavily concentrated. Similarly, domestic government debt in 
Armenia, Georgia, the K yrgyz Republic, and Taj ikistan is less than 20 percent of total public 
debt. U zbekistan began issuing domestic securities in December 2018, and the authorities have 
committed to developing this market (IMF and the World Bank 2019).

Overall, the Central Asian economies rate well in transparency, with six economies provid-
ing statistical bulletins or debt data on websites regularly. Five economies publish their public 
debt management strategies and, with three published DeMPAs, they are more open than the 
other regions. The pattern of strong capacity is likely to be related to income—f ive economies 
are classified as upper-middle income.

The five South Asian economies in this group—B angladesh, Maldives, Nepal, Pakistan, and 
Sri L anka— have a sizable proportion of public debt sourced in the domestic market, ranging 
from 45 percent to 65 percent. Maldives, Pakistan, and Sri L anka have issued securities in the 
international capital markets and borrow extensively from official sources. Their debt levels 
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are over 75 percent of GDP (as at the end of 2019), which is a maj or challenge for fiscal policy, 
with debt interest cost consuming much of the budget, indicating they must make cost–risk 
trade-offs when developing their debt management strategy.

All economies have had DeMPAs over the last decade and the summary results are not 
strong, ranging from less than 20 percent of indicators scoring satisfactory to around 35 
percent. Maldives was the weakest, which may be an indication of challenges similar to those 
faced by small Pacific island states (World Bank 2019). Most have made improvements to 
debt management capacity in recent years, so it is plausible that the assessments understate 
current performance in some cases—f or example, the Pakistan assessment is 10 years old 
(World Bank 2020).

In South Asian economies, the responsibility for managing public debt is dispersed across 
various entities. The central bank manages borrowing in the domestic market, in some cases 
with a high degree of discretion and not strictly as an agent. The finance ministry looks after 
external borrowing from official sources, while a team assembled for each operation oversees 
borrowing from the international capital markets. While guidance on international sound prac-
tices, including the DeMPA methodology, does not insist on a consolidated debt management 
office, it does reduce the risk of uncoordinated central government borrowing and expedites 
the logistics involved in developing and obtaining approval for an overall debt management 
strategy. Maldives and Nepal have plans to consolidate debt management activities, but they 
have not been fully carried out. Pakistan put in place a Debt Policy Coordination Office to 
coordinate the five separate units that manage parts of the public debt portfolio, but in March 
2020 it announced a plan to consolidate the units into one debt office. Sri L anka also has 
several times made plans to set up a single debt office but has yet to put them in place.

The level of transparency across economies is mixed. Maldives has since 2018 produced 
a regular, comprehensive bulletin on public debt, while the central banks of Sri L anka and 
Pakistan provide some data in monthly or quarterly statistical releases. All economies except 
for Nepal have published a debt management strategy, although Bangladesh produced its 
strategy in 2014 and Sri L anka its first in 2019 by setting up a working group.

The only country from East Asia in Group 3 is Mongolia, which was assessed in a 2016 
DeMPA as having strong debt management capacity relative to global averages, with around 
55 percent of indicators scoring satisfactory (World Bank 2020). And authorities have con-
tinued to make improvements since then. Between 2011 and 2016, the country’s public debt 
escalated from around 35 percent of GDP to almost 90 percent, mostly through borrowing in 
the international capital markets, which led to a debt crisis and support being received from an 
IMF program and from other partners. By the end of 2019, debt levels had retreated to j ust over 
70 percent of GDP. This debt matures between 2021 and 2024, so the portfolio has high levels 
of refinancing and interest-rate risk, in addition to currency risk. Domestic debt is negligible, 
at around 7 percent of total public debt.

Institutional capacity in the five Southeast Asian economies in this group is wide-ranging: 
Indonesia and the Philippines have strong and seasoned debt management operations, with 
Viet Nam not far behind, and Myanmar and the L ao PDR still at an earlier stage.11 Viet Nam 
is the only country that has available DeMPA information, which was assessed satisfactory for 
almost 50 percent of indicators in 2011, a strong score compared with global averages. Since 
then, it has implemented various initiatives including a revised law, published debt bulletins, 
and measures to improve the functioning of the domestic debt market (World Bank 2020).
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All economies participate in the ABMI, but by 2020 a meaningful secondary market has 
emerged only in Indonesia, the Philippines, and Viet Nam. Domestic market borrowing 
accounts for 60–65 percent of the public debt portfolios in these three economies. Much like 
the Group 2 economies, the bid–ask spread in the secondary market is a useful indicator of 
improvements in market efficiency over time. While market liquidity is assessed as lower than 
the Group 2 economies (Table 14.1), it has improved since 2004 or from when data became 
first available (Table 14.2).

Table 14.2  Gov ernment bonds bid–as k  spreads, s elected economies (basis points)

Market 2004 … 2010 2011 2012 2013 2014 2015 2016 2017 2018

Indonesia 21.4  4.8 5.0 5.9 7.6 6.0 9.2 5.2 3.3 5.3

Philippines 25.0  3.1 5.3 2.1 5.4 3.3 3.4 4.6 3.7 6.9

Viet Nam n.a.  13.2 33.5 30.5 21.7 11.7 15.0 7.2 5.0 8.3

Note: n.a. = not applicable.
Source: ADB (2019).

Myanmar has been developing its domestic debt market since 2015, and regularly issues 
Treasury bills and Treasury bonds with maturities of up to five years. The bonds are concen-
trated into “ benchmark”  lines by reopening them at successive auctions. Transparency has 
improved in recent years, with an annual debt report presented to the legislature, and debt 
management strategies published on the finance ministry website. In the L ao PDR, domestic 
issuance is limited to Treasury bills by 2020.

All Southeast Asia economies in this group issue in the international capital markets, with 
the exception of Myanmar. Indonesia and the Philippines have the scale to issue benchmark 
bonds, with volumes of well over $1 billion. In addition, Indonesia is one of a few emerging 
market sovereigns to issue in the international green bond market, which it has tapped three 
times since 2018. The L ao PDR has borrowed in the baht and U nited States dollar markets.

This group includes four economies from the Pacific: Fij i, Papua New Guinea (PNG), 
Solomon Islands, and Vanuatu. PNG, Solomon Islands, and Vanuatu have had DeMPAs 
undertaken during 2015 to 2020 with summary scores indicating fairly weak capacity in 
Solomon Islands and Vanuatu, consistent with the scores of other small island nations. PNG 
scored a little stronger than the global averages (Figure 14.1). Fij i, Vanuatu, and Solomon 
Islands regularly publish data on public debt. Fij i, PNG, and Vanuatu provide information 
on the government’s debt management strategy, either as a stand-alone report or part of the 
government’s budget documentation.

Fij i and PNG have large shares of domestic debt, at 75 percent and 55 percent, respectively, 
and in Fij i the National Provident Fund holds the maj ority of it. In Vanuatu, domestic debt has 
declined to around 15 percent of public debt, but in its debt management strategy the govern-
ment commits to maintaining a small volume of bonds to ensure that the market is available, 
if needed.

In 2017, Fij i was the first emerging market country to issue a green bond, a F$1 00 million 
offering in the local market.
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3. FU RTHER DEVEL OPMENT

Given the variation in levels of institutional capacity and financing sources across develop-
ing Asia, each economy will need a tailored approach in setting priorities for development. 
Diagnostic tools and performance assessments, such as the DeMPA, are useful inputs for the 
authorities to design a capacity-building roadmap, particularly in low- and middle-income 
economies. Economies that rely mostly on official sources of financing and that are about to 
embark on domestic financing will need to take significant steps toward building debt man-
agement capacity and introducing other new sources of financing, such as the international 
capital markets.

The COVID-19 pandemic has severely tested the debt management capacity of all econ-
omies. The scale of its economic impact is almost unprecedented and the resulting fiscal 
responses have generated an increase in public debt levels that will be likely to continue for 
many years. Debt managers have had to move rapidly to support their governments’ responses 
to the crisis, which has affected all aspects of their operation. Careful j udgment is required in 
a challenging market environment, with some economies seeing severe market dislocation and 
capital flow reversal, particularly in the initial stages of the crisis.

Debt managers need to coordinate closely with fiscal policy decision-makers in order to 
guide them on the amount of additional financing that can be raised over a specific time frame. 
In this regard, the original annual borrowing plan (ABP) and probably also the medium-term 
debt management strategy (DMS) will need to be revised as the original assumptions about 
financing requirements, costs and sources will probably no longer apply. Central to reworking 
the DMS is considering the appropriate trade-off between cost and risk under the new circum-
stances. In some cases, this may require accepting more risk, for example through additional 
short-term or foreign-currency financing. Debt managers should explain to decision-makers 
the rationale for such changes to the DMS as it could reduce fiscal flexibility in the future.

Many economies have difficulty executing transactions in markets during periods of crisis, 
as debt managers have to respond to rapidly changing conditions. In domestic markets, there 
is greater risk of failing to attract sufficient bids to cover auctions of securities; it is necessary 
therefore to prepare for this eventuality by managing liquidity buffers, installing backup 
financing mechanisms, engaging in market communication, adj usting issuance mechanisms 
such as the frequency and size of auctions, and making greater use of syndication to reduce 
execution risk. For economies with financing requirements in the international capital markets, 
access has been restricted, particularly for weaker credits, with investors experiencing periods 
of risk aversion. Debt managers therefore need to be flexible and capable of obtaining neces-
sary approvals quickly so as to take advantage of favorable opportunities. Some economies 
have used liability management operations to help stabilize markets, as has been the case in 
earlier crisis situations.

Debt managers must also coordinate more closely with the monetary authorities. The depar-
ture of nonresident investors from the domestic market has implications for the exchange rate 
and potentially foreign-exchange reserves levels. Similarly, close coordination is required 
when international bonds are maturing or when there is a change in plans for foreign-currency 
borrowing. In extreme circumstances it may be legally permissible for the government to draw 
on an overdraft from the central bank. This is clearly a last resort to be used only when normal 
financing channels have failed; the protocols for when and how this would be implemented 
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should be established as a precautionary measure, in coordination with the government’s cash 
manager. In response to the COVID-19 crisis, some central banks in emerging market econ-
omies have launched programs to purchase domestic government securities, including five in 
developing Asia (Arslan et al. 2020). U nlike in high-income economies, bond purchases did 
not take place when the policy rate had reached the zero lower bound, but rather to provide 
liquidity and stabilize bond markets during a period of dysfunctionality.

 The nature of the COVID-19 crisis has tested debt management capacity, because of the 
need for physical distancing and national or city lockdowns. In some cases, staff have been 
required to work from home and business continuity plans (BCPs) have been activated. The 
pandemic has amplified the need for heightened awareness of operational risk, particularly 
when the period of operating under the BCP extends beyond the time anticipated in the plan. 
In sum, debt managers have faced a perfect storm of elevated financing requirements, market 
dislocation, emergency operating procedures, and concerns for personal and family health.

At the time of writing, the COVID-19 pandemic and the associated economic crisis is still 
evolving, pressing for urgency in strengthening debt management capacity, particularly as 
governments face rising debt burdens that will be likely to stretch to many years. In addition, 
the lessons learned from earlier crises suggest that actions in two areas in particular can help 
economies address the challenges and any possible future shocks. The first is improving trans-
parency in debt management, which can pay dividends within a short time. The other area is 
more of a long-term endeavor: developing the domestic debt market.

3.1 Improving Transparency

The need for transparency in managing public debt has long been recognized; one-sixth of 
the Guidelines for Public Debt Management was devoted to the topic. There are three broad 
reasons for this. First, the effectiveness of debt management operations can be strengthened if 
the obj ectives and the DMS are disclosed, and the authorities can make a credible commitment 
to meeting them.12 Second, disclosure of the regulations and operating procedures for the 
primary and secondary markets for government securities assures investors that the markets 
are well managed. Third, disclosure of the stock and composition of public debt, and proj ected 
budget needs and financing intentions reduces uncertainty for investors, which improves out-
comes for the government.

The value of transparency was confirmed by the economies’ experiences during the global 
financial crisis of 2008–2009. In 2010, debt managers from 33 high-income economies and 
emerging market economies met to discuss lessons learned from the crisis and agreed on 10 
guiding principles (IMF 2010). Half of them relate to transparency and communication.

While there may be a reluctance to announce negative news, there is little to be gained in 
the long term from withholding or delaying materially important information. Investors and 
financial intermediaries closely monitor economic and other relevant developments and, in the 
absence of official announcements, will infer the implications for the level and mix of gov-
ernment financing. There is a risk that their conclusions may be worse than the reality. Debt 
managers should coordinate closely with the fiscal authorities and provide guidance to markets 
as soon as is reasonably practicable. There is also some empirical evidence that improving 
transparency in the provision of data can lower borrowing costs for emerging market econo-
mies (IMF 2017a).
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The level and timeliness of disclosures on public debt and its management across economies 
vary a great deal, as outlined in the section on Debt Management Capacity in Developing 
Asia. This is an area where there are few exogenous constraints on the authorities; institutional 
capacity can be built by deciding that transparency is a priority and allocating resources 
accordingly. While debt managers generate much of the information and data, they must col-
laborate with the fiscal and political authorities on proj ections for future borrowing.

Some economies go beyond basic transparency measures by developing an investor rela-
tions function, which in practice extends to a range of stakeholders, including rating agencies, 
financial intermediaries, financial and mainstream media, and the general public. The investor 
relations program aims, first, to build trust and develop a long-term relationship with investors 
and other stakeholders by providing relevant data and information and maintaining active 
dialogue. Second, it seeks to obtain feedback on investors’ preferences and how the debt 
manager could improve performance. These relationships can pay dividends during a crisis 
and give stakeholders greater confidence in knowing they are receiving accurate and timely 
information.

The Institute of International Finance (IIF) has developed a framework to assess the quality 
of investor relations and data dissemination practices of emerging market economies, based 
on a set of 20 criteria for the evaluation of investor relations practices and a set of 23 criteria 
for the evaluation of data dissemination practices (IIF 2019). The 2019 assessment covered 38 
economies, mostly those that are active in the international capital markets, including eight in 
developing Asia.13 Indonesia had the maximum score for investor relations, together with five 
economies in other regions; scoring also the highest in Asia for data dissemination practices. 
The Philippines and Thailand scored strongly for both measures, whereas the PRC and Viet 
Nam scored the lowest in Asia, with Viet Nam being one of four economies globally with 
scores in the lowest quartile.

3.2 Domestic Debt Market Development

The importance of a domestic debt securities market for the efficient functioning and resil-
ience of the financial system has long been recognized in Asia, as evidenced by the ABMI. 
The government securities market plays a central role by providing (1) a benchmark yield 
curve for pricing private sector debt securities and other contracts, such as derivatives; (2) 
a low-risk and liquid instrument for use as collateral, which underpins the money markets and 
supports liquidity management operations of the central bank; (3) an investment alternative 
with little or no risk of default for investors; and (4) impetus to develop market infrastructure 
(payment and settlement systems) and a strong legal and regulatory framework. As noted 
earlier, Singapore and Hong K ong, China developed a local government bond market to derive 
these benefits, even though they had no fiscal need to borrow. Other economies, too, such as 
Australia and New Z ealand, have made commitments to maintain certain minimum volumes 
of government bonds outstanding in order to support efficient market functioning.

For the government, a well-functioning debt securities market allows financing in local cur-
rency and at long tenors, overcoming balance sheet mismatches.14 Currency mismatches have 
played a significant role in most maj or financial crises that had an impact on emerging market 
economies since the early 1980s (Committee on the Global Financial System 2007). But 
the global financial crisis of 2008–2009 was different—m aj or emerging market economies 
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withstood severe dislocation in currencies, rates and spreads. In part this was attributed to the 
significant reduction in the share of external debt in government debt portfolios earlier in the 
decade, particularly in emerging Europe and L atin America.15 Other factors that supported the 
favorable outcome were improved macroeconomic management and measures to extend the 
maturity of domestic debt.

The contrasts across developing Asia on the level of domestic market development could 
not be more extreme, as discussed earlier: nine economies rely entirely on domestic financing, 
whereas 13 have no domestic market at all. And the economies in the middle cover the full 
range—f rom those j ust starting on the j ourney to those with fairly liquid secondary markets. 
Several enabling conditions shape the potential for market development: macroeconomic 
performance, scale and structure of the financial sector, and financial sector soundness. For 
example, high and volatile inflation, high levels of dollarization, high risk of debt distress, 
or little need by the government to source market financing would inhibit the emergence 
of a market. Similarly, financial repression, a limited domestic savings base, or an unsound 
banking sector would militate against a viable market.

The framework for developing local-currency bond markets has been well understood for 
many years and can be summarized as comprising six building blocks:16

1. M oney mark et: A reliable short-term money market yield curve supports the pricing of 
longer maturities, and government securities underpin the repo markets. The precondition 
for a well-functioning money market is a liquid and efficient interbank market.

2. Primary mark et: The choices made by government debt managers will shape the maturity 
structure and strongly influence the liquidity of the market.

3. I nv estor base: A well-diversified investor base ensures demand for government securities 
at a range of tenors and under varying market conditions; it also supports liquidity.

4. Secondary mark et:  A liquid secondary market provides near-continuous pricing that 
guides yields at which the government and other issuers can sell in the primary market.

5. Financial mark et infrastructure:  This includes payment, settlement, and custody systems 
that support safe, cost-effective and convenient transacting.

6. L egal and regulatory framew ork :  Investors require assurance that the legal and regulatory 
framework provides sound underpinnings for the operation of the market.

As can be seen, the process of developing a government securities market is complex and 
involves a broad range of elements and numerous interactions, requiring a collaborative 
effort with the public debt manager, the regulator, the central bank, and market participants. 
Economies in developing Asia with no, or with a limited volume of, domestic government 
securities should consider the enabling conditions carefully. The easing of any constraints in 
this regard is an important first step and will strongly influence the pace and shape of devel-
opment to follow.

For the many economies in the middle, the development process can be informed by 
the “ building block”  approach, and the IMF and the World Bank are creating indicators to 
measure the level of development for each (IMF and the World Bank 2020). In addition, there 
is a wealth of economy experiences that can be tapped in Asia, as well as globally, that can 
provide guidance on tackling common issues across economies.

Even the high-income economies and others that rely on the domestic market need contin-
uous improvement, as is the case in OECD economies. There is always scope for improving 



Debt management capacity:  a tale of three Asias 381

market efficiency and resiliency in the context of a changing landscape, including technology, 
shifts in the investor base, evolution of the dealer community, regulatory developments, and 
introduction of new instruments.

4. NEW OPPORTU NITIES AND CHAL L ENGES

Institutional capacity to manage public debt needs to keep pace with new opportunities in 
markets, such as the rise of environmental, social and governance (ESG) investing. It can also 
be adapted to support governments’ efforts to manage fiscal risk, and three areas are outlined 
in this section: (1) a holistic approach by managing risk in an asset–liability management 
framework; (2) explicit contingent liabilities; and (3) risk transfer using market instruments.

4.1 Environmental, Social, and Governance

The instruments available to public debt managers continue to expand: Islamic finance has 
grown rapidly in the last 20 years, with Malaysia an early adopter and a significant issuer. 
Singapore was the first non-Muslim maj ority country to issue sukuk in 2009. More recently, 
governments have starting tapping the ESG investing market. Each innovation requires the 
development of institutional capacity, as these markets impose greater requirements than those 
when issuing conventional bonds.

Bond markets have seen increasing interest in ESG investing, particularly in green bonds, 
as described in Chapter 16 in this volume. This has created opportunities for borrowers to 
broaden and diversify their investor bases, including governments. In 2017, Fij i was the first 
developing economy in the world to issue a green bond, and other government issuers in the 
region include Indonesia; Hong K ong, China; and the ROK .

Issuing in the ESG market requires an expanded debt management capacity, as there are 
extra steps compared with using the conventional bond market, as fully set out in Chapter 
16. The main distinguishing feature of ESG securities is that the proceeds must be allocated 
to expenditures or investments that are eligible, as defined by global standards. This requires 
the government debt manager to work with line ministries to identify eligible expenditures 
and develop a framework to ensure that the allocation process can be monitored and reported, 
in order to provide accountability to investors. Furthermore, an independent entity must be 
engaged to provide assurance that the bond issue and framework meet relevant standards. For 
a first-time issuer the process could be expected to take at least six months.

4.2 Fiscal Risks

Sovereign asset–liability management
Sovereign asset–liability management (SAL M) draws insights from the AL M practices of 
financial institutions, which analyze and manage mismatches between the cash flow of assets 
and liabilities. In this way, exposure to currency, interest-rate, and liquidity risks can be con-
trolled in line with their business obj ectives and risk tolerance. The concept has extended to 
the public sector with similar obj ectives, and a j oint analysis of risks in liability and financial 
asset portfolios can have advantages over separate management (Das et al. 2012; and Irwin 
and Parkyn 2009).17 It allows the identification of opportunities to create hedges across public 
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debt and asset portfolios, that is, adj usting portfolio composition to reduce risk at an aggregate 
level. Or, natural hedges may be identified, which could reduce the need for managers of 
individual portfolios to lay off risks in financial markets.

However, implementing SAL M in practice is challenging for two broad reasons. First, 
unlike a financial institution, many sovereign assets are nonfinancial in nature (such as land, 
buildings and infrastructure). For most sovereigns this means that there is a net financial liabil-
ity, that is, liabilities exceed the financial assets, so there are limits on the extent to which con-
ventional AL M can be applied. In response, some practitioners and academics have expanded 
the boundary of SAL M to include fiscal flows, recognizing that the government’s revenues 
are primarily taxes, which do not have a direct financial relationship with the government’s 
fixed assets.18

The obj ective of this expanded analysis is to identify a public debt (or net debt) portfolio that 
“ hedges”  the primary balance over time. Founded on the economic theory of tax smoothing, 
it argues that governments should aim to smooth tax rates over time to reduce deadweight 
losses.19 If public debt can be structured such that debt-servicing costs co-vary with the 
primary balance, it would reduce the need to adj ust tax rates. A useful instrument to achieve 
this outcome would be a GDP-linked security, where the government would pay a higher rate 
of interest when GDP growth is strong and tax revenues are buoyant (and vice versa). The 
case for GDP-linked bonds, and other state-contingent instruments, has been argued for some 
time.20 However, in practice their use has been confined largely to sovereign debt restruc-
turing. Some of the reasons for the lack of uptake are lags and revisions in GDP data; a high 
liquidity premium demanded by investors in the early stage of market development; adverse 
selection and moral hazard risks; pro-cyclical investor demand; migration of excessive risk to 
the private sector; and adverse political economy incentives (IMF 2017b).

Instead, governments have analyzed combinations of available instruments that would 
provide some countercyclicality to the primary balance; and the use of inflation-indexed 
instruments has increased in recent years, in part due to this property. Other state-contingent 
instruments, such as those with payouts related to commodity prices, have also seen interest, 
as discussed in the section, Transfer of risk to markets. In practice this analysis is complex 
and sensitive to the assumptions made, but it has helped shape portfolio choices in several 
economies.

A second challenge for SAL M is that public sector assets and liabilities are managed by 
various entities, such as the finance ministry, the central bank, state-owned enterprises, and 
financial institutions. These entities have a range of governance arrangements, and many enj oy 
statutory or policy independence—w ith good reason.

Typically, no entity is assigned the responsibility of overall financial risk analysis—e ach 
entity operates separately. Amante et al. (2019) find that in cases where SAL M has been 
successfully implemented, there has been negotiation and a “ meeting of minds”  between 
officials in finance ministries and central banks. They characterize SAL M principles as being 
implemented in four situations:

1. C oordinated management of foreign-currency reserv es w ith foreign-currency debt. This 
is based on the portion of the reserves that is regarded as stable through time (examples: 
Canada, Denmark, Hungary, New Z ealand, Turkey, Sweden, and the U nited K ingdom).
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2. M anaging asset lev els to cov er maturing liabilities during adv erse mark et conditions. 
This supports the management of liquidity risk (examples: Denmark, New Z ealand, South 
Africa, Turkey, and U ruguay).

3. Transactions betw een the central bank  and gov ernment that strengthen policy outcomes, 
reduce cost and reduce risk . This is usually addressing a sizable build-up of liabilities on 
a central bank balance sheet, such as sterilizing the buildup of foreign-currency reserves 
during periods of strong capital inflows (examples: Brazil, Mexico, U ruguay, and the 
Russian Federation).

4. Analyz ing the v ariables that driv e gov ernment rev enues as an input to dev eloping debt 
management strategies. Based on the economic theory of tax smoothing.

The debt management entity manages the largest financial position—c entral government 
debt—a nd with its skills in financial risk management, it is well placed to take a leadership 
or coordinating role in analyzing risk across the sovereign balance sheet. Nevertheless, this 
has implications for institutional capacity, including resources, skill sets, and coordination 
mechanisms. In U ruguay, this grew organically from a network of officials and then was for-
malized with a high-level coordinating committee, with broad terms of reference (Amante et 
al. 2019). Within the Asian region, the Ministry of Finance of Indonesia has analyzed financial 
risk across the public sector balance sheet for a number of years. A sub-directorate within the 
Directorate General of Budget Financing and Risk Management was established to focus on 
this task (see Box 14.2).

BOX 14.2 SOVEREIGN ASSET–L IABIL ITY MANAGEMENT IN 
INDONESIA

The Ministry of Finance of Indonesia began analyzing financial risk across the public sector 
balance sheet in the late 2000s, initially focusing on the balance sheets of the central gov-
ernment and the central bank. In 2015, it established a sub-directorate within the Directorate 
General of Budget Financing and Risk Management to focus on sovereign asset–liability 
management (SAL M).

In November 2019, it published on the ministry website an analysis of three risks (cur-
rency, liquidity and solvency) for the central government, the Bank Indonesia (the central 
bank), and seven maj or state-owned enterprises from 2011 to 2018. The analysis showed 
that while foreign-currency liabilities were over $150 million equivalent by the end of the 
period, the foreign-currency assets (mostly reserves) offset much of this exposure: the net 
liability ranged from around $7 billion to $35 billion over the period. Therefore, the expo-
sure of the public sector balance sheet to changes in the value of the Indonesian rupiah was 
much less than public sector debt figures would suggest.

The data on exposure to currency risk were complemented by a sensitivity analysis, 
based on a depreciation of the rupiah of 10 percent and 40 percent, which showed the po-
tential impact on net worth. Given the magnitude of net worth, the risk was viewed as man-
ageable. (Information on the exact composition of foreign-currency reserves was limited, 
but two scenarios were tested.)

The presentation also provided details of how the consolidated balance sheet was con-
structed, that is, the cross-holdings between entities that needed to be eliminated.
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The Ministry of Finance intends to expand the coverage of entities in the analysis and 
continues to refine the methodology.

Source: Directorate of State Financial Risk Management. 2019. Sovereign Asset L iability Management. https:/ /  
www .dj ppr .kemenkeu .go .id/  page/  load/  2677 (accessed 16 September 2020).

Contingent liabilities
Contingent liabilities may be explicit, that is, the government has entered into a contract to 
provide support in certain circumstances, such as guarantees, or they may be implicit in nature. 
Chapter 11 in this volume describes contingent liabilities in detail, as well as their use in Asia.

Given the potential impact of explicit contingent liabilities on public finances, governments 
require effective institutional capacity to use them as a policy instrument, including a frame-
work that controls their use, for example the circumstances in which they will be utilized and 
limits on the volumes of guarantees that may be granted. Effective processes need to be estab-
lished to ensure that individual contracts conform to the policy framework and are recorded 
and reported appropriately. With procedures in place and a control environment to manage 
processes and operational risk, the government debt manager is well placed to perform some 
of these functions.

The OECD’s survey of 33 economies revealed that the debt managers’ extent of involve-
ment in this area varies widely across economies, as well as by type of contingent liability.21 
In two-thirds of the economies, they had a role in the management of contingent liabilities, 
largely credit guarantees (contracts where the government assumes all or part of the credit risk 
of a loan extended to another party). The predominant function performed was monitoring 
and reporting guarantees; around half also calculated the expected cost, that is, an analysis of 
the probability of the guarantee being called and, if so, the probable size of the payment. The 
survey also showed that debt managers had comparatively little involvement in the manage-
ment of other contingent liabilities that were considered, such as public–private partnership 
guarantees, program loan guarantees (e.g., for students or housing), and government insurance 
schemes.

If the debt manager were assigned to manage contingent liabilities, capacity building would 
probably be required. While the management of currency, interest-rate and liquidity risks is 
a core responsibility of the debt manager, usually managing credit risk is not. Assessment of 
credit risk may be required as part of the decision-making process for granting a guarantee; 
governments that perform this analysis use a number of techniques, as described in Bachmair 
(2016). It may also be assessed on an ongoing basis as part of monitoring a portfolio of credit 
guarantees.

Transfer of risk to markets
It is possible to transfer some fiscal risks to the insurance or capital markets, for example, 
exposure to commodity price risk and natural hazards. A number of economies have managed 
risk in this way, as described in Chapter 15 in this volume. This requires government to use 
financial instruments or structures that may not be part of the existing debt management 
toolkit, such as swaps, options, reinsurance contracts and catastrophe bonds.

This chapter identifies a number of challenges to the use of these tools, including gaps in the 
legal framework and clear institutional responsibility for identifying and measuring the risks, 
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as well as deploying solutions to mitigate them. The public debt management entity would be 
a logical candidate to perform this role, particularly as tools are typically based in the global 
capital markets. Nevertheless, significant capacity building would be required to analyze new 
types of risk and to put in place the enabling environment to transact, including laws, deriva-
tives agreements, risk management framework, and skill sets.

5. CONCL U SION

Poorly managed public debt portfolios can contribute to debt sustainability problems by allow-
ing the build-up of financial risk, such as currency and interest-rate risks, which can threaten 
the health of public finances as a crisis looms.

Effective debt management capacity is therefore one pillar supporting sustainable public 
debt levels. However, it is not a guarantee of sustainability—i t is possible for a government to 
have a well-managed and low-risk debt portfolio but face sustainability concerns because of 
too much debt. Fiscal institutions need to be effective, too.

Many of the 46 developing Asian economies have invested significantly in debt manage-
ment capacity in recent decades, placing them in a good position to weather the COVID-19 
crisis. At one end of the spectrum are those that rely mostly on domestic debt markets to 
finance government, which increases resilience in turbulent times such as these. At the other 
end are those that rely on financing from official sources, which highlights the need for an 
effective international response.

Given these divergent positions, and the diversity of circumstances in between, there are 
no universal prescriptions on actions needed to strengthen capacity. Each economy requires 
its own roadmap, and this chapter provides color on the types of challenges they face. 
Nevertheless, the lessons learned from earlier crises suggest that actions in two areas in par-
ticular can help economies deal with this event and shocks that may come in the future. One is 
to improve transparency about public debt and its management, which can be carried out in the 
short run. The other is developing the domestic debt market, which has a longer time frame.

There are new opportunities for governments in the borrowing arena and to manage fiscal 
risks more effectively. This chapter identifies innovations and possibilities in four areas: (1) 
ESG investing; (2) sovereign asset–liability management; (3) management of explicit contin-
gent liabilities; and (4) transferring risks arising from commodity prices and disasters triggered 
by natural hazards to markets. While these offer opportunities to reduce costs, increase returns, 
and reduce risk, investment in institutional capacity is usually required. In some of these areas 
the case can be made that building that capacity in the public debt management function is an 
efficient solution, as it has a strong base in risk analysis, transaction execution, and manage-
ment of operational risk.

NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. International Monetary Fund (IMF) and the World Bank (2014). The original and revised guidelines 
were based on wide consultation with public debt managers in economies of all income levels.

3. World Bank (2015). This is a revision of the original, which was finalized in 2009.
4. “ Small states”  were defined in the study as having a population of less than 2 million. The sample 

included Samoa, Solomon Islands, Maldives, and Bhutan.
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5. In this chapter, data for Afghanistan were valid as of 14 December 2020 and may have changed 
thereafter because of maj or recent events affecting the country.

6. At least one activity; in some economies there were more (World Bank 2020; ADB 2018).
7. The economies in the initiative are the members of the ASEAN, the PRC, Japan, and the ROK —

collectively known as ASEAN +  3.
8. Detailed guides on the structure of each market and descriptions of the development process can be 

found on the ABMI website: https:/ /  asianbondsonline .adb .org/  abmg .php.
9. India plans to set up a public debt management agency and has been strengthening the capacity of 

the Ministry of Finance as an interim step.
10. There is no available information on Turkmenistan.
11. In this chapter, data for Myanmar were valid as of 14 December 2020 and may have changed there-

after because of maj or recent events affecting the country.
12. The same thinking applies to transparency in fiscal and monetary policies. See IMF (1999; 2007).
13. The PRC, Indonesia, the ROK , Malaysia, Pakistan, the Philippines, Thailand, and Viet Nam.
14. For example, see Eichengreen and Hausmann (1999) who used the term “ original sin”  to describe 

the situation where debt managers had to choose between two types of risky borrowing: at long-term 
maturities, but in foreign currencies; or in domestic currency but at very short-term maturities.

15. Anderson et al. (2010). The authors analyzed the largest 24 emerging market economies, and the 
average level of external debt fell from 75 percent to 22 percent of total public debt between 2000 
and 2009.

16. See IMF and the World Bank (2001) and IMF and the World Bank (2020).
17. The term “ sovereign”  refers to the public sector including the central government, state-owned 

enterprises, the central bank, pension funds, and other entities over which the government has 
financial control.

18. See for example Wheeler (2004) and IMF (2018). The combined accounting and fiscal balance 
sheet has been named “ comprehensive”  or “ inter-temporal” .

19. See Bohn (1990) and Barro (1995).
20. For example, Borensztein and Mauro (2004) and Benford et al. (2018).
21. U lgenturk (2017). The survey was undertaken in 2013.
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15. Fiscal insurance: a new tool of fiscal stability
Luis de la Plaza1

1. INTRODUCTION AND CONTEXT

Exogenous shocks, ranging from disasters triggered by natural hazards, pandemics, or sudden 
commodity price adjustments, can have an extremely negative impact on the fiscal balances 
of both developed and developing economies. When such shocks occur, governments imple-
ment the necessary fiscal adjustments, which could be severe and long-lasting, while they 
mobilize national and international resources to deal with the short-, medium-, and long-term 
consequences.

Historic trends show that emerging and developing economies (EMDEs) have been the least 
equipped to prepare for and deal with the aftermath of exogenous shocks. In addition to the 
obvious lack of resources, these economies typically do not have the necessary expertise and 
the legal and regulatory frameworks with which to anticipate and deal effectively with con-
sequences of the crisis. Thus, following the initial impact of the shock, EMDEs are forced to 
divert already scarce resources from their developmental and social agendas, which are often 
either temporarily postponed or permanently canceled. The inefficient allocation of resources 
negatively impacts debt levels and sustainability, credit ratings and economic growth.

Disasters that are triggered by natural hazards can have an extremely adverse economic 
impact on all countries but can be especially calamitous for EMDEs, since they usually have 
lower construction standards, poorer land use planning, and insufficient levels of insurance 
penetration. Therefore, the negative impact of disasters on the gross domestic product (GDP) 
of developing nations has in the past shown to be much higher than that of the advanced econo-
mies. With the increasing trend in urbanization and the exacerbating effects of climate change, 
including the frequency and severity of extreme meteorological events, the fiscal burden on 
these economies is expected to continue to rise noticeably.

The Southeast Asia and Pacific regions—especially the Philippines, Indonesia, and the 
Pacific islands—are particularly prone to disasters because they are either located within active 
seismic regions or because recurrent and strong meteorological events occur periodically in 
the area. Although almost all Asian economies are now considered to be middle-income, they 
are the most heavily affected by natural hazards, which turn into widespread catastrophes. 
They are also among the most exposed to the consequences of climate change. For example, 
eight out of 10 people affected globally by disasters triggered by natural hazards during 
2001–2020 lived in emerging and developing Asia.2 Furthermore, Asia’s insurance-to-loss 
ratio of approximately 4 percent in 2020 compared unfavorably to that of the United States 
(US) (68 percent) or Europe (29 percent) (Dure 2021).
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Commodity price volatility also presents a distinct high risk to EMDEs as their econo-
mies are often pegged to the export or import of a specific good or small group of products. 
Commodity prices are highly volatile and unpredictable, and their variability has created havoc 
in the fiscal balances of EMDEs in the past. For example, Indonesia and India are net exporters 
and importers of oil, respectively, and subj ect to pronounced price swings, while Viet Nam’s 
economy is highly geared to and dependent on the production of coffee and is vulnerable to 
prolonged periods of insufficient or excessive rainfall and other weather-related events.

Exposure and vulnerability to exogenous shocks invariably strain public finances and can 
lead to potentially sizable debt spikes generated by emergency operations. This, in turn, can 
have damaging and long-lasting effects on a country’s debt rating, overall creditworthiness, 
and ultimately, perception of financial sustainability. Indeed, the negative impact of disasters 
has led to limited accessibility to international financial resources by affected countries and 
significant downgrading of their credit rating, which in the case of EMDEs, create difficulties 
in financing post-disaster recovery costs compared with developed countries (An and Park 
2019). More recently, several EMDEs (such as South Africa) have suffered either specific 
credit rating downgrades or negative forward outlooks in the aftermath of the COVID-19 
global crisis, increasing the debt servicing burden for those countries for years to come.

EMDEs are therefore encouraged—a nd some have already made significant advances in 
this area—t o take a renewed look at their risk management practices and address their vul-
nerability to exogenous shocks with a more targeted approach. This necessarily entails that 
EMDEs (1) better understand, internalize and quantify the risks they face; and (2) formalize in 
a more systematic manner a process of “ risk-layering”  to determine which risks (according to 
their frequency and severity) are worth retaining, which are to be self-insured and/ or financed, 
and which risks ought to be transferred to the market.

To that end, there are persistent calls for EMDEs to engage more actively in programs of 
targeted “ fiscal insurance” , which aim to transfer to the market a specific layer of risk, thus 
partially insulating a country’s fiscal accounts from the harmful impact of exogenous shocks 
and achieving a greater degree of sustainability in their development programs. These fiscal 
insurance programs need to be construed not as a complete solution in and of themselves, but 
rather as focused, partial solutions ingrained within a more comprehensive and systemic risk 
management strategy.

Consequently, policy actions need to be twofold. First, countries need to shift from an 
arcane ex-post approach (i.e., crisis response after the occurrence of a specific event) to a more 
explicit ex-ante framework (i.e., risk reduction, preparedness, insurance, etc., before the event 
occurs). Second, policy makers need to take advantage of a readily available full menu of 
well-tested products and services in international financial markets in order to address the risks 
more efficiently.

Clearly, EMDEs have a compelling need to engage more actively on the issue of fiscal 
insurance. Still, and as we will see, a series of obstacles and constraints on both the demand 
and supply sides are now contributing to these economies’ insufficient uptake of readily avail-
able financial products and services that are routinely utilized by advanced countries. In this 
light, there is rekindled pressure for multilateral development banks (MDBs) to step in and 
correct this “ market failure”  to remedy the mismatch between supply and demand. While some 
MDBs have already taken on this challenge, their efforts have proven so far timid and insuf-
ficient. This has prompted questions as to whether a specialized, independent, sole-purpose 
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agency is required to bridge this gap and enable EMDEs a wider and deeper use of fiscal risk 
management tools.

2. DEVEL OPED ECONOMIES AND FISCAL  INSU RANCE: 
A WEL L -ESTABL ISHED FRAMEWORK

Sufficient evidence exists among advanced, industrialized economies of state-run programs 
for fiscal insurance to provide a “ safety net”  to the population at large or to specific subsets 
of that population. These programs are anchored on the concept of risk-layering, a conceptual 
framework that, within the context of a government’s chosen risk preferences and tolerance, 
determines the risks to be retained, self-insured, financed, or transferred to the market.

On issues of disaster financing, for example, several successful sovereign programs have 
been in place for decades (some of them dating back to the 1950s), including the Federal 
Flood Recovery Fund of Australia, the National Disaster Compensation Fund of France, the 
Earthquake Reinsurance Program of Japan,  the Earthquake Commission of New Z ealand, and 
the Flood Insurance Program of the U S.

On issues of commodity price volatility and for agriculture production in particular, 
advanced economies also provide state-run programs that can be considered fiscal insurance 
mechanisms. Two prominent programs include the often-maligned Common Agriculture 
Policy of the European U nion (EU ), which is essentially a system of subsidies paid to EU  
farmers for the main purpose of guaranteeing both minimum levels of production and ensuring 
a fair standard of living for those dependent on agriculture. Similarly, in the U S, an elaborate 
government-run scheme of subsidies, insurance price, disaster aid, and export promotion aim 
to achieve a similar obj ective of ensuring price and production stability for U S farmers.

Although these advanced economies’ schemes are often not considered instances of strict 
fiscal insurance, they all nonetheless highlight the fundamental political, albeit implicit, 
premise of the government as “ insurer-of-last-resort” , and rest strongly on the almost univer-
sal belief that the consequences of exogenous shocks, no matter their frequency and severity 
and their costs, are ultimately the government’s responsibility. Therefore, rather than react 
ex post after a shock has occurred, advanced economies have deliberately chosen to design 
policy frameworks (public and/ or private) to address their country’s specific vulnerability 
either in the form of self-insured sovereign funds, government-sponsored insurance pools, or 
compulsory private sector insurance or reinsurance schemes. These policy frameworks and 
insurance schemes serve as a “ first line”  of defense by advanced economies, to some extent, 
by exonerating them from having to react after an event has occurred.

3. EMERGING AND DEVEL OPING ECONOMIES AND FISCAL  
INSU RANCE: A GROWING TREND?

For EMDEs, however, such fiscal insurance programs are exceedingly rare, due to a combina-
tion of scarce resources, deficient expertise and, arguably, lack of political will. Few EMDEs, 
as we shall see, have already started in recent years to address their vulnerabilities to exoge-
nous shocks. A noteworthy example in the developing world is the case of Mexico, which has 
implemented for many years fiscal insurance programs in both disaster financing as well as 
commodity (i.e., oil) price volatility.
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3.1 Mexico

Disaster risk management
Mexico is exposed to a wide variety of geological and hydro-meteorological phenomena. 
Ranked as one of the most seismically active countries in the world, it experiences annually 
an average of more than 90 earthquakes with a magnitude of 4.0 or above on the Richter scale. 
In addition, approximately two-fifths of Mexico’s territory and over a quarter of its population 
are exposed to storms, hurricanes and floods (World Bank 2012). Within this context, Mexico 
stands at the forefront of initiatives to develop comprehensive disaster risk management 
structures and programs, including disaster risk financing and insurance strategies to manage 
the fiscal risk posed by disasters. Mexico was an early adopter of disaster risk management 
financing schemes through the establishment in the late 1990s of the Natural Disaster Fund 
(Fondo Nacional de Desastres Naturales, or FONDEN), which was created as a mechanism to 
support the rapid rehabilitation of federal and state infrastructure affected by adverse natural 
events. FONDEN was first created as a budget line in the Federal Expenditure Budget of 1996 
before it became operational in 1999. Funds from FONDEN could be used for the rehabilita-
tion and reconstruction of (1) public infrastructure at the three levels of government (federal, 
state and municipal); (2) low-income housing; and (3) certain components of the natural 
environment (e.g., forestry, protected natural areas, rivers and lagoons). In the early 2000s, 
however, in recognition of the need to promote stronger ex-ante disaster risk management, the 
Government of Mexico began to allocate funding expressly devoted to prev entiv e activities. 
Although resources for prevention remain significantly smaller than those for reconstruction, 
the Mexican government has continued its effort to shift focus and funding from ex-post 
response to ex-ante disaster risk management. To that end, in 2005, the Government of 
Mexico empowered FONDEN to develop a catastrophe risk financing strategy to leverage 
its resources, relying on a layered combination of risk retention and risk transfer instruments 
which culminated in 2006 with FONDEN issuing the world’s first government catastrophe 
bond (CAT bond).3 The bond has since been periodically renewed. FONDEN has provided 
to date one of the most sophisticated disaster-financing vehicles in the world, continuously 
evolving to meet Mexico’s financial requirements for addressing the effects of disasters trig-
gered by natural hazards and it has become an efficient mechanism to partially insulate the 
government’s budgets in the event of such disasters.4

Commodity hedging
On the commodity front, as the 12th largest oil producer in the world, Mexico has also been 
a leader, with the Mexican government systematically hedging oil price risk for at least during 
the last 20 years through a commodity hedging program. K nown to be the largest in the world, 
this program was formally and officially set up in 2001, although there is anecdotal evidence 
of Mexico having used market instruments as early as the 1990s to reduce their exposure to 
oil price volatility.

Mexico’s oil sector is controlled by the fully state-owned company, Petroleos Mexicanos 
(PEMEX), with oil-related risks directly affecting Mexico’s public finances. This has 
prompted the Mexican Treasury to actively conduct oil hedging operations. On average, 
during 2000–2016, oil-related revenues represented approximately 32 percent of total fiscal 
revenues, of which 47 percent corresponded to oil exports and the remainder to net domestic 
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sales of petroleum products. Over the same period, oil exports averaged 11 percent of total 
exports. While the importance of oil for the economy and Mexico’s public finances has dete-
riorated since the mid-2000s, oil revenues still represented approximately 16 percent of total 
fiscal revenues and nearly 5 percent of total exports in 2016 (Ma and Valencia 2018).

The Mexican Treasury conducts these operations with the main obj ective of reducing the 
risk of fiscal revenue shortfalls during any given fiscal year. It includes in its annual budget 
an assumption on the export price of its oil for the subsequent fiscal year, computed as the 
weighted average between historical prices and futures. To reduce the risk of a decline in 
oil-related revenues, the Mexican Treasury purchases Asian put options with strike prices 
equal or close to the oil price assumed in the budget.5 The use of Asian (e.g., average price) 
options allows the Treasury to lock in a minimum price for the whole fiscal year. The program 
is executed through several contracts with private foreign banks as counterparts. While Mexico 
produced an average of 1 billion barrels of oil annually in 2000–2016, of which it exported 
roughly half, it also imported about 178 million barrels of petroleum products annually, over 
the same period. The domestic sale of imported petroleum products at regulated prices, which 
did not move one-for-one with international prices, compensated losses (or gains) in crude oil 
export revenues that resulted from fluctuations in international oil prices. After taking these 
offsetting factors into account, the Mexican Treasury hedged, on average, 29 percent of total 
production over the past 10 years. Since 2001, the cost of the options has averaged 0.1 percent 
of GDP per year and they have been exercised only on four occasions—i n 2009, 2015, 2016 
and 2020—w ith payoffs reaching, on average, 0.43 percent of GDP.

In addition to the notable case of Mexico, and only starting in recent years, a small subset 
of EMDEs have already started to address—of ten on a multi-country, regional basis—t heir 
vulnerability to external shocks via sovereign and/ or subsovereign fiscal insurance programs. 
Below is a brief description of their experiences.

3.2 Philippines

The Philippines is among the world’s most vulnerable countries to disasters triggered by 
natural hazards, and expected to incur on average $3.5 billion in asset losses annually due to 
typhoons, earthquakes and other natural hazards. In 2013, for instance, the impact of typhoon 
Haiyan (also known as typhoon Yolanda) resulted in the loss of 6,300 lives and an estimated 
$12.9 billion in damages, equivalent to approximately 4.7 percent of the country’s GDP that 
year (World Bank 2020).

The Government of the Philippines embarked on a comprehensive countrywide catastrophe 
risk model and in 2016 adopted a specific Disaster Risk Finance Strategy. This was followed 
in August 2017 with the implementation by the government (with support from the World 
Bank and the Department for International Development of the U nited K ingdom) of a new 
catastrophe risk insurance program to help it better respond to losses from climate and disaster 
risks.

In 2016 this program culminated with the government obtaining the Philippine peso equiv-
alent of $206 million in insurance coverage against losses from maj or typhoons and earth-
quakes to national government assets and to 25 participating provinces against losses from 
maj or typhoons. Insurance payouts are made when predefined parametric triggers are met.6 



The sustainability of Asia’s debt394

Consequently, and for instance, in December 2017, typhoon Vinta triggered a partial payout 
of ₱83.5 million ($1.6 million) payable to the province of Davao del Sur.

This payout was four times the premium paid under the insurance contract and highlights 
the value of market-based catastrophe insurance solutions. This insurance program signifi-
cantly supported the country in responding to impacts of severe disasters, acting as the last line 
of defense and complementing other funding sources such as the national and local disaster 
risk reduction management funds and contingent credit that protect against less severe events. 
Total annual coverage in the first year of this provincial program (2017–2018) was, as men-
tioned, $206 million, with coverage nearly doubling to $389 million in the program’s renewal 
for the period 2018–2019.

In 2019, the World Bank provided the Government of the Philippines with a nationwide 
insurance coverage for a maximum of $225 million ($75 million for earthquakes and $150 
million for tropical cyclones) for a 3-year period through the issuance of a $225 million CAT 
bond. The types of events that will trigger a payout are predefined based on the requirements 
of the government. If and when a qualifying event occurs, the Philippines will issue a notice 
to an independent calculation agent to determine the insurance payouts. The World Bank 
then transfers the payouts to the government as soon as a calculation report is available, 
within approximately one month for earthquakes and five months for tropical cyclone events, 
without the need to assess real losses incurred by the country. The Philippines pays an insur-
ance premium for the coverage, which the World Bank transfers to the CAT bond investors. 
The premium is fixed during the life of the bond, removing the uncertainty of the cost. The 
CAT bonds are issued under the World Bank’s Capital-at-Risk Program, which collects the 
proceeds from the investors and includes a swap agreement that allows the transfer of the 
insurance premium from the Philippines to the investor and, in the case of an eligible event, 
transfers the payout proceeds to the government in a timely manner. The CAT bond attracted 
24 global investors, ranging from asset management companies, dedicated CAT bond funds, 
pension funds, and insurance and reinsurance companies. It is the first CAT bond sponsored 
by an Asian sovereign and listed on an Asian (Singapore) exchange. This transaction exem-
plifies a multilateral development bank’s ability to help member countries access insurance 
mechanisms through the international capital markets. This CAT bond is the latest step in the 
Philippine government’s exemplary programmatic, multi-year approach to address and mini-
mize the negative fiscal impact of disasters in the country.

The Government of the Philippines has emerged as a leader among Asian countries in the 
area of financial preparedness for disasters. To help meet its post-disaster response efforts, 
the government makes annual allocations to the National Disaster Risk Reduction and 
Management Fund, standing at ₱20 billion in 2019 and ₱16 billion in 2020. In addition, the 
L ocal Government Code of 1991 mandates local government units to set aside a minimum of 
5 percent of their estimated revenue from regular sources as an annual lump sum appropriation 
for use in relief, rehabilitation, reconstruction and other works or services in connection with 
calamities (ADB 2020b).

3.3 The Pacific and Caribbean Islands: Regional Risk Pooling

Disaster insurance schemes have always benefited from risk diversification across national 
boundaries. This fact is based on the simple principle that, although the probability of any 
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specific event (e.g., a typhoon) is broadly considered as certain, its specific location and 
timing are, by definition, unk now n. Thus, addressing disasters triggered by natural hazards on 
a regional rather than on a limited national basis has proven to be a positive value proposition 
by diversifying risks and reducing premia. To that end, it is worth reviewing the examples 
of the ad hoc consortia of countries in the Caribbean and the Pacific islands to address their 
vulnerability to disasters triggered by natural hazards.

Pacific Islands: the Pacific Catastrophe Risk Insurance Company
A notable example of pooled disaster risk management financing at the sovereign level is the 
group of five Pacific island countries (the Marshall Islands, Tonga, Solomon Islands, Samoa, 
and Vanuatu), which j oined forces in 2013 to address their vulnerability to natural hazards. 
These countries are among the top 30 countries that are most vulnerable to disasters and where, 
every year on average, such events cause damages worth an estimated $300 million. Vanuatu 
and Tonga, for example, experience annual losses estimated at 6.6 percent and 4.4 percent of 
their national GDP, respectively. Over any 50-year period, it is also estimated that the region 
has a 50 percent chance of suffering losses in excess of $1.3 billion, or 8 percent of the regional 
GDP (World Bank Treasury 2015a).

In the aftermath of a disaster, governments need immediate cash to start recovery efforts 
while maintaining essential public services. Traditionally, Pacific island countries have relied 
on donor assistance to meet such needs. But the disbursement of donor assistance is more suit-
able for medium-term reconstruction rather than for immediate liquidity following a specific 
event. Furthermore, it has been difficult for countries to access catastrophe insurance individ-
ually because coverage levels are small. As a result, the governments of these small island 
states often face serious liquidity shortages after a disaster, which has reduced their capacity 
to respond quickly to emergencies.

Working together since 2007, the Secretariat of the Pacific Community, the Asian 
Development Bank, the Government of Japan, the Global Facility for Disaster Reduction and 
Recovery, and the World Bank have helped the Pacific island countries to increase financial 
resilience to natural hazards and climate-related disasters through the Pacific Catastrophe 
Risk Assessment and Financing Initiative and also the Pacific Disaster Risk Financing and 
Insurance Program. A key component of the program was a catastrophe risk insurance pilot 
operation that was designed to cover a portion of each participating country’s fiscal exposure 
by providing immediate liquidity in the event of a maj or natural catastrophe.

This pilot operation, in which the World Bank acted as an intermediary between the Pacific 
island countries and four reinsurance companies, placed the country-specific catastrophe risk 
policies on the international reinsurance market as a single, well-diversified portfolio and 
provided aggregate cover of a maximum of $45 million to the participating countries, with 
the Government of Japan financing the premia payments. Payouts of this pilot program will 
be triggered by the impact of an earthquake, tropical cyclone, or tsunami (estimated by an 
independent modeling agency) after the occurrence of any such event. The affected country or 
countries will receive funds within two to three weeks.

This operation consolidated the individual country risks and presented to the market 
a well-diversified pool of risks, helping participating countries to achieve better terms with 
regard to the cost of the premium and the speed with which the affected countries will receive 
payment in the event of a disasters triggered by natural hazards. This pilot operation has also 
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helped build capacity within the participating countries, enabling them eventually to enter into 
financial contracts for catastrophe risk transfer on their own in the future.

Caribbean Islands: the Caribbean Catastrophe Risk Insurance Facility
The Caribbean Catastrophe Risk Insurance Facility (CCRIF) was established in 2007 with 
the support of the Government of Japan, the World Bank, and other donors. CCRIF provides 
insurance coverage against earthquakes, hurricanes and excessive rainfall to several Caribbean 
and Central American countries by pooling the risks of these countries and transferring 
a portion of the pooled risks to the reinsurance market. CCRIF’s portfolio has grown since 
2007 to about $135 million, with multiple payments made to date to affected countries. CCRIF 
was designed as a parametric facility, which, as seen before, provides a fast and transparent 
payment when triggered. As a reference, the payout from CCRIF was the first to reach Haiti in 
the aftermath of the 2010 earthquake (World Bank Treasury 2015b).

So far, CCRIF has accessed the reinsurance market, leveraging on its portfolio diversifica-
tion to provide attractive coverage to its members, with the World Bank Treasury intermediat-
ing catastrophe swaps between CCRIF and the reinsurance market for the top-risky layer of the 
portfolio. Additionally, and building on its long-standing operations and reputation, CCRIF 
decided to approach the CAT bond or insurance-linked securities (IL S) market to diversify its 
sources of risk capital. This market has grown considerably in recent years, attracting large 
amounts of capital from new investors looking for attractive returns and uncorrelated risks. 
The influx of new capital has pushed down pricing and created attractive opportunities for 
public sector issuers to obtain catastrophe risk coverage.

Consequently, on 30 June 2014, the World Bank issued a 3-year CAT bond with a principal 
amount of $30 million linked to hurricane and earthquake risk in CCRIF member countries. 
Simultaneously, the World Bank entered into a swap with CCRIF that mirrors the terms of the 
bond. The proceeds of the bond were kept on the World Bank’s balance sheet. Had a disaster 
of the magnitude specified in the terms of the bond contract occurred within its tenor, the 
World Bank would have passed the proceeds to CCRIF through the swap. If no such event 
occurred, investors would have received the principal when the bond matured. What made 
this CAT bond particularly innovative was the elimination of the use of a special purpose 
insurer. Traditionally, special purpose insurers are used to issue CAT bonds. In this case, the 
World Bank issued the CAT bond directly, using its new Capital-at-Risk Notes Program under 
the Global Debt Issuance Facility. U nder this approach, the World Bank faced the capital 
markets, while CCRIF continued to face the World Bank in a swap format. This significantly 
streamlined the time and cost of the issuance process and provided investors with access to 
new geographic areas and perils.

Pacific Alliance multi-country catastrophe bond
Another example of risk pooling across national boundaries is the Pacific Alliance, a regional 
initiative that promotes the economic integration of Chile, Colombia, Mexico, and Peru to 
foster the mutual growth and development of members. Coincidentally, the four countries of 
the alliance are situated along the western part of the seismically active Pacific Rim and are 
prone to earthquakes, along with other disasters triggered by natural hazards. By incorporating 
disaster risk management as an essential part of development planning, the Pacific Alliance 
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countries aim to build the foundation that will support long-term recovery and sustainable 
development.

In 2016, the Pacific Alliance countries started to explore the use of CAT bonds to (1) 
expand financing options for earthquake risk beyond the scope of budget funds and without 
increasing sovereign debt; (2) gain access to quick-disbursing and cost-effective financing 
from the international capital markets; and (3) build governments’ technical capacity to make 
use of market-based risk transfer instruments. This process culminated in February 2018 with 
the World Bank issuing CAT bonds that provided Chile, Colombia, Mexico, and Peru a total 
of $ 1.36 billion in earthquake cover (World Bank Treasury 2019a). The World Bank worked 
with each government to accommodate its legal and regulatory frameworks and customize 
documentation of agreements. Five different bond classes were issued, resulting in more com-
petitive pricing and greater investor appetite.

The 2018 Pacific Alliance CAT bond was the first simultaneous issuance by four sover-
eign entities, as well as the largest earthquake CAT bond ever issued, offering a combined 
$1. 36 billion in earthquake cover. The CAT bond attracted more than 45 global investors, 
ranging from dedicated IL S funds to pension funds to reinsurance companies; and it resulted 
in approximately $2.5 billion in investor orders. The high demand resulted in lower premium 
rates that ranged between 2.5 percent and 8.25 percent of the individual country amounts under 
coverage (see Table 15.1).

Table 15.1  Transaction summary

Nominal aggregate amount $1.36 bi llion

Bond classes Chile: $500 m illion
Colombia: $400 m illion
Mexico (a): $160 m illion
Mexico (b): $100 m illion
Peru: $200 m illion

Tenor 3 years for Chile, Colombia, and Peru; 2 years for Mexico

Risk premium Chile: 2.5%
Colombia: 3.0%
Mexico (a): 2.5%
Mexico (b): 8.25%
Peru: 6%

Source: World Bank (2019a).

3.4 Uruguay

Another noteworthy example of fiscal insurance, this time on issues relating to energy depend-
ency and commodity price volatility, is the case of U ruguay, which has since 2013 started to 
systematically address its vulnerability to both climate change and oil reliance.

Climate change hedging: $450 million weather derivative transaction
U ruguay’s economy is highly dependent on rainfall, not only for agricultural production 
but also, and arguably more importantly, for energy production. With almost 80 percent of 



The sustainability of Asia’s debt398

U ruguay’s energy needs being fulfilled by hydropower, the country is highly dependent on 
rainfall and exposed to the effects of climate change on prevailing weather patterns. When 
rainfall (and/ or accumulated water reserves) is low, U ruguay is forced to purchase alternative 
fuels (mostly oil and natural gas) to use as inputs for electricity production. When the price 
of oil is high, generation costs become prohibitively expensive, creating problems for the 
national budget as these cost spikes are difficult to fully transfer to consumers. In 2012, for 
instance, water shortages meant that U ruguay needed to purchase other sources of energy, 
precisely at a time when crude oil prices were comparatively high.7 Hence, that year’s cost 
of supplying demand for electricity far exceeded the country’s original proj ections, with the 
government needing to finance that gap.

To insure against this fiscal and economic vulnerability, in December 2013 U ruguay 
executed a $450 million weather and oil price insurance transaction (World Bank Treasury 
2015c), which was also intermediated by the World Bank. The transaction insured U ruguay 
for a period of 18 months against the simultaneous eventuality of a pronounced drought 
and high oil prices. To measure the extent of a drought and potential insurance payouts to 
U ruguay, the transaction measured and collected daily rainfall data at 39 weather stations 
spread throughout the two affected river basins. If precipitation were to fall below the level 
set up as the trigger of the contract, U ruguay would receive a payout of up to $450 million 
based on the severity of the drought and oil price levels, with such payout being larger if oil 
prices were high, to offset the high cost of fuel purchases. This transaction, still considered 
today the largest sovereign weather-derivative transaction ever executed in the market, was 
part of a broader legislative framework approved by the Government of U ruguay to reduce 
their fiscal vulnerabilities, including stabilization funds and contingent financing with private 
banks, and the government’s commitment to a comprehensive national plan aimed at reducing 
vulnerability in the energy sector.

Sovereign oil hedging program
U ruguay has embarked on an ambitious, decade-long renewable energy program aimed to 
eventually derive 95 percent of the country’s energy needs from clean, renewable resources. 
However, while oil makes up a declining share of U ruguay’s energy mix, the country still 
retains a residual reliance on crude oil, importing an average 12–14 million barrels annually. 
As a result, an unexpected increase in oil prices could force the government to divert budgetary 
resources from priority areas. It can also negatively impact individual consumers and increase 
production costs for businesses that rely on oil and its derivative products.

Countries like U ruguay are increasingly facing uncertainty from volatile global economic 
conditions and are seeking support to reduce fiscal exposure to commodity price shocks. To 
that end, and in line with the government’s risk management strategy, U ruguay’s finance 
ministry wanted to insulate the budget from abrupt and significant increases in oil prices. 
Consequently, U ruguay’s Debt Management Office of the Ministry of Finance designed an 
oil hedging program as part of the government’s comprehensive risk management framework 
to protect the economy against global volatility and to buttress the country’s macro-financial 
resiliency framework.

This process culminated in June 2016 with the World Bank intermediating, on behalf of the 
U ruguayan government, the execution of a series of derivative transactions (12-month Asian 
call options) with market counterparties for an aggregate notional amount of $330 million 
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and on an underlying 6 million barrels, or approximately half of U ruguay’s total annual oil 
imports. This hedging program aims to moderate the negative impact of significant oil price 
increases on U ruguay’s fiscal budget and the overall economy. This program continues to be 
implemented and has since been routinely renewed by U ruguay (World Bank Treasury 2016).

3.5 Tunisia

Also relating to fiscal insurance against oil price volatility, we have the case of Tunisia, 
another net oil importer. L ike U ruguay, Tunisia is vulnerable to increases in the prices of oil 
products that can impact the government’s fiscal and current accounts and diminish its ability 
to deliver on its social programs and domestic investments.

The Tunisian government has faced significant challenges in the energy sector over the 
last decade, with demand for energy products growing steadily by 5 percent to 11 percent 
per year, while crude oil and natural gas production decreased by 15 percent and 5 percent, 
respectively over the same period. As a result, energy import dependency reached 49 percent 
of consumption in 2017, while energy subsidies accounted for 2 percent and 2.8 percent of 
GDP in 2017 and 2018, putting further pressure on the current account and fiscal deficits 
(World Bank Treasury 2019b). To address this vulnerability, in mid-2018 the country created, 
with the assistance of the International Monetary Fund and the World Bank, an interministerial 
task force on energy subsidy reforms and developed a technical assistance roadmap to shift 
toward market-based hedging of energy prices. The roadmap developed concrete obj ectives 
and principles, including the sustainable and progressive reduction in the cost of the country’s 
subsidy program. To support this obj ective, the government launched an oil insurance program 
to protect the budget against the risk of large oil price increases and their direct impact on the 
fiscal accounts.

In December 2018, the World Bank intermediated, on behalf of the Government of Tunisia, 
the purchase of oil call options from market counterparties for an aggregate notional amount 
of $520 million on an underlying 8 million barrels and a tenor of 12 months. This operation 
brought several benefits to Tunisia, such as (1) protection of the budget and the fiscal accounts 
from oil price shocks for the duration of the coverage; (2) reduced pressure on the capital 
accounts due to lower foreign reserves volatility; and (3) fostering of a risk management 
culture and development of the necessary skill set. This transaction was an essential compo-
nent of the government’s efforts to address the budgetary impact of growing energy demand 
and to shift the energy mix toward renewable resources.

3.6 Morocco

Finally, and also on the subj ect of vulnerability to commodity prices, is the case of Morocco, 
whose fiscal standing is exposed to oil price volatility arising from its butane gas subsidy 
program. In 2009, the Government of Morocco began eliminating, one by one, the subsidies 
on oil products, including diesel, gasoline, heating oil, and so on. Butane gas, however, is 
used by lower-income and remotely located households for cooking and heating purposes, 
with few environmental, safe and cost-effective alternatives. For this reason, the government 
decided to continue subsidizing small bottles of butane gas as a social protection program 
for the lower-income segment of its population. This social program, however, exposes the 
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government to swings in the price of butane—w hen market prices rise, the government’s cost 
of maintaining the program also rises, potentially reducing the government’s budget for other 
social and developmental proj ects. In 2018, the butane subsidy program cost 1.5 percent of 
GDP but had flared up to 6.6 percent in 2012.

To partially reduce this exposure, in June 2019 Morocco’s Ministry of Finance executed the 
purchase of a series of call options covering an aggregate total volume of 840,000 metric tons 
of butane, or approximately 80 percent of Morocco’s exposure until December 2019.

The government’s hedging program caused an immediate improvement in its sovereign 
credit rating and helped the government solidify its BBB-rating. After the execution of this 
first round of hedges, S& P improved Morocco’s international credit rating outlook from 
negative to stable, which it partially attributed to the kingdom’s effective control of one of its 
largest ongoing sources of fiscal instability.

4. EMERGING AND DEVEL OPING ECONOMIES AND FISCAL  
RISK  INSU RANCE: A ROAD STREWN WITH OBSTACL ES

As we have seen, unpredictable exogenous shocks constitute a substantial fiscal risk in the 
form of contingent liabilities in either disaster-prone countries or commodity-dependent econ-
omies. If such shocks are not anticipated and financially planned for, there can be considerable 
delays in post-shock response, significantly exacerbating the adverse human and economic 
consequences of such an event. Governments may also be compelled to draw heavily on 
budgets intended for development purposes, hindering long-term growth and development.

Against this backdrop, governments are becoming increasingly aware that they can no 
longer ignore the fiscal risks posed by such shocks. Many governments face trends of rising 
disaster losses as capital stocks increase and, while exposure of populations and assets rises, 
insufficient attention is still paid to resilience against shocks. Increases in the incidence and 
magnitude of climatological hazards are anticipated because of climate change, fueling the 
trend of rising agricultural damages and losses. Much greater emphasis on proactive fiscal risk 
management is essential in stemming this tide.

These facts are particularly true in the Asian context, where the incidence of fiscal insurance 
measures (with, as we have seen, the notable exceptions of the Philippines and the Pacific 
islands) has so far been exceedingly hesitant. However, several countries in the region (e.g., 
Fij i, Nepal, Pakistan, and Sri L anka) have recently undergone diagnostic assessments relating 
to the enabling environment for disaster risk financing, with a particularly strong focus on 
potential insurance mechanisms (ADB 2020a). The region as a whole is highly exposed to 
natural hazards (both geological and climatological) and is also greatly exposed to commodity 
price swings with several large importer/ exporters of oil and other mining products (such as 
Indonesia, Malaysia, K azakhstan, and Mongolia, among others).
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4.1 Demand Constraints

Despite the high demand for, and the many potential benefits of, fiscal risk insurance, the 
abovementioned examples are still few. What prevents a more rapid development of this 
market?  Experiences so far suggest five main obstacles.

1. I nadequat e institutional framew ork  and capacity
Debt management issues are traditionally handled within each country’s ministry of 

economy and/ or finance by the Office of Public Credit, often under the supervision of or in 
coordination with the country’s central bank. However, the Office of Public Credit has tra-
ditionally handled matters such as debt issuance levels, debt servicing, treasury operations 
and settlement, and so on. It is rare, certainly in the context of EMDEs, that such offices’ 
perimeter of supervision and action include the country’s level of disaster risk or commod-
ity prices. Specifically, on commodity hedging, it is also typical within the country context 
to handle commodity export/ import issues by ministries other than the Ministry of Finance 
(e.g., ministries of energy, agriculture, mining, etc.), which significantly complicates coor-
dination and implementation. Therefore, there often exists an institutional vacuum as to 
which entity is supposed to act; and accordingly, in-country expertise and know-how have 
not been allowed to develop and prosper. There is clearly a knowledge and capacity gap on 
issues of fiscal risk management.

2. I ncomplete debt management strategy
Similarly, developing economies have, in general and over the last decade, made a sub-

stantial effort to develop and modernize their respective debt management practices. A cor-
nerstone of this process has been the development and implementation of comprehensive, 
multi-year, consensual debt management strategies. This strategy characteristically serves 
three purposes simultaneously. First, it identifies and quantifies the specific risks affecting 
the government’s finances and their level of vulnerability within the context of trade-offs 
between cost and risk and the government’s risk tolerance preferences. Second, it deline-
ates and codifies the actions to be taken to limit such vulnerability. And third, it provides 
a transparent framework for action for those entities or individuals entrusted to address 
those risks. However, and as reiterated before, such debt management strategies seldom 
clearly and explicitly include the management of contingent liabilities such as disasters 
and/ or commodity price volatility. Hence, these “ imperfect”  debt management strategies 
have often led to both inaction and lack of expertise.

3. U nsatisfactory legal and regulatory framew ork s
Developing economies often lack robust legal, regulatory and supervisory frameworks 

necessary to engage in fiscal insurance. First, specific government agencies (or offices of 
public credit) have not been given explicit authority on fiscal insurance issues, creating 
a regulatory void and bureaucratic apathy. And second, EMDEs have not yet modernized 
their legal and regulatory frameworks to bring them in line with the advanced world in 
terms of the types of instruments available at their disposal (e.g., ability to transact on 
derivative contracts and other financial instruments, parametric insurance schemes, etc.), 
which has clearly limited the execution of these fiscal risk measures. 

A good example of this limiting factor is the small number of EMDEs that have signed 
International Swaps and Derivatives Association (ISDA) agreements with international 
financial institutions.8 The International Swaps and Derivatives Association (ISDA) 
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Master Agreement is the most-used legal framework for over-the-counter transactions 
of international derivatives. It is part of a framework of documents, designed to enable 
derivatives to be documented fully and flexibly. The framework consists of a master 
agreement, a schedule, confirmations, definition booklets, and credit support documen-
tation. The master agreement sets out the standard terms that apply to all the transactions 
entered into between two parties, without a need to change the terms. Although it is often 
viewed as a tool for banks and financial institutions exclusively, ISDA is broadly used 
by a wide variety of other counterparties, including governments, international agencies, 
and multilateral development banks. Although the ISDA agreement is quite lengthy, 
and the negotiation process can be burdensome; once a master agreement is signed, the 
documentation of future transactions between parties is reduced to a brief confirmation of 
the material and timely terms of the transaction. The master agreement also helps reduce 
disputes by providing extensive resources defining its terms and explaining the intent of 
the contract, thereby preventing disputes from the beginning as well as providing a neutral 
resource to interpret standard contractual terms. Finally, the ISDA agreement greatly aids 
in managing risk and credit for the parties. Yet, despite the obvious benefits of having in 
place such legal and trading frameworks, very few EMDEs have availed themselves of 
ISDA agreements.

4. I mperfect procurement framew ork s
Another serious limitation among EMDEs regarding engaging in fiscal insurance 

schemes has been their inability to effectively and efficiently access the international 
markets where such hedging products are routinely traded and executed. In addition to the 
deficient institutional framework mentioned earlier, accessing international markets and 
multiple investors simultaneously in search of the optimal product and price for any fiscal 
risk management transaction necessitates an effective procurement process that is often 
lacking and that has made such access almost impossible. Frequently, EMDEs are con-
strained by cumbersome and lengthy procurement processes that, while well-intentioned, 
were not designed for fast-changing and dynamic financial products where timely and 
efficient execution is essential.

5. L ack  of political w ill
Finally, given the inadequate legal, regulatory and institutional frameworks for fiscal 

risk insurance, there are no clearly delineated “ rules of engagement”  and coordination 
among the different entities involved. Since, by definition, the outcome of any insurance 
scheme is uncertain as it is based on the probability of the event being insured actually 
occurring, a traditional path has often been that of inaction, perhaps in order to avoid the 
accusation of diverting public resources from urgent needs if the event does not material-
ize. This frame of mind is particularly pronounced regarding disasters triggered by natural 
hazards, which cannot be avoided or prevented. Additionally, there seems to be a deeply 
ingrained reluctance among governments to engage directly with nonpublic, for-profit 
financial institutions on a purely reputational basis, and if only to avoid suspicions of 
favoritism toward some of these private operators.
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4.2 Supply Constraints

Private international financial institutions and investors have introduced over the last few 
decades a multiplicity of products and services relating to risk management. These range 
from widely used financial derivative contracts to highly specialized hedging instruments for 
disasters triggered by natural hazards. Yet, the actual penetration of such products and services 
in the EMDE sphere has been extremely limited. In addition to the abovementioned limiting 
factors on the demand side, there also exists a certain reluctance—t his time on the supply 
side—f rom private international financial institutions to engage more fully with EMDEs.

First, private international financial institutions and investors are aware of and concerned 
about the limited capacity of EMDEs to enter into the highly specialized field of modern risk 
management transactions and have, so far, been unwilling to make the investment in knowl-
edge transfer and capacity building necessary to enable these countries to enter these markets 
confidently.

Second, credit considerations have also weighed heavily against private international 
financial institutions engaging more fully with EMDEs. Since some fiscal risk management 
schemes might potentially generate adverse credit outcomes against such economies, their 
comparatively low creditworthiness has often made these insurance products prohibitively 
expensive.

And, finally, some private international financial institutions (particularly large interna-
tional banks) might also have a significant local presence and potentially large operations in 
some of these j urisdictions, and have often shied away from more actively engaging in fiscal 
risk management operations whose outcome might j eopardize these unrelated, parallel activi-
ties, even if only on a purely reputational basis.

5. FISCAL  RISK  MANAGEMENT INSU RANCE: MARK ET 
FAIL U RE AND POL ICY SOL U TIONS

Demand for fiscal risk management insurance is high among EMDEs to hedge against geolog-
ical, climate, commodity, or financial risks. Conversely, private international financial institu-
tions and investors have developed over the last few decades a full menu of financial products 
and services exclusively designed to address those risks but have deployed them almost exclu-
sively in the advance world. In other words, a significant market gap exists between pent-up 
demand for fiscal risk insurance by EMDEs and readily available products that are not being 
efficiently and effectively deployed among these countries. Enter MDBs!

MDBs are uniquely positioned to correct this market failure, to fill this market gap. First, 
MDBs’ convening power and their ability to bring all parties to the table can and have played 
a crucial role in connecting supply and demand for fiscal risk management products in 
a manner that is perceived by all to be safe and fair.

Second, the MDBs’ not-for-profit status can ensure that they are seen by all participants as 
an “ honest broker” , whose sole motivation is to help their constituent countries achieve their 
developmental goals. This perception is critical in overcoming the reservations by EMDEs 
and their distrust toward the always-for-profit private international financial institutions and 
investors.
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Third, MDBs have developed over many decades of involvement—on their own behalf—i n 
international financial markets a significant amount of expertise on risk management issues 
and a deep and well-developed network of connections among international banks, insurance 
and reinsurance operators, international and domestic investors, and so on. This know-how 
and this “ Rolodex”  are enormously valuable assets that MDBs can and should share with 
EMDEs.

Fourth, while international financial markets have been so far reluctant to devote the 
necessary resources to build capacity among EMDEs on issues of fiscal risk management, 
the MDBs’ very mandate is to ensure knowledge sharing (both “ north–south”  as well as 
“ south–south” ) and capacity building, as a mechanism toward uniform and best-practice risk 
management among their constituents.

6. CONCL U SIONS: IS THERE A NEED FOR A MU L TIL ATERAL  
INSU RANCE AGENCY?

As we have illustrated, there is a clear need for a broader and deeper penetration of fiscal 
risk management products among EMDEs, all within the context of existing and well-tested 
products in the advanced world capable of satisfying that need. MDBs are distinctly designed 
and particularly adept at becoming a “ market maker” , a necessary nexus between EMDEs and 
private international financial markets on issues of fiscal risk management. 

Some MDBs (noticeably, the Asian Development Bank and the World Bank) have already 
identified the importance of risk management as a strategic priority and pillar within their 
mandates, based on a self-evident premise: long-term economic development and prosperity is 
simply unattainable without sustainability.

History reminds us all with stubborn frequency that decades of economic development and 
poverty alleviation can be wiped out—l iterally and figuratively—by a tropical cyclone, an 
earthquake, or a commodity price shock. History also confirms that countries, advanced and 
emerging and developing alike, need to continue to shift their risk management approaches to 
emphasize being prepared rather than simply reacting to a specific event once it has occurred, 
and its consequences are painfully apparent.

Another fundamental tenet of the MDB community rests on the shared belief that financial 
strength and expertise need to be shared and deployed among their constituent countries. In the 
same manner that MDBs have been able to pass on for decades to their borrowing countries the 
preferential funding levels that they have enj oyed because of their superior creditworthiness, 
it logically follows that knowledge, expertise, and execution capabilities on risk management 
issues should be another benefit that also needs to be passed on from MDBs to EMDEs.

It was recognized long ago within the MDB ecosystem that specialized products and 
services are worthy of independent, stand-alone vehicles exclusively dedicated to deliver-
ing these niche products in the most efficient and cost-effective manner. Accordingly, the 
multilateral community has evolved and organized itself along, for instance, public versus 
private windows, short-term budget support versus long-term development finance, or straight 
lending versus credit-enhancing guarantee products.

With this obj ective in mind, and given its crucial importance, does the issue of fiscal risk 
insurance deserve a dedicated institutional platform shared equally with some other entities 
within the multilateral financial architecture?  Put differently, if the MDBs identified long 
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ago the need to, for instance, protect investors on cross-border financing schemes (e.g., the 
Multilateral Investment Guarantee Agency), or set up an independent platform for conflict 
resolution (e.g., the International Center for the Settlement of Investment Disputes), the debate 
is now open as to whether the time has finally come for a dedicated, specialized institutional 
body to help protect EMDE governments against exogenous shocks. The incidence and devas-
tating impact of the COVID-19 pandemic has also heightened and recast this debate.

This need is particularly acute on issues of disaster risk prevention and financing, a highly 
sophisticated, multisector, developmentally impactful field with such a rich and complex set 
of obj ectives and constraints as to merit a unique, independent implementation and delivery 
platform.

6.1 The Multilateral Insurance Agency

We strongly believe that the issue of fiscal risk insurance in general and of disaster risk man-
agement in particular is indeed worthy of such a specialized platform, to effectively assist 
EMDEs in addressing their peculiar vulnerability to exogenous shocks.

Such a multilateral insurance agency could achieve several obj ectives, such as the following:

•  Become the “ go-to”  entity for fiscal insurance issues and products, efficiently connecting 
EMDE governments with private international financial institutions and investors.

•  Offer risk management “ market-maker”  services between public and private institutions—
with negligible capital requirements—by simply intermediating products with EMDEs that 
are matched by mirror transactions with the private sector.

•  Provide a “ one-stop”  entity for the preparation, execution and settlement of risk insur-
ance products, anchored on the not-for-profit principle, and funded in either a subsidized 
manner or on a strictly cost-recovery basis.

•  Articulate a transparent and standardized legal framework for the execution and documen-
tation of risk management products to all its signatory members (i.e., a multilateral ISDA).

•  Establish a forum for capacity building and knowledge transfer and know-how to inter-
ested governments, nurtured upon international experiences from both the advanced 
economies and EMDEs and distilling and disseminating experiences and best practices 
for the benefit of governments, investors, insurance and reinsurance operators, financial 
supervisors, regulators, and so on.

To date, the MDBs’ involvement on issues of fiscal risk management specifically designed 
for EMDEs has been, at best, timid. While the eminent need to assist these countries in their 
efforts to address fiscal vulnerabilities relating to disaster and commodity risks is universally 
believed, the implementation of such support has been unenthusiastic. Some MDBs have 
indeed formally endorsed the strategic significance of fiscal risk management as a sustainable 
development imperative. Yet, they have all, in our opinion, fallen short of the mark by simply 
creating ad hoc platforms and “ one-off”  pilot programs aspiring to create a critical mass 
of demonstrative examples that will eventually j ustify a more concerted response. So, we 
conclude by reiterating a simple question: is there a need for a fully dedicated, independent 
multilateral insurance agency?
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NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. Centre for Research on the Epidemiology of Disasters, U niversité  Catholique de L ouvain. EM-DAT: 
The International Disaster Database. www .emdat .be.

3. A catastrophe (CAT) bond is a high-yield debt instrument that allows the issuer to receive funding 
from the bond only if specific conditions, such as an earthquake or tornado, occur. If an event 
protected by the bond activates a payout to the insurance company, the obligation to pay interest 
and repay the principal is either deferred or completely forgiven. CAT bonds have short maturity 
dates of between three to five years. The primary investors in these securities are hedge funds, 
pension funds and other institutional investors. CAT bonds are used by governments, property and 
casualty insurers as well as reinsurance companies to transfer risk to investors. These bonds offer 
insurance and reinsurance companies an alternative mechanism of offsetting the risk associated with 
underwriting policies. Institutional investors can receive a higher interest rate from CAT bonds than 
from most other fixed-income securities. CAT bonds are a type of insurance-linked security (IL S)—
an umbrella term for financial securities that are linked to pre-specified events or insurance-related 
risks.

4. In late 2019, FONDEN was set to be dismantled after Mexico’s lawmakers in the senate voted to 
reform that area of public funding. However, the coverage provided remains in place to date.

5. An Asian option is a type of derivative instrument where the payoff depends on the average 
price (strik e) of the underlying asset over a certain period of time as opposed to standard 
options (American and European) where the payoff depends on the price of the underlying asset at 
a specific point in time (maturity). These options allow the buyer to purchase (or sell) the underlying 
asset at the average price instead of the spot price, reducing uncertainty over its payout in cases of 
particularly volatile markets and/ or products.

6. Parametric insurance is a type of insurance that makes a specified payment upon the occurrence of 
a triggering event, satisfying pre-agreed characteristics, such as the magnitude of an earthquake or 
the intensity of a typhoon. Since the payment of claims depends on parametric triggers, and not on 
actual losses which would take time to assess in the field, claims can be paid much more efficiently 
and promptly. Payments can materialize within weeks compared with several months for traditional 
insurance. Parametric catastrophe risk insurance can therefore be used to provide prompt financing 
support to governments facing risks from disasters triggered by natural hazards and reduce the 
moral hazard inherent in all insurance mechanisms.

7. Average annual crude oil closing prices during 2012 were $94.05.
8. ISDA is a trade organization of participants in the market for over-the-counter derivatives. It 

is headquartered in New York City, and has created a standardized contract (the ISDA Master 
Agreement) to enter into derivatives transactions which is considered to be the industry standard.
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http://pubdocs.worldbank.org/en/587001566570810307/Case-Study-Tunisia-8–23–2019.pdf
http://pubdocs.worldbank.org/en/587001566570810307/Case-Study-Tunisia-8–23–2019.pdf
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16. Thematic bonds to diversify fiscal sources
Farah Imrana Hussain1

Emerging market sovereigns have access to a variety of debt financing, such as bilateral and 
multilateral loans, domestic financing, and international commercial financing, depending on 
a country’s level of financial development. The financial terms vary in concessionality, cur-
rency and tenures and result in exposure to various types of risks, such as refinancing, interest 
rate, currency, and operational risks.2 Managing such risks is critical for maintaining macro-
economic stability and falls within the purview of public debt management offices (DMOs) 
in the ministries of finance, which are responsible for raising the required amount of funding 
for the government “at the lowest possible cost over the medium to long run, consistent with 
a prudent degree of risk” (IMF 2014). Ideally, the DMO executes a funding strategy based on 
an approved debt management strategy that considers all reasonable financing alternatives.

Just as sovereign debt managers optimize the cash flow characteristics of debt instruments 
to trade off borrowing costs against refinancing risk, so do they target different investor seg-
ments to match issuances to potential demand and reduce refinancing risk and cost of funding.3 
Evolutions in investor preferences, priorities, and strategies—including the consideration of 
environmental, social, and governance (ESG) risks in the investment process—and the rise 
of investment approaches that contribute to a sustainable and resilient economy, have led 
to opportunities for different financial instruments.4 Since the World Bank issued a bond 
labeled “green” in 2008 with a specific process to allocate proceeds to projects that support 
the transition to low-carbon and climate-resilient development in client countries, sovereign 
debt managers have become acutely aware of the potential to attract investors who would 
not otherwise have engaged with them, by issuing similar bonds known as “thematic bonds” 
(World Bank 2018a).

1. WHAT ARE THEMATIC BONDS?

Thematic bonds are fixed income securities that aim to meet environmental and social 
objectives and commit funds to programs, projects or assets that are deemed environmentally 
and/or socially beneficial, and are labeled as such. Although some jurisdictions such as the 
Association of Southeast Asian Nations (ASEAN) have outlined specific guidelines for 
thematic bonds, these bonds are in general subject to the same capital market and financial 
regulations as other listed fixed income securities. Most of them are backed by the issuer’s full 
credit and therefore have the same risk and return profile as conventional bonds by the same 
issuer. Because they have the same characteristics as conventional bonds and are subject to the 
same laws and regulations, they do not constitute a new asset class. Many of these securities 
would not even qualify as a new sub-asset class since they are “use-of-proceeds” securities 
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rather than “ proj ect finance”  securities, and repayment comes from the issuer’s entire balance 
sheet. Just like traditional bonds issued by the entity, thematic bonds are backed by the full 
faith and credit of the issuer; therefore, the credit risk to the investor is the same for thematic 
and traditional (non-thematic) bonds.

Thematic bonds differ from others in the way the specific use of funds is described in the 
prospectus or other offering document as well as the information about the issuer’s environ-
mental and social obj ectives, which appeals to investors with similar interests and investment 
mandates. Before issuance, issuers are generally expected to obtain an independent review of 
the types of proj ects the bond proceeds will support and the governance processes they will 
adopt, to ensure there is no slippage, intentional or unintentional. While any such slippage 
would not lead to a default (which is usually limited to nonpayment) under the bond terms 
described in the prospectus, if an issuer were to renege on its commitment to use the proceeds 
of the bond as described, the reputational damage would be considerable and generally acts 
as a deterrent. There is no known case of a sovereign willfully misrepresenting the use of 
a thematic bond’s proceeds.

The most recognized type of thematic bond is the green bond, which stipulates that all the 
funds raised are to be used to finance proj ects that are designed to achieve positive environ-
mental impact. Blue bonds are a subset of green bonds and focus on marine- and ocean-based 
proj ects that have positive environmental, economic and climate benefits. Green bonds have 
also inspired the development of other sustainable and responsible debt products such as 
the social bond, which supports new and existing proj ects with positive “ social”  outcomes. 
Sustainability bond proceeds support a combination of both green and social proj ects (ICMA 
2020c; G20 Green Finance Study Group 2016).

L ike any other bond, thematic bonds are priced according to market conditions at the time 
of issuance. Given that they are use-of-proceeds bonds based on the issuer’s credit rating, 
these bonds are generally priced in line with existing yield curves. The 15-year sustainability 
bond issued by Thailand in August 2020, for instance, was priced in the same way as its 
conventional 15-year benchmark bond. Nevertheless, differential pricing for thematic bonds 
relative to other bonds is expected to emerge in the future depending on demand and supply 
trends in specific markets. Some sovereign thematic bonds have already seen tighter pricing 
compared with initial pricing guidance due to larger order books. Egypt sold its $750 million 
5-year green bond (the first in the Middle East and North African region) 50 basis points below 
their original target after receiving $3.7 billion of investor orders and 12.5 basis points below 
the 5-year yield curve (Bloomberg 2020). The Mexico DMO also confirmed that its innova-
tive Sustainable Development Goal (SDG) bond priced 45 basis points lower than initially 
expected (The Telegram 2020).

From a debt sustainability point of view, there is no difference between thematic bonds and 
conventional bonds. Thematic bonds may finance green or social proj ects, but they are backed 
by the full faith and credit of the government, not the proj ects financed. The issuance of the-
matic bonds adds to a country’s debt burden. As with conventional bonds, any new borrowing 
in the form of thematic bonds should be consistent with fiscal spending and deficit plans to 
keep public debt on a sustainable path. A country’s public debt is considered sustainable if the 
government can meet all its current and future payment obligations, which is no different for 
thematic bonds. This is an important concern for emerging markets, given the risks to debt 
sustainability in many countries.
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Some national treasuries such as that of the U nited K ingdom (U K ) argue that issuing the-
matic bonds potentially fragments the market’s thematic and conventional debt issuance and 
reduces liquidity and efficiency (Financial Times 2020). Such concerns could be addressed by 
carefully designing a borrowing plan that does not overlap conventional and thematic bonds 
and focuses on building benchmark size issuances to support liquidity.

Even without a distinct pricing advantage, the issuance of thematic bonds can be beneficial 
to sovereign issuers because it signifies the issuer’s strong commitment to environmental and 
social priorities and overall sustainability. This may explain the recent reversal of policy in the 
U K  confirmed by Chancellor Rishi Sunak’s announcement that the U K  government would in 
fact be issuing sovereign green bonds (U K  Debt Management Office 2020).

The importance of engaging with investors on sustainability issues cannot be minimized in 
an environment where ESG criteria are used to filter out sovereigns that may pose a financial 
risk due to unsustainable practices, price in the risks, or to seek out investment opportunities 
in line with specific mandates (Hussain et al. 2020b). The Indonesian green sukuk issued in 
2018 and 2019 expanded and diversified their investor base by attracting investors with green 
mandates (29 percent of the order book). Egypt’s green bond was five times oversubscribed, 
attracting new investors in Europe, the U nited States, East Asia and the Middle East.

2. HISTORY OF MARK ET DEVEL OPMENT

In 2006, the International Finance Facility for Immunisation Company (IFFIm) issued a $1 
billion bond to accelerate funding for Gavi, the Vaccine Alliance to immunize more than 500 
million children before 2015. The World Bank as treasury manager for IFFIm introduced the 
bond to the market. Proceeds were used to scale up GAVI Alliance, boost vaccine use, and 
improve health systems. Since then, these bonds have come to be known as vaccine bonds 
(IFFIm 2006). In 2007, the European Investment Bank issued a climate-awareness bond to 
finance renewable energy and energy-efficiency proj ects. A structured product, the 5-year 
bond offered a return linked to an equity index, the FTSE4 Good Environmental L eaders 
Europe 40 Index (European Investment Bank 2007). In 2008, the World Bank issued the first 
labeled green bond, establishing the eligibility criteria and governance structure in a “ Green 
Bond Framework” , a second opinion from the Center for International Climate Research in 
Oslo (CICERO), and commitment to report annually the allocation of proceeds and expected 
impact. Other multilateral development banks such as the International Finance Corporation 
and public entities (agencies and municipalities) came to the market in 2010. In the early years, 
supranationals championed the development of the market by issuing green bonds to finance 
environmental proj ects. Over time, however, private entities (both financial and nonfinancial 
corporates) dominated the market (Box 16.1 and Figure 16.1) By 2019, new issuance of green 
bonds reached a record $280 billion; by October 2020, more than $1 trillion of green bonds 
had been issued since 2007, accounting for 1 percent of the total bond market, according to 
research company BloombergNEF (2020).
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BOX 16.1 MU L TIL ATERAL  DEVEL OPMENT BANK S L ED THE 
DEVEL OPMENT OF THE THEMATIC BOND MARK ET

Asian Development Bank

The Asian Development Bank (ADB), a leading AAA-rated borrower in international and 
domestic capital markets, launched its Green Bond program in 2015 and raised approxi-
mately $7.6 billion, as of December 2019. Its Green Bond Framework defines eligible proj -
ects as those that help to mitigate the impact of climate change such as (1) renewable energy 
(i.e., solar, wind, geothermal, small hydropower <  20 megawatts); (2) energy efficiency; (3) 
sustainable transport (excluding roads), as well as adaptation proj ects under the following 
sectors: (a) energy, (b) water and other urban infrastructure and services, and (c) transport.

Source: ADB. 2020. ADB Green Bonds Newsletter. Issue No. 5. Manila. Accessed at: https:/ /  www .adb .org/  sites/  
default/  files/  publication/  297141/  adb -green -bonds -newsletter -2020 .pdf.

African Development Bank

The African Development Bank (AfDB) launched its Green and Social Bond Programs 
in 2013 and 2017, respectively. As of December 2019, AfDB raised approximately $2.5 
billion in green bonds through nine transactions. Green bond proceeds are allocated to 
support the financing of renewable energy (solar, wind, hydro, geothermal); energy effi-
ciency (energy distribution systems and vehicle energy efficiency); clean transportation 
(low-carbon transport infrastructure); biosphere conservation (forestry conservation); and 
sustainable water and wastewater management (water and wastewater management, agri-
culture), among others. Eligible adaptation proj ects include water use management; water 
supply and access; urban water drainage systems; and agriculture. As of December 2019, 
AfDB had issued three social bonds, raising approximately $2 billion. Social bond proceeds 
support affordable housing, health care, electricity connectivity, education and vocational 
training, employment, financial inclusion, gender equality, and food security, among others.

Source: AfDB. 2020. Green and Social Bond Newsletter. Issue No. 6. Abidj an. Accessed at: https:/ /  www .afdb .org/  
en/  documents/  green -and -social -bond -newsletter -issue -ndeg6 -march -2020.

World Bank

The World Bank issues on average $55–$65 billion in sustainable development bonds per 
year. It issued the first labeled “ green bond”  in 2008, and followed that with more than 
150 transactions in over 20 currencies for a total of approximately $15 billion. The World 
Bank’s processes served as the blueprint for the Green Bond Principles (GBP) that are co-
ordinated by the International Capital Markets Association (World Bank 2008). Its sustain-
able development bonds raise awareness for and support proj ects related to gender, water 
and oceans, food loss and waste, and other themes linked to the Sustainable Development 
Goals (SDGs), as well as pandemics and other development initiatives.

Sources: The World Bank. IBRD Funding Program. Accessed at: https:/ /  treasury .worldbank .org/  en/  about/  
unit/  treasury/  ibrd/  ibrd -green -bonds; and International Finance Corporation. 2019. Green Bond Impact Report: 
Financial Year 2019. Washington, DC. Accessed at: https:/ /  issuu .com/  ifcinvestors/  docs/  ifc -greenbondimpact -2019 
-final _upda ted ? fr = sYTQ 3Yj I1OTU 5Mw.

https://www.adb.org/sites/default/files/publication/297141/adb-green-bonds-newsletter-2020.pdf
https://www.adb.org/sites/default/files/publication/297141/adb-green-bonds-newsletter-2020.pdf
https://www.afdb.org/en/documents/green-and-social-bond-newsletter-issue-ndeg6-march-2020
https://www.afdb.org/en/documents/green-and-social-bond-newsletter-issue-ndeg6-march-2020
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Other multilateral development banks and agencies that have issued green and other  
thematic bonds include the European Bank for Reconstruction and Development, the 
International Finance Corporation, the Inter-American Development Bank, the Islamic 
Development Bank, and the Nordic Investment Bank.

 

As the range of issuers widened, so did the variety of sustainability-themed bonds (Figure 
16.2). The issuance of sustainability bonds grew from $2.6 billion in 2014 to $4 4.2 billion in 
2019. Social bonds increased from $0.6 billion to $16.5 billion during the same period. While 
still small compared with green bonds, investor support for financial products with positive 
impact during the COVID-19 pandemic in 2020 demonstrated that green bonds have revolu-
tionized the way investors assess their investments and ignited their interest in a wider range 
of sustainability-related issues (BloombergNEF 2020; Hussain 2020).

Sovereign issuers began tapping the market in 2016. By December 2020, many of them 
had issued green bonds, including Poland (2016), France (2017), Fij i (2017), Nigeria (2017), 
Belgium (2018), L ithuania (2018), Ireland (2018 and 2019), Indonesia (2018, 2019, and 
2020), the Netherlands (2019), Chile (2019), Hungary (2020), Sweden (2020), Thailand 
(2020), Germany (2020), and Egypt (2020). Hong K ong, China also issued a green bond in 
2019. Seychelles issued the first blue bond in the world in 2018 with support from the World 
Bank. In 2020, Ecuador and Guatemala issued social bonds while Thailand issued a sustain-
ability bond, and Mexico an SDG bond. Sovereign issuances are expected to increase in the 
near term as Colombia, Denmark, K enya and the U K  make their debut. Box 16.2 presents 
examples of sovereign thematic bonds.

Source: Bloomberg.

Figure 16.1  Thematic bond issuances by issuer type, 2007–Se ptember 2020
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BOX 16.2 SOVEREIGN ISSU ER HIGHL IGHTS

Indonesia Green Sukuk

The Government of Indonesia issued the first sovereign green sukuk in the world in March 
2018 with a $1. 25 billion offering, followed by a $750 million green sukuk in February 
2019, and a savings retail sukuk (the first green retail sukuk in the world) in November 
2019.5 The three instruments appealed to traditional emerging market investors, dedicated 
green funds, and the Islamic finance market. The 2018 offering saw prices tighten by 30 
basis points from the initial pricing guidance (Dunkley 2018). The second offering also 
came in 25 to 30 basis points lower than initial guidance and was oversubscribed 3.8 times.

Indonesia’s Green Bond and Green Sukuk Framework is aligned with the GBP and was 
awarded a Medium Green Shade by Second Party Opinion provider, CICERO. The pro-
ceeds are financing proj ects in line with national strategies on mitigation, adaptation and 
biodiversity. The government introduced a climate budget tagging mechanism to identify 
government expenditures that deliver the specified climate change benefits in accordance 
with the government’s climate obj ectives.

Source: Government of Indonesia, Ministry of Finance.

Thailand Sustainability Bond

The Government of Thailand issued its first thematic bond, a sustainability bond, in July 
2020. It was the first sovereign sustainability bond issued in the ASEAN region. Bond 
proceeds were directed toward expenditures related to green and social proj ects, specif-
ically the refinancing of capital expenditures for the Mass Rail Transit Orange L ine and 
COVID-19-related spending for public health, support for small and medium-sized enter-
prises, and cash handouts for people affected by the outbreak. The framework was aligned 
with the International Capital Market Association’s Green and Social Bond Principles 
(SBP) and Sustainability Bond Guidelines as well as the ASEAN’s Green, Social, and 

Source: Bloomberg.

Figure 16.2  Thematic bond issuances, 2007–Se ptember 2020 
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Sustainability Bond Standards. Sustainalytics provided a second opinion on the framework. 
The groundbreaking transaction (B30,000 million 15-year tenure) was highly successful. 
A diverse group of investors, including banks, asset management companies, financial 
institutions, insurance companies and offshore investors, submitted orders for more than 
three times the announced offering. A larger proportion of nonresident investors compared 
with conventional bonds participated in the transaction.

Source: Government of Thailand, Ministry of Finance.

3. WHO BU YS THEMATIC BONDS AND WHY?

In Europe, the first green bond investors were institutional investors such as pension funds 
and insurance companies, and in the U nited States investors with strong environmental focus. 
As issuances increased, the types of investors grew increasingly diverse, including asset 
managers, central banks, companies, foundations, and religious organizations looking for 
investments that can generate measurable social or environmental impact alongside financial 
return. The Global Impact Investing Network estimates the current size of the impact investing 
market to be $715 bi llion.6

An even larger number of players in the investment community are assessing the impact of 
ESG factors on the financial performance of their investments. More than 3,000 signatories 
representing more than $100 trillion who have signed up to the U nited Nations Principles for 
Responsible Investment fall into this category. 7 Signatories are required to incorporate ESG 
issues into investment analysis and decision-making processes. Investors using ESG analysis 
in their investment decisions may use thematic bonds such as green bonds as part of their risk 
management strategy to offset the carbon intensity of their portfolios, for instance.

A survey conducted by the World Bank in 2020 found that public debt managers receive 
the most questions from investors on thematic bond issuance plans (Figure 16.3) (Hussain et 
al. 2020b).

Very few domestic market investors in emerging markets have developed impact investing or 
ESG frameworks. Given that the financial characteristics of thematic bonds are no different 

Note: ESG = environmental, social and governance.
Source: The World Bank.

Figure 16.3  Top E SG topics inv estors ask ed debt managers (% of all que stions)
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from conventional bonds, thematic bonds in emerging markets are usually bought by the tradi-
tional investor base, mainly local banks and institutional investors, although foreign investors 
also participate in some well-developed emerging bond markets.

The experience of Fij i, Nigeria, and Thailand shows that local investors are very interested 
in supporting national development priorities and drive up subscription to thematic bonds 
significantly (Government of Fij i 2017).

BOX 16.3 INVESTOR HIGHL IGHTS

PGGM

PGGM manages the pensions of various pension funds, mainly for the Dutch health-care 
sector, affiliated employers, and their employees. On 30 June 2020, PGGM managed pen-
sion assets worth €2 46 billion for 4.4 million participants. The not-for-profit cooperative 
pension fund service provider is a strong supporter of the thematic bond market, with ex-
posure to €3 billion in such bonds across sovereign, supranational and corporate bond port-
folios for both developed and emerging markets. Its current focus on increasing portfolio 
exposure and impact on climate, water, food and health is based on the recognition that the 
financing gap for areas such as renewable energy, water and sanitation, public transporta-
tion, and sustainable agriculture is large and even larger in emerging economies. PGGM 
supports the International Capital Markets Association’s green, social and sustainability 
bond frameworks. Clear thematic bond frameworks, use of proceeds, reporting, and second 
party opinions raise the credibility of thematic bonds and attract more foreign long-term 
investors. PGGM expects exposure to such thematic bonds to grow further as the market 
develops and as PGGM aligns its investments along the SDGs.

Source: PGGM.

Nuveen

Nuveen is one of the world’s largest asset managers, with over $1 trillion in assets under 
management. As a firm, Nuveen is dedicated to responsible investing and as part of its 
commitment manages over $6 billion in impact investments, of which over $5 billion is in 
dedicated public fixed income impact strategies. These fixed income impact investments 
pursue positive social and environmental impact alongside competitive financial returns, 
with increasing opportunity in emerging markets. As of 31 July 2020, Nuveen invested over 
$1 00 million in emerging market sovereign bonds and $470 million in emerging market 
corporates and agencies.

Nuveen’s fixed income impact investing framework is grounded on the principles of 
direct and measurable impact. Therefore, bond proceeds must fund specific proj ects or ini-
tiatives that deliver a clearly defined environmental or social benefit, and the issuer must be 
able and willing to disclose key performance indicators (K PIs) through impact reporting for 
the proj ect or initiative on an annual basis. Nuveen’s public fixed income impact obj ectives 
focus on four themes: affordable housing; community and economic development; renew-
able energy and climate change; and natural resources. In 2018, Nuveen participated in the 
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blue bond issued by the Republic of Seychelles, providing guidance to the World Bank and 
the issuer on the structuring of risk mitigation factors and specific K PIs for impact reporting 
that would ensure the asset manager’s participation. The bond is the first financial instru-
ment designed to support sustainable marine and fisheries proj ects. Nuveen believes these 
types of risk-sharing mechanisms that leverage public–private partnership are innovative 
ways to increase capital flow to emerging markets where positive social and environmental 
proj ects can have the most impact on making progress toward achieving the SDGs.

Source: Nuveen.

4. ISSU ING PROCESS

Thematic bonds are useful tools for debt managers as they seek to maximize opportunities to 
close funding gaps for sustainable development. As with any funding decision, proper due 
diligence is paramount when considering the issuance of thematic bonds. The first step is to 
carefully explore whether the issuance fits the fiscal framework. As with any other bond, the 
decision to issue thematic bonds should be anchored in a broader debt management strategy, 
which takes into consideration the availability and pros and cons of different funding sources 
and the impact on debt sustainability. An important consideration is whether to issue in the 
international or domestic market. Domestic issuances are simpler. Issuing in the international 
capital markets allows sovereign issuers to issue at longer maturities than they generally can 
in their domestic markets in similar volumes, diversify their investor base by accessing impact 
investors who are located largely in Europe and the U nited States, and generate more visibil-
ity for their sustainability commitments. On the other hand, international issuances expose 
issuers to currency risk (see Chapter 14 in this volume). Adherence to a debt management 
strategy allows debt managers to stay within their risk appetites and signals to rating agencies 
and capital markets that a government’s liabilities are well managed. As with any other bond 
issuance, market circumstances will determine the timing of the transaction, that is, an issue 
should be launched only under favorable market circumstances.

To issue a conventional bond, the issuer goes through the following steps (assuming an 
international issuance):

•  Secure a country and/ or bond rating.
•  Hire an independent advisor.
•  Select a lead manager.
•  Hire legal counsel.
•  Prepare documentation (base prospectus).
•  Communicate with investor (roadshows).
•  Execute and settle the transaction.

Issuing a thematic bond includes additional steps, based on widely accepted international 
standards. Investors expect issuers to follow these steps (Box 16.4) to ensure transparency and 
accountability:

•  Prepare a framework document.
•  Select eligible expenditures.
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•  Set up the process to manage bond proceeds.
•  Track and report the allocation of bond proceeds and impact (post-issuance).

DMOs are recommended to establish a dedicated task force or steering committee, com-
posed of different departments in ministries of finance and relevant line ministries, to 
develop a thorough understanding of the requirements; discuss the value proposition; 
conduct a detailed analysis of eligible expenditures; and design a work plan. While the time 
required from the start to end is case-dependent, a first-time issuer can expect to take at least 
six months to complete the process. The DMO can seek advice from multilateral develop-
ment banks or investment banks with recognized expertise to understand the requirements, 
develop the bond framework, and identify eligible proj ects in line with national priorities.8

BOX 16.4 THEMATIC BOND STANDARDS

International standards and guidelines for thematic bonds have developed over time to 
promote transparency and ensure accountability. Dedicated platforms created by the 
L ondon Stock Exchange and the L uxembourg Stock Exchange restrict entry to issuers 
that comply with recognized standards such as the GBP and the SBP— guidelines de-
veloped by the International Capital Markets Association in collaboration with market 
participants. The key recommendations are as follows:

•  Allocate bond proceeds in the case of green bonds to environmental (or “ green” ) 
proj ects, and in the case of social bonds to proj ects that “ aim to address or mitigate 
a specific social issue and/ or seek to achieve positive social outcomes especially but 
not exclusively for a target population(s)” .

•  The issuer must disclose its overall sustainability obj ectives, the process used to deter-
mine eligibility of proj ects, and the approach to manage environmental and social 
risks of these proj ects.

•  The issuer must disclose how bond proceeds will be managed.
•  The issuer should report annually the amounts allocated to eligible proj ects and the 

expected impact of the proj ects until “ full allocation, and on a timely basis in case of 
material developments” .

The GBP and SBP have been used as bases for several national and regional standards 
and guidelines, such as the People’s Republic of China’s Green Bond Proj ect Catalog, 
Indonesia’s Financial Services Authority Green Bond Regulations, and Malaysia’s SRI 
Sukuk Guidelines. The ASEAN Capital Markets Forum, comprising capital market reg-
ulators from 10 ASEAN j urisdictions, launched the ASEAN Green Bond Standards in 
2017, followed by the ASEAN Social and Sustainability Bond Standards in 2018. Issuers 
who wish to issue and label bonds as ASEAN green, social or sustainability bonds must 
demonstrate compliance with the ASEAN standards.

Sources: ASEAN Capital Markets Forum (ACMF). ASEAN Green Bond Standards. Accessed at: https:/ /  www 
.theacmf .org/  initiatives/  sustainable -finance/  asean -green -bond -standards; ACMF. 2018. ASEAN Social Bond 
Standards. Accessed at: https:/ /  www .theacmf .org/  images/  downloads/  pdf/  ASBS2018 .pdf; and ACMF. ASEAN 
Sustainability Bond Standards. Accessed at: https:/ /  www .theacmf .org/  initiatives/  sustainable -finance/  asean 
-sustainability -bond -standards.
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In line with the core components of the GBP and SBP, the issuer needs to:

•  Prepare a framew ork . The framework outlines the process that will be used to disclose 
eligible expenditure items and stipulates how they are selected, monitored and reported on, 
so that investors can easily follow where the bond proceeds go and evaluate their intended 
impact from an environmental and social perspective. The DMO must work with relevant 
ministries and departments to establish these processes and develop the framework docu-
ment disclosing the issuer’s commitment to follow the procedures outlined in it.

•  I dentify and select eligible ex penditures. An amount equivalent to the bond proceeds will 
fund government budget expenditure items that are linked to sustainable investments and 
proj ects. Green expenditure items will be selected based on the country’s environmental 
and climate policy obj ectives (Box 16.5).

BOX 16.5 IDENTIFYING ENVIRONMENTAL L Y BENEFICIAL  
EXPENDITU RES OR PROJECTS

Green bond investors are interested as much in the strategic sustainability approach of the 
issuer as they are in the environmental benefits of the investments and/ or proj ects financed 
with the bond. It is therefore important to select proj ects that are in line with national envi-
ronmental obj ectives and those that resonate with the country’s overall sustainable devel-
opment priorities and agenda. These may include promoting a cleaner urban environment; 
protecting the country’s natural resources (water, land, forests); and pursuing a low-carbon 
and climate-resilient future. These obj ectives should be in accordance with existing envi-
ronmental plans, policies and regulations, including commitments to international agree-
ments such as the Paris Agreement. Currently there is no standardized global definition 
of “ green”  (or “ social” ), which makes it more challenging for issuers and investors alike. 
The European U nion has developed a “ green taxonomy”  that applies to its j urisdiction. 
However, national circumstances, sustainable development agendas, and local priorities 
differ from country to country, making it difficult to apply the same definitions across 
countries.

Given the lack of clarity on what “ green”  means, regulators must consider developing a 
“ national green taxonomy” . A structured and well-defined classification of what the country 
considers to be green is essential for better-informed and more efficient decision-making 
by the Ministry of Finance as well as other public and private green bond issuers and direct 
capital toward national environmental obj ectives (Hussain et al. 2020a).

Source:  World Bank.

    Similarly, social expenditure items will be selected based on national priorities and 
SDGs such as affordable housing (Target 1.4); socioeconomic advancement and empow-
erment (Targets 1.1, 1.2, 1.3, 1.4, and 1.5); and food security (Targets 2.1, 2.2, 2.3, and 2c) 
(ICMA 2020a). The legal documentation for the security should appropriately describe the 
utilization of bond proceeds.
    The size of the issuance will depend on the total expenditure items defined as eligible 
under the framework. The identified expenditures should exceed the issuance volume to 
ensure that there is a margin in case some expenditure items are removed. Debt managers 
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must therefore balance the need to meet minimum volume requirements in line with inves-
tor preferences for tradability or liquidity and inclusion in international bond indices (such 
as the J.P. Morgan Emerging Market Bond Index or other) and ensure that the size of the 
bond does not exceed borrowing requirement.

•  E stablish the process of managing the proceeds. DMOs are expected to segregate and 
track the flow of funds from the bond to eligible expenditures. Issuers can segregate bond 
proceeds in a (1) separate account; (2) subaccount; or (3) virtual account or cash account 
(World Bank 2018b). Segregating proceeds into a separate account is not an option for 
many DMOs, in which case they can allocate an amount equivalent to the proceeds of the 
bond to the portfolio of eligible green expenditures, record it in a register/ virtual account, 
and report on the allocation and expected impact of the expenditure in accordance with the 
framework.

•  O btain an ex ternal rev iew  of the framew ork . Investors expect the framework to be reviewed 
by a specialized independent entity who will provide a second opinion or certify/ verify that 
the bond meets relevant standards and acceptable best practices (Box 16.6). The external 
review of the framework has implications for both cost and time. A typical external review 
takes two–five weeks to finalize and involves intensive decisions and several iterations 
before the framework and the reviewer’s assessment is finalized. The cost of a review by 
an international provider typically ranges between $20,000 and $50,000. Some countries 
like Malaysia have encouraged the development of local external review providers for 
domestic issuances, which are more economical.9

BOX 16.6 EXTERNAL  REVIEW OF THEMATIC BOND 
FRAMEWORK S

Thematic bond issuers are expected to obtain an independent external review of the sustain-
ability credentials of their labeled bonds. This review can take the form of a second party 
opinion, a certification against a recognized external green/ social/ sustainability standard or 
label, a verification of alignment to a specific standard, or a scoring/ rating based on envi-
ronmental and/ or social performance data, processes or benchmarks. A credible institution 
with environmental/ social/ sustainability expertise that is independent from the issuer is ex-
pected to perform the external review. A variety of institutions perform this task, including 
research institutes, accounting firms and credit rating agencies. The International Capital 
Markets Association has published guidelines to promote best practice in external reviews 
(ICMA 2020b).

Independent external reviews by qualified entities, based on sound practice, assure in-
vestors that the bond is in line with market expectations and industry best practices. It gives 
them confidence in the nature of the issuance and “ promotes the integrity of the market”  
(Ceres Investor Network of Climate Risk and Sustainability 2018).

Source: World Bank.
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•  Prepare reports. Issuers of thematic bonds are required to provide investors with informa-
tion about the allocation of proceeds to eligible proj ects and expected environmental and/
or social benefits. This information allows investors to quantify the benefits of investing in 
thematic bonds and provides them with the confidence to commit long-term capital.10 The 
issuer must define how and at what level of detail they plan to disclose information about 
the proj ects or portfolio. DMO staff are not engaged or familiar with such technical details 
of proj ects. Therefore, they need to coordinate with the line agencies and operational units 
overseeing the proj ects to obtain the required information. The first report is expected no 
later than the fourth quarter of the year following the issuance of the bonds. Some issuers 
have the proceeds allocation and environmental impact report audited and/ or verified by an 
independent third party, which investors highly value.

•  Prepare a communication strategy. In addition to the above, the issuer should be ready to 
proactively and transparently communicate with investors on the issuance plan. The lead 
manager will arrange roadshows to meet investors face to face and present and market 
the transaction. In addition to the usual economic outlook and debt management activities 
(debt profile, structure, borrowing plan obj ectives), the issuer should prepare a presenta-
tion offering detailed information on the sustainability characteristics of the bond. It is 
advisable to include representatives from line ministries who are able to communicate 
the government’s sustainability obj ectives. Typically, the DMO will organize a broader 
marketing campaign targeting the general public and interested stakeholders such as the 
development community, other DMOs, and international media.

5. CONCL U SION

An increasing number of investors—m any of whom are buy-and-hold investors who may react 
differently to market conditions from traditional investors—a re looking to finance proj ects 
that aim to achieve environmental and social sustainability.11 Given the opportunity to attract 
and expand the investor base, DMOs should include thematic bonds in their medium-term debt 
management strategies to maintain a wide range of options regarding funding alternatives. At 
the same time, DMOs should keep in mind that these instruments contribute to levels of debt 
in the same way as conventional bonds. They should look at the potential risks and returns 
and assess the demand and benefits of such products as they would any other debt instrument.

When considering the issuance of thematic bonds, issuers should also keep in mind that 
their overall sustainability profile and commitment to reducing their carbon footprint and other 
credentials relating to ESG are important to this investor segment and relevant market partic-
ipants. Investors avoid bonds when they see a clear disconnect and may sell positions and/ or 
communicate their disapproval publicly if they determine that the issuer is not committed to 
a sustainable future. Netherlands-based asset manager NN Investment Partners decided that 
Poland’s Green Bond was not eligible for their green bond portfolio because the government 
had an inadequate policy for phasing out coal-fired electricity (Allen and Shotter 2018; NN 
Investment Partners 2019). The Amundi Planet Emerging Green One fund, the first green bond 
fund focused on emerging markets, announced publicly that it would sell off its State Bank 
of India green bonds if it went ahead with plans to finance a thermal coal mine in Australia 
(National H erald 2020). Such actions would have implications for the issuer’s reputation and 
future funding plans.
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The issuance of thematic bonds involves steps related to disclosure and transparency, which 
are not required for conventional bonds. Diligently following these steps is important to ensure 
that the bond can be identified as a labeled thematic bond. Exchanges such as the L ondon 
Stock Exchange withdraw thematic bonds that do not comply with defined requirements 
from its sustainability bond market. In preparation for the issuance of thematic bonds, the 
issuer needs to adopt a framework that sets the basis for identifying, selecting, verifying and 
reporting of the expenditures or proj ects eligible to be financed by the bond, and the manage-
ment of such proceeds. The framework should follow internationally accepted standards and 
guidelines. Establishing the governance processes and preparing the formal documentation 
take time and consume resources. It is recommended that an interministerial working group 
oversee the development of the framework, with participation of the Ministry of Finance; 
Ministry of Environment; Ministry of Planning and Investment; and ministries in charge of 
energy, transportation, and climate change.

Eligible expenditures should be selected from the previous year’s realized expenditure and 
the current year’s expenditure in the government’s budget and in line with the government’s 
environmental and sustainable development obj ectives and priorities. DMOs have several 
options for segregating and tracking the use of bond proceeds. The issuer is expected to engage 
a credible independent reviewer to assess the framework, and the opinion provided by the 
reviewer should be publicly available. Thematic bonds are bought by traditional investors as 
well as those with specific mandates or frameworks for impact investing. Investors who pursue 
positive impact look for tangible and measurable social and environmental impact, aligned 
with the SDGs, as well as risk-adj usted financial returns. If the DMO wishes to attract these 
investors, they must market the bond to investors accordingly and provide detailed informa-
tion on impact. While DMOs play a central role in engaging with the investor, they will need 
to enlist the help of line ministries to communicate the sustainability credentials of the bond 
and the issuer. The final step of post-issuance reporting should take place in coordination with 
line ministries, proj ect owners, and overseers to ensure the timely collection of robust data.

While the entire process takes time, resources and considerable collaboration within gov-
ernment departments initially, subsequent issuances are easier. Based on the track record of 
sovereign-issued thematic bonds, the resulting issuance sees strong demand from investors, 
including new and long-term investors, and allows the issuer to lock in new financing sources 
and position itself as a leader in the sustainable finance market. It is also a good start to engage 
with investors on ESG more broadly, which is a growing trend with investors focused on 
minimizing ESG risks in their investment portfolio (Hussain et al. 2020b).

Thematic bonds deliver efficiencies beyond sustainability-related issues. With enhanced 
transparency and accountability credentials, these bonds have created appetite and interest 
in both issuers and investors for greater openness with regard to the use of proceeds of all 
bonds. The increasing importance of transparency in public debt has been well documented 
by experts (see Chapter 14 in this volume). Investors are asking more questions and looking 
for more reporting. The design and preparation process of thematic bonds encourage DMOs 
to improve and enhance transparency and governance for all issuances, coordinate more effec-
tively with line ministries, and integrate funding strategies with development plans.
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NOTES

1. The views expressed therein are those of the authors and do not necessarily reflect the views and 
policies of ADB, its Board of Governors or the governments they represent.

2. For a full description of the risks to sovereign debt portfolios, see Jonasson and Papaioannou (2018).
3. See IMF Primer on Managing Sovereign Debt-Portfolio Risks (Jonasson and Papaioannou 2018) 

and IMF (2014).
4. In this chapter, “ sustainability”  refers to environmental and social sustainability, unless indicated 

otherwise.
5. Sukuk are bonds that conform to Islamic investing principles. See Corporate Finance Institute. 

Sukuk. Accessed at: https:/ /  corpo ratefinanc einstitute .com/  resources/  knowledge/  trading -investing/  
sukuk/  .

6. Global Impact Investing Network. What You Need to K now about Impact Investing. Accessed at: 
https:/ /  thegiin .org/  impact -investing/  need -to -know/  # who -is -making -impact -investments.

7. Principles for Responsible Investment (PRI). PRI U pdate Q 4 2020. Accessed at: https:/ /  www .unpri 
.org/  pri/  about -the -pri.

8. The World Bank Treasury advised Egypt, Fij i, Indonesia, K enya, and Nigeria, among others, to 
support the development of sustainable capital markets and facilitate demonstration transactions. 
The World Bank. Sustainable Finance Advisory. Accessed at: https:/ /  treasury .worldbank .org/  en/  
about/  unit/  treasury/  client -services/  sustainable -finance -advisory.

9. RAM Consultancy. Sustainability Services. Accessed at: https:/ /  www .ram .com .my/  sustainability.
10. Emerging Markets Dialogue on Finance. Investor Network on Climate Risk. A Statement of Investor 

Expectation for the Green Bond Market. Accessed at: http:/ /  www .eme rgingmarke tsdialogue .org/  wp 
-content/  uploads/  2018/  02/  Statement _of  _I nvestor _E xpectations _f or _G reen _B onds .pdf.

11. As Amundi Asset Management and IFC (2020) states, “ So far, investment flows since the start of 
the crisis have proven more resilient towards green investments when compared to their traditional 
counterparts. It is possible that investors view green issuers as more long-term oriented and able to 
weather short-term volatility” .
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‘This is an important book, for at least three very different reasons. First, it provides an 
excellent, and very recent, analysis of debt accumulation in a region whose financial stability 

matters to the entire world. Second, it explains in an easy-to-understand way the role that 
borrowing has in the behavior of governments, corporations, and households. And, third, 

it introduces the reader to new and powerful financial instruments that can benefit not just 
lenders and borrowers but society as a whole. A must read.’

Allan Rosenbaum, Florida International University, USA and President of the American 
Society for Public Administration

Asia has shown the world what success in economic development looks like. From the amazing 
transformations of Japan, the Republic of Korea, and the other “tigers” in the early 70s, to the 
more recent takeoffs of the People’s Republic of China (PRC), India, and the leading economies 
in Southeast Asia, the region has prospered at a startling pace. Technologies were adopted, 
productivity raised, and export markets conquered. Billions were lifted out of poverty. What was 
once a backwater is now a global engine of growth. 

That roaring progress was, however, fueled by a lesser-known factor: borrowing. Governments, 
corporations, and households financed their path to prosperity with debt—lots of debt. Today, 
the volume of debt hanging over Asian economies is huge, in both absolute and relative terms. 
It was growing fast before the pandemic and is projected to grow even faster because of it. 
Demography is bound to make matters worse in the long term. How sustainable is this? What 
should policy makers do to keep Asia’s finances stable? Should markets worry? These are the 
core questions of this book. 

Through a collection of chapters by renowned experts, a diagnosis of Asia’s debt accumulation 
is offered. The approach is both country- and issue-driven, so both idiosyncratic and common 
elements can be identified. Matters like Japan’s social insurance promises, the PRC’s state-
owned enterprises, the Pacific islands’ aid dependency, and the saving habits of households 
in the Republic of Korea are dissected. As are trends that are present across countries, such 
as population aging, shrinking fiscal space, and contingent liabilities. This allows for a deeper 
understanding of what makes borrowing sustainable—or not. And it leads directly into policy 
recommendations, especially those involving the use of new financial instruments. 

The final product is a book whose comprehensiveness and practicality are unprecedented in the 
field. It will be equally invaluable for governments, investors, and scholars in Asia and beyond. 

Benno Ferrarini is Principal Economist in the Economic Research and Regional Cooperation 
Department at the Asian Development Bank, Marcelo M. Giugale is Adjunct Professor at 
Georgetown University and former Director of the World Bank and Juan J. Pradelli is Researcher 
at the Center for the Study of State and Society and former Senior Economist at the World Bank 
and Inter-American Development Bank.
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