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Executive Summary

Countries in the Asia-Pacific region have taken unprecedented fiscal policy measures in response to large
shocks in the past two decades. Both during the global financial crisis and the COVID-19 pandemic, Asia-
Pacific economies faced much weaker economic activity. Exceptionally large fiscal support was particularly
prevalent in advanced economies and emerging markets in the region, while the support measures were
smaller in low-income countries, reflecting tighter financing constraints. In addition, when global inflation
surged in 2021-22, governments reacted to contain inflationary pressures and help vulnerable households
affected by the cost-of-living crisis. Fiscal policy, together with central banks, took concerted efforts to
manage these shocks.

The responses to the crises, however, came at a cost, with public debt rising continuously since the global
financial crisis. The shocks, especially the COVID-19 pandemic, have put pressure on public finances, with
public debt reaching the highest levels, especially among some of the region's largest economies. In China,
for example, public debt has more than doubled to above 100 percent of GDP between 2007 and 2023,
and in Japan, public debt rose above 250 percent of GDP. At the same time, governments face prospects
of more modest economic growth and growing spending pressures from efforts to achieve the Sustainable
Development Goals, demographics, and climate change.

The large shocks, especially the pandemic, have also highlighted that fiscal frameworks in the Asia-Pacific
region have not been sufficiently robust. During the pandemic, there were large deviations from fiscal rules
across the region and, in some cases, suspension of the rules. Debt levels in Asia-Pacific are on average 50
percent of GDP higher relative to 2007 among advanced economies and 15 to 20 percent of GDP higher
among emerging markets and LICs. The tools used to respond to crises, including social safety nets, were
also underdeveloped in some countries, requiring ad hoc actions that were not always well targeted or
timely. In addition, some countries did not have clear exit strategies, which, in some cases, led to procyclical
expansionary policies after the shocks. The weaker growth outlook and higher interest rates imply that the
maximum public debt levels that governments can sustain have declined, constraining fiscal policy. Against
this backdrop, upgrading fiscal frameworks—regulations and procedures that influence how fiscal policy
is planned, implemented, monitored, and assessed—could help in making fiscal policy more effective and
better manage risks and policy tradeoffs.

Enhancing medium-term fiscal frameworks would help governments in the region tackle long-standing
challenges and manage larger risks. While many countries already have some form of medium-term fiscal
frameworks—frameworks that encompass a fiscal plan or strategy, medium-term projections, and targets
or rules that guide annual budgets—they are not always well-developed or effective. Strengthening such
frameworks could have large benefits. For example, for countries with high or rising debt risks, it would help
develop credible medium-term plans to gradually reduce risks, while avoiding disruptive fiscal adjustments.
For low-income countries, it would help build support for a medium-term strategy, including enhancing
domestic revenues, to achieve the Sustainable Development Goals. Upgrading fiscal frameworks would also
help in creating stronger incentives to rebuild fiscal buffers during normal times and in enhancing safety
nets and other crisis tools to allow for swifter and better targeted responses to adverse shocks. Finally,
countries need to enhance their management of fiscal risks. Broadening the coverage of fiscal frameworks
beyond the central government and boosting the quality of government finance and debt statistics, and
enhancing fiscal information, will take time but are critical for better fiscal management.
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More robust fiscal rules can help guide and enhance credibility of fiscal strategies. Before the pandemic,
Asia-Pacific countries tended to comply better with their rules than peers in other regions. However, when
the pandemic hit, and with debt already rising, countries in the region faced difficulty in following the rules.
To be better prepared, many countries would benefit from making their rules more robust, especially to
large shocks, by embedding them in a broader medium-term framework. Such approach would include
three elements: (1) medium-term fiscal plans that are more ambitious depending on the degree of fiscal
risks, including by linking the fiscal anchors to a debt sustainability assessment. When risks are high, the
rules should be less flexible. (2) Rules should be designed and calibrated taking into account evolving risks
and the need to build enough buffers in good times. Countries could introduce correction mechanisms for
when there are large deviations from the rules. (3) The framework should allow flexibility to react to large
shocks through well-designed and transparent escape clauses. To be effective and credible, it needs to be
accompanied by improved fiscal institutions. Greater fiscal transparency and independent monitoring could
help boost credibility and accountability.

Other challenges, notably climate change and population aging, also call for an enhancement for fiscal
frameworks. Population growth is projected to become negative in the early 2030s and 2040s in emerging
markets and low-income countries in the Asia-Pacific region, respectively. The population is already
shrinking in some countries (for example, China, Japan, and Korea). The Asia-Pacific region also includes
some of the most vulnerable countries to climate change. Governments will need to assess and communi-
cate the long-term impact of climate change and aging on public finances, given the high risks to long-term
fiscal sustainability. Such analysis will help inform the design of complex reforms that involve large intergen-
erational trade-offs. Medium-term fiscal frameworks can be upgraded to reflect the transition to a green
economy, including by incorporating the effects of climate change and natural disasters in medium-term
projections, debt sustainability assessment, and the calibration of fiscal rules. Countries can benefit from
introducing long-term fiscal sustainability analysis to gauge the fiscal impact from long-term spending
pressures and reform measures. Support by the international community will be critical for Pacific island
countries and low-income countries where climate change is a major risk, including for the building of
capacity to prepare, adapt, and manage the risks.
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1. Introduction

Large global shocks have highlighted the critical role of fiscal policy in economic stabilization and protecting
households and firms. Governments, including in Asia and the Pacific, adopted large exceptional measures,
but at a large fiscal cost. Fiscal policy has also been called to be more active in helping central banks anchor
inflation expectations during the cost-of-living crisis. These experiences suggest that fiscal policy can be
swift and forceful during crises. However, the
surge in public debt since the global financial

crisis amid a reduction in average growth poses Figure 1. Public Debt Soared in Asia-Pacific since
new challenges and calls for caution (Figure 1). the Global Finar!cial Crisis

Fiscal frameworks, including fiscal rules, have (Mean of respective group, percent of GDP)

been put to the test in recent years and failed 1501 m 2007 m 2023 1300
to prevent the large buildup of vulnerabilities in
some cases. Against this backdrop, it is timely to
assess the role of fiscal policy and the effective-

ness of fiscal frameworks in Asia and the Pacific. 100 200

This paper first provides an overview of fiscal
policy conduct in the Asia-Pacific region, espe-
cially at time of large, negative economic shocks.
It assesses to what degree fiscal policy was used

50 100

to stabilize the economy and to protect house-
holds and firms, and it evaluates the impact on

0 0
debt vulnerabilities. It also analyzes the consis- AE EM  LC  PIC China India Japin
' R . ight
tency of fiscal and monetary policies in periods izgle)
of large contractions in economic activity or Sources: IMF, World Economic Outlook database; and authors’
large inflation surprises. Finally, it proposes calculations.

Note: AE = advanced economies; EM = emerging markets;

areas where fiscal frameworks can be enhanced LIC = low-income countries; PIC = Pacific island countries.

to make fiscal policy more effective and to better
manage trade-offs.

Building on a novel database, the paper also examines the existing fiscal frameworks in Asia and the Pacific
and their ability to withstand challenges ahead when public debt is at historically high levels. The paper
reviews fiscal rules, medium-term fiscal frameworks (MTFFs), and fiscal councils, based on a survey of IMF
country teams. Drawing on the lessons from recent shocks, the paper recommends using more comprehen-
sive and risk-based fiscal frameworks. Such an approach can improve the design of policies, better identify
risks, and help prepare for future crises and tackle climate change and aging.

The paper has three main chapters. Chapter 2 discusses the role of fiscal policy in the Asia-Pacific region
since 2007, focusing on the ability to respond to large shocks and to ensure sound public finances. Chapter
3 provides an overview of existing fiscal frameworks in the region. Chapter 4 builds on the lessons from
the last decade and a half and proposes an agenda to upgrade fiscal frameworks. Chapter 5 presents
the conclusions.

' Simple (unweighted) averages are used throughout the paper unless otherwise noted.
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2. The Role of Fiscal Policy in Asia-Pacific

Inthe lastfew decades, countries have taken unprecedented fiscal policy actions in response to large shocks.
Asia-Pacific economies have been no exception. Both the onset of the global financial crisis in 2008-09 and
the COVID-19 pandemic led to large falls in global trade and economic growth, affecting especially Asia-
Pacific economies that rely on exported-oriented strategies (Figure 2). In addition, as global inflation surged
in 2021-22, governments had to react to contain inflationary pressures and help vulnerable households
affected by the cost-of-living crisis. Analyzing the fiscal response since the onset of the global financial crisis
provides insights on the role and effectiveness of fiscal policy in Asia and the Pacific.

Figure 2. The Global Financial Crisis and the Pandemic Has Triggered Increases in Economic Volatility
since 2007

1. The Global Financial Crisis and the PandemicHad a 2. ... and Global Trade
Large Impact on Global Economic Activity ... (Percentage points)
(Output gap PPP-weighted average for
186 countries, percent)

3 - - - — World trade volume | 25
—— EMDEs-Asia exports

2B - - {20
<15
- - 10
P -5
V 0

—3r p25-p75 Pandemic W
4 — p50 Pandemic - - 4 -5

p25-p75 GFC
-5~ —— p50 GFC - - 1210
_6 1 1 1 1 1 J L 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 _1 5
=1 0 1 2 3 4 5 2002 04 06 08 10 12 14 16 18 20 22

Sources: IMF, World Economic Outlook database; and authors’ calculations.
Note: Output gaps are calculated using the Hodrick-Prescott filter. EMDEs = emerging market and developing economies; GFC = global
financial crisis; p = percentile; PPP = purchasing power parity.

A. Responding to Crises

Fiscal policy has played a key role in responding to global shocks since 2007. Governments responded swiftly
to the global financial crisis, the pandemic, and the cost-of-living crisis in the pandemic aftermath, seeking
to stabilize the economy and shield households and firms from the shocks. One approach to evaluate the
stabilization role of fiscal policy is to assess whether it is countercyclical-that is, whether the budget deficit
increases (declines) when the economy weakens (strengthens), which helps in stabilizing the economy—or
procyclical. In the latter case, deficits decrease when the economy weakens, and vice versa, which exacer-
bates economic fluctuations.? The following analysis suggests that fiscal policy was broadly neutral before
the global financial crisis in the Asia-Pacific region and became more countercyclical afterwards as countries
responded to the crises.®

The coefficientis estimated based on aregression where the dependentvariable is a fiscal variable (the overall fiscal balance) and
the independentvariable is real GDP growth (as in Jalles and others 2023). This approach is preferred given limited available data
and allows for comparison across countries and over time, while being mindful of its limitations. For example, it does not consider
the fiscal multiplier effects. As such, the estimate has a downward bias. See Annex 1 for more details.

® The pre-globalfinancial crisis sample includes years 1995-2007 and the post-global financial crisis sample includes years 2008-23.
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Figure 3. Fiscal Countercyclicality: Asia-Pacific,
Pre- and Post-Global Financial Crisis
(Percent of GDP)

0.6 - B Post-GFC discretionary measures -
M Post-GFC automatic stabilizers
0.5 @ Pre-GFC overall

0.4

0.3

0.2

0.1

0

-0.1+ -

-0.2 J
AE EM LIC PIC
Source: Authors' calculations.
Note: Blue and light blue bars denote the estimated fiscal
countercyclicality coefficient-the deterioration (improvement) in
fiscal balance in response to a 1 percentage point reduction
(increase) in growth—for discretionary measures and automatic
stabilizers on post-global financial crisis sample, respectively.
Orange diamonds denote that for the overall budget balance on
pre-global financial crisis samples. See Annex 1 for details.

Figure 4. Fiscal Countercyclicality: Asia-Pacific
and Rest of the World, Post-Global Financial Crisis
(Percent of GDP)

0.6 B Discretionary measures -
1 Automatic stabilizers

0.5

0.4

0.3

0.2

0.1

0

-0.1+ -

_02 | | | | | | |
Asia- | ROW | Asia- | ROW | Asia- | ROW | Asia-

Pacific Pacific Pacific Pacific
AE EM LIC PIC

Source: Authors’ calculations.

Note: Blue and orange bars (solid and light colored) denote the
estimated countercyclicality coefficients (for discretionary
measures and the automatic stabilizers). See Annex 1. AE =
advanced economies; EM = emerging markets; LIC = low-income
countries; PIC = Pacific island countries; ROW = rest of the world.

AE = advanced economies; EM = emerging markets; GFC =
global financial crisis; LIC = low-income countries; PIC = Pacific
island countries.

The magnitude offiscal supportvaried significantly across country groups.* Not surprisingly, policies became
more countercyclical since the global financial crisis among advanced economies (AEs)—for a 1 percentage
point decline in real economic growth, the fiscal balance is estimated to deteriorate by almost 0.6 percent of
GDP (Figure 3). This reflects both automatic stabilizers (for example, changes in income tax and unemploy-
ment benefits due to changes in economic activity) and discretionary measures. Among emerging markets
(EMs), the degree of countercyclicality has been low throughout the entire sample period. The difference
likely reflects AEs' greater access to funding and that monetary policy was constrained at the zero lower
bound in those countries, making fiscal policy the main and more powerful policy tool (see Hauptmeier,
Kamps, and Radke 2020; Woodford and Xie 2022; and Hofmann and others 2021). Among low-income
countries (LICs), policies have become neutral with procyclical discretionary measures after the global
financial crisis, but there is wide country variation,® while for Pacific island countries, the fiscal stabilization
coefficient stayed broadly similar and was not statistically different from zero after the global financial crisis
(suggesting acyclical policies). In addition, after the onset of the global financial crisis, fiscal policy became
more countercyclical in Asian AEs than in other regions (Figure 4). Among other income groups, the degree
of countercyclicality in Asian EMs is broadly similar with their peers, while Asian LICs had fewer countercy-
clical policies, but with considerable country variation.®

4 We classify Asia-Pacific countries in four groups: advanced economies (AEs), emerging markets (EMs), low-income countries (LICs),
and Pacific island countries. See Annex Table 2.1. Oil exporters are excluded from the analysis presented because their fiscal
balance and GDP growth can be significantly affected by oil prices and therefore countercyclicality estimates may not reflect the
stabilization role of fiscal policy. See Annex 1 for results including oil exporters.

5 Alarge empirical literature found that fiscal policy in developing countries tends to be procyclical (Talvi and Végh 2005; llzetzki
and Végh 2008; Beyer and Milivojevic 2019; IMF 2022a; Jalles and others 2023).

¢ Before the global financial crisis, the countercyclicality estimate for Asia-Pacific AEs was about one-third of their peers in Europe
and in North America (0.1 versus 0.3). LICs around the world had broadly acyclical policy before the global financial crisis, with
those in Asia-Pacific having somewhat larger countercyclical estimates (0.2 versus 0), but it was not statistically significant.
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Figure 5. Fiscal Countercyclicality of Asia-Pacific Countries during the Global Financial Crisis and the
Pandemic

1. Fiscal Countercyclicality during the Global Financial 2. Changes in Fiscal Balances and Economic Growth
Crisis and the Pandemic during the Global Financial Crisis and the Pandemic
(Percent of GDP) (Percent of GDP and percentage points)

1.4 - 1l 2

B Discretionary measures M Automatic stabilizers

- 2 1 -6
- M Balance from discretionary measures 1 -8
Balance from automatic stabilizers
@ Growth 1-10
| | | | | | | | | | \‘\ \’__‘]2
elc gle £|e elclele ¢ o
T 8 £/T| 8| T/ 8 £ T 8 T
58 6| 8|3 18|65 8|3
2 o | € P o | €
-0.2 ! ! ! ! ! ! ] ! < % 8 < g 8
AE | EM | uc | pic | AE | EM | uc | pic & 3

GFC (2008-09) Pandemic (2020) GFC(2008-09) Pandemic (2020)

Source: Authors’ calculations.

Note: In panel 1, blue and light blue denote the countercyclicality coefficients based on five-year windows that include the global
financial crisis (2008 and 2009) or the pandemic (2020). In panel 2, orange and light orange bars denote the deviation in the balances
from the previous three-year average, and purple diamonds denote the deviation in growth from its previous three-year average. See
Annex 1. AE = advanced economies; EM = emerging markets; GFC = global financial crisis; LIC = low-income countries; PIC = Pacific
island countries.

The degree of countercyclicality was especially large during crises, more so during the pandemic. The
average degree of countercyclicality and use of discretionary policies can mask large differences depending
on the economic cycle and size of the shocks. In general, countries in Asia-Pacific pursued more countercy-
clical policies during periods of low growth, especially AEs (Annex 1).” The different behavior is especially
visible for large shocks (Figure 5). AEs and EMs relied mainly on discretionary measures during both the
global financial crisis and pandemic, suggesting that automatic stabilizers were too limited given the
magnitude of the shock (EMs tend to not use discretionary measures outside of large crises).® Australia
and Japan adopted large discretionary policies in response to the pandemic, with overall balances deteri-
orating by more than 6 percent of GDP in 2020 relative to the previous three-year averages. Among EMs,
fiscal deficits also expanded significantly in China and India, although the growth decline in India was much
larger, with China relying more on discretionary measures. Among LICs, while the fiscal responses tended
to be more muted, there were some important differences. Fiscal balance in Bangladesh barely changed,
while the deficit deterioration in Cambodia was larger, but still smaller than in AEs and EMs despite the large
decline in growth. The fiscal measures employed during the pandemic included cash transfers, subsidies
for public and private financial institutions’ lending, support to workers (employment guarantee, unemploy-
ment benefits, wage subsidies), and tax cuts and exemptions.

The timely exit from large-scale fiscal support can be challenging to achieve, given high uncertainty about
economic prospects, implying risks of such support becoming procyclical. The COVID-19 pandemic is
an example of the challenge. Many countries responded swiftly to the shock, with large and often novel
measures. However, economic activity surprised by bouncing back strongly in AEs in 2021, with growth
up by about 8 percentage points on average and even more so in EMs (15 percentage points). This meant
that, after the fact, fiscal policies turned less countercyclical, as their fiscal balances improved only by 3

7 Toinvestigate potential asymmetric response of fiscal policy during the business cycle, the regression is augmented by interacting
growth with dummies for years with below-median growth of each country (see Annex 1).

8 Countries with weaker automatic stabilizers are more likely to enact large discretionary measures during recessions (Dolls, Fuest,
and Peichl 2012).
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and 2 Percentage points of GDP vo.n average, Figure 6. Off-Budget Measures, 2020-21
respectively. Governments faced difficult trade- (Percent of GDP)

offs in real time, between removing support too

. T 30 B Contingent liabilities: Quasi-fiscal operations
early and the costs of delaying the unwinding of B Contingent liabilities: Guarantees
the exceptional measures, including worsening ” M Below the line: Equity injects, loans, etc.
public finances and inflation pressures. This
highlights the benefits of having automatic 20
stabilizers (for example, social safety nets) and
ex ante strategies and tools to deploy during 15
large shocks.
10
Governments, especially during the pandemic,
have used a wide set of tools, including public 5
banks and state-owned enterprises (SOEs), to I I I I
provide fiscal support. The previous analysis z = © o o < v O 24 v oz s
e e N 3

on stabilization effects focused on budgetary 5 0 £ 2 @ &£ s ¥ 2 3 5 2
measures. However, Asia-Pacific governments Sources: IMF, Fiscal Measures in Response to the COVID-19
also undertook signiﬁcant Oﬁ_budget measures Pandemic Database; and authors’ calculations.

iallv duri h d . . h Note: Countries with responses of at least 1 percent of GDP are
especially during the pandemic given the included. Quasi-fiscal activities are activities undertaken by public
severity ofthe crisis (Figure 6). Japan was among financial and nonfinancial corporations on behalf of the

government. Data labels in the figure use International

the countries with the |arge5t set of Oﬁ_bUdget Organization for Standardization (ISO) country codes.

support at 28 percent of GDP, including through

public financial institutions. Korea also adopted

quasi-fiscal operations through establishing stabilization funds and introducing additional measures under
the Credit Recovery Program by the Korea Asset Management Corporation. India provided guarantee
support for firm borrowings, while Singapore set aside loan capital to support firms. These types of excep-
tional (off-budget) support highlight the need to have a framework to assess the cost and benefits, ensure
transparency, and have a strategy for when to use these tools and how to manage potential fiscal risks.

Fiscal and monetary policies in Asia-Pacific complemented each other during large shocks. While fiscal and
monetary policy stances do not need to be always aligned, as they may be pursuing different objectives
or face implementation constraints, during large shocks there are stronger arguments for greater consis-
tency. This is the case during the pandemic, when fiscal policy played a crucial role given the severity of
the economic and health crises and when monetary policy was constrained by the effective lower bound in
many countries. In addition, during large increases in inflation, tighter fiscal policy can help central banks
anchor inflation expectations. Indeed, 95 percent of the Asia-Pacific economies adopted a looser policy mix
through both more expansionary fiscal and monetary policies in 2020, at the height of the pandemic-re-
lated lockdowns and sharp economic contraction, and more than half tightened both fiscal and monetary
policies in 2022 when inflation surprised on the upside.” To analyze how the policy mix (fiscal and monetary)
varied during crises—and how consistent policies were in those periods—we construct a policy mix index as
the sum of year-over-year changes in a country’s primary balance and policy rate (after standardizing). The
more positive (negative) the index, the more the two policies are consistently tightening (loosening) when
the economy is hit by large shocks. The results show that fiscal and monetary policies consistently loosened
during the global financial crisis and the pandemic and tightened during the cost-of-living crisis to counter
the large growth declines and high inflation (Figure 7).1°

? Tightening (loosening) fiscal policy is defined as a year-over-year increase (decrease) in primary balance (in percent of GDP) and
tightening (loosening) monetary policy is defined as a year-over-year increase (decrease) in policy rates (in percentage points).
Using cyclically-adjusted primary balance does not change the results in a significant way.

" The results are similar to the findings in IMF (2023a) that a large share of countries around the world loosened both fiscal and
monetary policies in 2020 and a majority tightened both in 2022. Itis important to note that the policy mix index only reflects part
of the policy response as some measures were not reflected in changes in the government budget or the policy rates.
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Figure 7. Policy Mix (Fiscal-Monetary) in Asia-Pacific
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Source: Authors’ calculations.

Note: In both panels, blue lines denote the median of all countries’ policy mix index in each year, where the index is constructed as the
sum of year-on-year changes in a country’s primary balance and policy rate (after standardizing). The more positive (negative) the index,
the more consistent tightening (loosening) the fiscal and monetary policies. The shaded area denotes the interquartile range between
25th and 75th percentile of distribution in each year. Orange and purple bars denote the average of deviation in growth and inflation
from their previous three-year averages, when average growth and inflation is in the bottom and top decile of the sample distribution,
respectively. AEs = advanced economies; EMs = emerging markets.

Figure 8. Fuel Subsidies, 2020-22
(Percent of GDP)
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During the cost-of-living crisis, Asia-Pacific
countries also used other fiscal tools to contain
the rise in prices, especially for energy and
food. As in other countries, the region adopted
some degree of price controls or increased
subsidies to contain domestic inflation given
the rise in global food and energy prices (Figure
8). In some cases, the costs of the policies were
immediately reflected in the budgets, but in
other instances, these costs were passed on
to the SOEs that incurred losses or reduced
profits and eventually impacted the fiscal
accounts, including through need to provide
financial support to the SOEs or through lower
dividends. These types of instruments, while
they can bring some temporary relief, tend to
be ill-targeted and costly to the budget.
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Figure 9. Public Debt Has Been Rising Persistently since 2007 across Asia-Pacific
(Mean of respective group, percent of GDP)
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Sources: IMF, World Economic Outlook database; and authors’ calculations.
Note: AE = advanced economies; EM = emerging markets; GFC = global financial crisis; LIC = low-income countries; PIC = Pacific island
countries; ROW = rest of the world.

B. Managing Public Finances

As countries responded decisively to crises, debt dynamics have deteriorated since 2007. Historically, helped
by higher economic growth, Asia-Pacific governments had lower public debt than other regions. However,
after the global financial crisis, Asian AEs have seen faster debt increases than their counterparts (Figure 9).
During the COVID-19 pandemic, global debt soared as revenues fell due to the economic recession and
measures taken by governments. In Asia-Pacific, between 2019 and 2023, debt rose by more than 8 percent
of GDP in half of the economies and in some cases surged by more than 40 percent of GDP (Lao P.D.R. and
Palau).” In contrast, more than half of Pacific island countries experienced a decline in government debt,
partly benefiting from donor support, although debt risks remain elevated in many of them owing to their
low debt-carrying capacity.

Declining economic growth and rising deficits have been key drivers of the worsening public finances.
Since 2008, amid several shocks, significant declines in economic growth in many economies in the region
contributed to larger deficits and rising public debt. For example, in China, average growth in the post-
global financial crisis period has been almost 5 percentage points lower than before, and debt has been
rising. The deterioration in primary balances has been a key driver for the deterioration in debt dynamics
since the global financial crisis, even more than in other regions (Figure 10)."2 In particular, EMs and LICs in
Asia-Pacific had weaker fiscal balances than their peers in other regions both before and after the global
financial crisis—with an average fiscal deficit of 3.8 and 6.3 percent of GDP in EMs and LICs after the global
financial crisis, respectively. Asian AEs, however, despite a deterioration since the global financial crisis,
maintained stronger fiscal balance than other AEs. Pacific island countries have strengthened their fiscal
balances since the global financial crisis, but with large country variation. In some countries (for example, Lao

" Debt also increased significantly in Singapore in gross terms, but it was driven by issuances to meet the needs of the Central
Provident Fund and to deepen the domestic debt market. Singapore’s large public financial assets result in a positive net asset
position for the government. Singapore's large fiscal support package to address the pandemic was financed by reserves. China’s
debt stock uses the augmented definition which includes government-guided funds and the activity of local governmentfinancing
vehicles.

2 In commodity-exporting countries (for example, Australiaand Mongolia), the deterioration in their fiscal positions partly reflected
sluggish commodity prices in the first half of the 2010s, which reduced revenues and boosted expenditures to support the economy.
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Figure 10. Public Debt and Fiscal Balances: Asia-Pacific and the Rest of the World

(Mean of respective group, percent of GDP)
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Figure 11. Effective Interest Rate in Asia-Pacific
(Mean of respective group in year each, percent)
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Sources: IMF, World Economic Outlook database; and authors’
calculations.

Note: Effective interest rate is computed as the ratio of the
government interest payments in year t to the stock of
government debt (average of debt stocks of year-end t and t—1).
Dashed lines indicate projections for 2024-29. AE = advanced
economies; EM = emerging markets; LIC = low-income countries.

P.D.R., Mongolia, and Sri Lanka), currency depre-
ciation contributed to a rise in foreign currency
denominated debt.

With debt levels expected to rise in the years
ahead, low tax revenues will challenge the ability
of governments to absorb higher interest burden,
pursue stabilization, and address spending
pressures. Public debt levels in Asian AEs are
projected to increase to 59 percent of GDP by
2029, from 55 percent of GDP in 2023."* Similarly,
EMs and LICs in the region would also see their
median debt levels increase over the medium
term. China’s debt ratio is projected to increase
by about 27 percentage points. Pacific island
countries are projected to see the largestincrease
in their median debt level, from 28 percent of
GDP in 2023 to about 37 percent of GDP by 2029.
Vanuatu is expected to have the largest increase,
a rise of 23 percentage points, as the primary
deficit would deteriorate sharply toward double
digit territory. At the same time, lower growth
prospects and higher interest rates (Figure 11) will

make it more difficult to manage debt levels.* At the same time, tax revenues in the region tend to be lower,
while Pacific island countries remain highly dependent on grants (for example, grants are almost 10 times of
LICs in other regions). This will make it increasingly difficult to manage rising budgetary pressures, including
from an aging population and climate change, and contain debt levels.

'3 Based on IMF (2023b). Projections for three out of the five AEs envisage a decline in debt.

™ Countries had seen an increased in fiscal space before and during the COVID-19 pandemic thanks to low natural interest rates,
but this is unlikely to continue in the future (see last section on the paper on debt limits).
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3. Fiscal Frameworks in Asia: A
Cross-Country Perspective

There is a wide diversity of fiscal frameworks across the Asia-Pacific region.”® Fiscal frameworks are regu-
lations and procedures that influence how fiscal policy is planned, approved, implemented, reported to
the public, and monitored and assessed. We focus on three key elements of frameworks in this analysis: (1)
fiscal rules, (2) medium term fiscal frameworks (MTFFs), and (3) independent fiscal councils. Fiscal rules set
numerical limits on key fiscal aggregates (for example, debt and deficit) to promote fiscal discipline and cred-
ibility. MTFFs involve setting medium-term fiscal targets and anchors and formulating policies to achieve
them. Having an MTFF can increase transparency

and predictability of policies. Fiscal councils are

independentinstitutions providing oversight and Figure 12. Fiscal Frameworks in Asia-Pacific

analysis of fiscal policies and promoting greater

transparency. For example, they can assess the Medium-term

. ) N s Fiscal rules fiscal framework
realism and sustainability of fiscal plans and
monitor compliance with fiscal rules.
Fiscal rules and MTFFs are prevalent in most IND. DN
Asia-Pacific economies, but only a few have inde- BTN, KHM, JPN. MYS BGD FJI
- e (Fi HKG, KIR, MDV, NPL. MMR, PLW
pendent fiscal councils (Figure 12). Among the 37 MHL NRU o NIFIL, ' '
. - . . SLB ISGP ! NZL, PNG, PHL, TUV,
Asia-Pacific economies, 12 have both fiscal rules . SGP, LKA THA WSM
X . TLS, TON ¢ .
and a MTFF (for example, India, Indonesia, Japan, VNM, VUT
Malaysia, New Zealand, Sri Lanka, and Thailand),
while Australia and Korea have MTFFs and 'AUS,
KOR

fiscal councils. Only Mongolia has all the three
elements of afiscal framework. Fiscal frameworks
in most Pacific island countries often rely on only

. . Fiscal council
one component, either fiscal rules or an MTFF. ! und

S . d h f th h Sources: Survey of IMF country teams; and authors’ calculations.
ome countries do not have any or the three Note: Data labels in the figure use International Organization for

elements in their fiscal framework (Brunei, China, Standardization (ISO) country codes.

Lao P.D.R., Macao SAR, and Federated States of

Micronesia), in some cases because of limited

capacity. Only three (Australia, Korea, Mongolia) have independent fiscal councils that perform tasks such
as assessing forecasts, evaluating long-term sustainability, and quantifying effects of measures and reforms.
The degree of development of MTFFs and effectiveness of fiscal rules varies significantly across countries,
which we explore in the following sections.

A. Fiscal Rules

Among the Asia-Pacific economies that have adopted fiscal rules, the most common are budget balance
and debt rules (Figure 13). Fiscal rules are numerical limits on budgetary aggregates that are revised on a
low-frequency basis and binding for at least three years (Davoodi and others 2022a, 2022b). Among the 23
countries with fiscal rules, 15 have more than one rule, with the combination of debt and budget balance

> The analysis is based on a survey of IMF country teams (see Annex 2). For more general details on MTFFs see IMF (forthcoming).
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. - .
Figure 13. Number of Fiscal Rules rules being the most commf).n. Five countries
have expenditure rules (ceilings on the level

Budget balance rule (16) or growth of expenditure) that are often used

in conjunction with deficit or debt rules. A few

4 . . .
countries (Mongolia, Tonga, Vietnam) have three
rules. The coverage of expenditure and budget
0 - 9 balance rules is usually limited to the central
Revenue . y : ., Debtrule government, with India being an exception
rule (3) (17) as its budget balance rule applies for central
0 1 1 and subnational governments. In contrast, the
coverage of debt rules is relatively broader, with
half of the countries having debt limits for the
1 general government or the wider public sector.
Expenditure rule (5) Debt and budget balance rules tend to be set by
Sources: Survey of IMF country teams; and IMF staff estimates. law, but most do not have well-specified enforce-
Note: One country has both revenue and debt rules, and one has .
both budget balance and expenditure rules. ment mechanisms or escape clauses. In general,

having a legal basis, including integrated in

fiscal responsibility laws, can help strengthen
the rules and make them more difficult to reverse and can increase transparency (IMF 2009). In most Asia-
Pacific economies, debt and budget balance rules often rely on a strong statutory basis. For example, in Sri
Lanka, the Fiscal Management (Responsibility) Act of 2003 introduced numerical limits on the fiscal deficit,
debt, and government guarantees. However, expenditure rules rely mostly on political commitment. Most
of the rules do not include enforcement procedures, with only a few countries having some type of formal
procedures (for example, Marshall Islands, Mongolia, Papua New Guinea, and Singapore). Six countries have
external monitoring mechanisms, but they are not always effective. In addition, most countries do not have
well-defined escape clauses that set cases when rules can be suspended to respond to large shocks. Some
countries also change or suspend rules frequently, which can undermine effectiveness and credibility if the
reasons for the change and plans to return to the rules are not properly communicated with the public. For
example, debt limits in Mongolia have been changed frequently since the inception, while the ceiling on
structural fiscal deficit has also been revised several times.

Before the pandemic, Asia-Pacific countries tended to comply more with the rules, or have smaller devia-
tions, than their peers in other regions. Between 2004 and 2019, the median deviation from the debt ceiling
in Asia-Pacific was just over 5 percent of GDP, well below those observed in other regions (see Figure 14).”
One reason may be that most countries in Asia-Pacific (around 70 percent) introduced debt limits at a time
when their debt levels were below the ceiling. In contrast, in other regions, debt rules are being used to
bring debt down to the ceiling—less than 15 percent of countries in the Western Hemisphere and less than
45 percent of European countries had debt below the ceiling when the rule was introduced. Similarly, the
median breach of the fiscal deficit rule in the Asia-Pacific countries was relatively low at 1.2 percent of GDP,
and 7 out of 10 countries recorded breaches (compared to 86 percent of countries in the rest of the world).
However, there is significant variation across countries. For example, Sri Lanka systematically posted deficits
above its limits, while Mongolia mostly met its limits, albeit the limits were revised frequently. In India, the
timeline for meeting the medium-term deficit target has been consistently pushed out.

' This is similar to global trends, as approximately 80 percent of countries with fiscal rules have either debt or deficit rules, or a
combination of both (Davoodi and others 2022a).

7 Note that when we refer to deviations or breaches from the rules, this is based on comparison of actual deficits or debt levels with
limits in the rules. However, it may not imply legal breaches of the rules which depend on specific regulations.
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Figure 14. Pre- and Postpandemic Deviations from Fiscal Rules: Asia-Pacific versus the Rest of the World
(Percentage of GDP)
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Sources: Survey of IMF country teams; and authors’ estimates.

Note: The square indicates the interquartile range from the first to third quartiles, the line inside the box represents the median, and the
marker represents the mean. The covering periods are 2004-19 for the prepandemic and 2020-22 for the postpandemic. APD = Asia-
Pacific region; ROW = rest of the world.

Governments bypassed or modified their fiscal rules to address the unprecedented shock of the COVID-19
pandemic. Asharp deterioration in economic conditions warranted large support. As debtlevels had already
been rising in the Asia-Pacific region since the global financial crisis, the effects and policy responses to
the pandemic led to large deviations from fiscal rules across the region and, in some cases, suspension of
the rules (India, Indonesia,'® Maldives, Mongolia, New Zealand). These developments were similar around
the world, where nearly 80 percent of countries with fiscal rules either suspended or modified their rules
(Davoodi and others 2022a). Most governments breached the deficit rules—70 percent in Asia-Pacific and
93 percent in the rest of the world—between 2020 and 2022, while only a few remained within the limits (for
example, Bhutan, Nauru, and Vietnam). The median deviation in Asia-Pacific reached 6.6 percent of GDP,
larger than that in other regions (Figure 14). Deviations from debt limits were less frequent: 25 percent in
Asia-Pacific and 60 percent elsewhere. Among the countries that breached the debt ceilings, the median
deviation reached 40 percent of GDP, which was larger than in other regions. Some countries were able to
remain under the debt ceiling given significant space at the onset of the pandemic or reliance on grants (for
example, Cambodia, Indonesia, Solomon Islands, and Vietnam), while others revised their ceiling upwards
(Malaysia, Papua New Guinea, Thailand)."”

8 Indonesia regained compliance with the budget balance rule in 2022, one year ahead of the target.

' Budget balance limits could not be constructed for Nepal and Solomon Islands, and debt ceilings could not be constructed for
Timor-Leste due to their specific definitions.
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B. Medium-Term Fiscal Frameworks

Most Asia-Pacific countries have MTFFs, but the link with annual budgets remains relatively weak. MTFFs
encompass a fiscal strategy, medium-term projections of macrofiscal aggregates (economic growth,
inflation, expenditures, revenues, budget balances)to guide annual budgets. They caninclude requirements
to committo, reportagainst, and be held accountable for medium-term fiscal objectives, such as debt limits,
surplus targets or deficit ceilings, or broad expenditure limits. A total of 22 countries in the region have an
MTFF, and in three-quarters of the cases it is established by law. The MTFFs are typically prepared over a
three-year horizon and cover the central government; some countries have adopted specific frameworks
for subnational governments to varying degrees (Box 1). Most MTFFs have targets or ceilings on debt and
fiscal balances, mostly set on an indicative basis (Figure 15), with only three countries setting binding targets
(Malaysia, Mongolia, Thailand). In Malaysia, the MTFF guides fiscal planning and priorities over a three- to
five-year period and sets targets on debt, capital spending, deficit, and government guarantees. Ex post
analysis of MTFF performance remains sparse. Some countries conduct the analysis within the government
(Australia, New Zealand, Palau, Samoa), while in others the analysis is conducted by an agency outside of
the administrative government (Korea, Mongolia). In some cases, MTFFs are subject to frequent revisions
and often represent the government'’s aspiration without specific policies (for example, Bangladesh and
Mongolia).

Figure 15. Role of MTFFs in Annual Budget Preparation in Asia-Pacific
(Number of countries)
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Sources: Survey of IMF country teams; and authors’ calculations.
Note: MTFF = medium-term fiscal framework.

MTFFs have faced implementation challenges and have not always led to more predictable fiscal policy in
Asia-Pacific. The challenges include weak technical capacity and enforcement, lack of integration between
the MTFF and annual budgets, and high volatility of revenue and expenditure. MTFFs incorporate mostly
a qualitative discussion of risks, with only a handful of countries undertaking quantitative analyses, such as
debt sustainability analysis. The relevant Public Expenditure and Financial Accountability?® scores for devel-
oping economies are only slightly higher for countries with MTFFs (Figure 16). The MTFFs have not ensured
that budget projections are realistic and implemented as intended. In 8 out of the 22 countries with an
MTFF, the responses to the survey suggested that budget projections are subject to an optimistic bias. For

20 Public Expenditure and Financial Accountability is a methodology for assessing the strengths and weaknesses of public financial
management performance.
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example, in Sri Lanka, revenue projections were Figure 16. Average PEFA Score of Asia-Pacific
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natural disasters have created Challenges in Note: MT = medium term; MTFF = medium-term fiscal framework;
meeting the goals set in the MTFFs. PEFA = Public Expenditure and Financial Accountability.

The evidence, however, suggests that devel-

oping economies benefit from having MTFFs and implementing public financial management (PFM)-related
reforms. While it is difficult to assess the effectiveness of MTFFs, developing economies in Asia-Pacific with
MTFFs tend to have a better articulated fiscal strategy than others, as shown by the Public Expenditure and
Financial Accountability score (Figure 16). Markets could reactfavorably to the introduction of an MTFF, given
itsimportance in ensuring fiscal and macroeconomic sustainability. For example, India’s sovereign rating was
upgraded in the years following the introduction of the MTFF, with ratings agencies citing commitment to
fiscal prudence, a clearer path of fiscal consolidation, and improvements to transparency and accountability
resulting from MTFF reforms, as drivers of the upgrade. Countries that implemented PFM reforms were also
able to strengthen budget credibility and implementation of their fiscal strategy. Progress has been made
to improve budget credibility in the Maldives, based on the 2014 and 2020 Public Expenditure and Financial
Accountability scores, including due to clearer strategic guidance (budget ceilings are approved by the
cabinet) and better quality of in-year budget reports.

13
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Box 1. Fiscal Accounts at the Subnational Level: The Cases of China and India

Effective fiscal policy requires sound public finances at the subnational level, especially in decen-
tralized countries. In China and India, subnational governments account for 89 and 60 percent of
governmentspending, respectively (Wingender2018). In both countries, a key mechanismto promote
subnational fiscal responsibility is through ceilings on new debt issuances imposed by the central
government. However, this has been undermined by off-budget borrowing and, in the case of India,
loss-making state-owned enterprises. Local government debt in China is estimated to have reached
80 percent of GDP in 2023 when including the debt of local governments’ financing vehicles (Box
Figure 1.1). In India, state government debt reached 26 percent of GDP in fiscal year 2022/23 (versus
a 20 percent of GDP target, Box Figure 1.1), and contingent liabilities from public utility companies
are estimated at 2.3 percent of GDP (Mukherjee and others 2022).

Legislation supporting medium-term frameworks have been in place for over a decade in India, but
there is room to improve their effectiveness. Fiscal responsibility laws were implemented by states
in India following the 2003 Fiscal Responsibility and Budget Management Act at the central govern-
ment. However, only some states have updated laws reflecting changes to the Fiscal Responsibility
and Budget Management Act, including introducing a debt anchor and aligning it to the general
government debt target. In China, State Council directives for shifting to a medium-term budget
framework were released in 2014; implementation has been slow, although there has been progress
in areas like budget transparency (Wong 2018).

Box Figure 1.1. China and India: National and Subnational Debt

(Percent of GDP)
1. China Augmented Government Debt 2. India Government Debt
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Sources: IMF (2024); Ministry of Finance, India; Reserve Bank of India; and IMF staff estimates.
Note: The augmented balance expands the perimeter of government to include government-guided
funds and the activity of local government financing vehicles.

There are additional challenges in designing and implementing fiscal frameworks at the subna-
tional level.

= Setting fiscal targets becomes more complex when subnational governments are heterogenous
and there are horizontal imbalances. Before the pandemic, India set the same deficit limit and
debt target for all states, with the view that imbalances are equalized through revenue sharing
and grants.
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Box 1. (continued)

= Earmarked grants from central governments can hamper autonomy of subnational governments
and incentives to be fiscally prudent. While these transfers help address vertical imbalances (low
revenue capacity versus expenditure responsibilities), they can reduce budgetary flexibility.'
Conditional transfers are 40 percent of total transfers in China (Wingender 2018) and around 50
percent in India.

= Monitoring and enforcement become more important as the perception that the central govern-
ment will bailout subnational governments reduces market discipline. In India, despite wide
variations in fiscal performance, spreads between state government and central government debt
are within a narrow range. In China, bond spreads do not correlate with fiscal fundamentals, also
suggesting implicit guarantees (Lam and Wang 2018). Differences in accounting practices across
subnational governments also make monitoring more difficult. In China, adoption of the govern-
ment finance reporting standard is slowly progressing as there are more than 3,200 budgeting
authorities with varying capacity (Wong 2018). In India, authorities are working toward publishing
state government data on a Government Finance Statistics Manual 2014 basis.

! Like in many countries, there are significant vertical fiscal imbalances in China and India. In China, local government
revenue is 50 percent of general government revenue, compared to over two-thirds of expenditure (Lam and Moreno-
Badia 2023). Similarly, own source tax revenue for Indian states is approximately 36 percent of general government tax
revenue, while expenditure is 60 percent.
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Box 2. Pacific Island Countries: Challenges in Operating Fiscal Frameworks

Pacific island countries face unique challenges in designing and operating fiscal frameworks. These

include large economic and climate-related risks, as well as significant capacity constraints.

As small states, most Pacific island countries suffer from capacity constraints hindering effective
public financial management. According to the World Bank’s Country Policy and Institutional
Assessment, Pacific island countries lag behind emerging markets and low-income countries in
the region in terms of quality of budgetary and financial management. Weaknesses are witnessed
throughoutthe whole budget process, including the management of budget formulation, appraisal
of public investments, revenue forecasting, cash management, fiscal statistics and reporting,
and auditing.

Isolation and small market size, coupled with non-business-friendly regulatory environments,
have led to underdeveloped private sectors. The economies are dominated by government
activity, with government expenditure accounting for 63 percent of GDP in Pacific island countries,
compared with 26 percent in emerging markets and low-income countries in the region. Much of
the private sector economic activity is concentrated in primary industry (agriculture and fisheries)
and tourism, making government revenues vulnerable to shocks in these sectors, such as from the
global economy, commodity prices, and climate change.

Pacific island countries also have a high degree of dependence on grants from multilateral and
bilateral donors, in some cases more than 30 percent of GDP (for example, Marshall Islands,
Micronesia, and Palau). Donor grants help deliver essential public services such as health and
education and can also promote necessary reforms. However, grants can be volatile and the
requirements to access them and coordinate with donors can be a drain on the limited capacity of
Pacific island countries. It is also difficult to monitor and coordinate all donor support as some is
provided off-budget and directed to specific projects or programs, which may not be fully aligned
with development priorities.’

Natural disasters and climate change. On average, Pacific island countries have a 34 percent
chance of being hit by a disaster—such as storms, floods, earthquakes, and droughts—each year,
causing 14 percent of GDP damage and affecting 11 percent of the population (Lee, Zang, and
Nguyen 2018). The capacity to cope with disasters is limited, while ongoing climate change is
increasing the frequency and intensity of natural disasters, posing an increasingly large budgetary
burden to Pacificisland countries due to the large costs for climate adaptation and reconstruction.?

Demographics. Some countries in the Pacific are facing a rapid decline in labor force, driven by
emigration, while others have a growing young population.® Declining labor force, especially
among high-skilled workers, could undermine economic growth and pose a rising fiscal burden,
while increased remittance inflows from emigrants could boost consumption. Population growth
could bring a demographic dividend, but it can also entail significantfiscal costs, such as education,
urban development, and social safety nets.

For example, the World Bank (2022) estimates that around 90 percent of donor spending for Solomon Islands was off
budgetin 2019.

Samoa's total spending needs to cope with climate change and natural disasters are estimated at about $650 million for
2022-26, 17 percent of GDP per year (IMF 2022b).

Compared to a decade ago, the working-age population declined by more than 10 percent in Marshall Islands and the
Federated States of Micronesia, while it increased by more than 30 percent in Papua New Guinea and Solomon Islands.
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4. Upgrading Fiscal Frameworks

The lastyears have demonstrated thatfiscal policy plays a critical role in mitigating the impact of large shocks,
protecting vulnerable households, and contributing to economic stabilization more broadly. Asia-Pacific
governments deployed a wide set of budget and off-budget tools to address the recent crises. While these
measures helped, as assessed in the previous sections, their cost was large and carried substantial risks.
Countries in the region have experienced an

uninterrupted rise in public debtsince 2007 amid

lower economic growth (Figure 17). Fiscal rules Figure 17. Post-Global Financial Crisis Change in
were suspended, modified, or breached espe- Debt and Growth in the Asia-Pacific

cially with the onset of the COVID-19 pandemic.
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Fiscal frameworks can be upgraded along
and better manage policy trade-offs. Building on
three areas for improvement. These have also

and in the literature.?? First, adopt a more
comprehensive risk-based approach to public
finances. This includes developing the tools (for
example, safety nets) to be able to respond to shocks in a timely and targeted way, which was challenging in
recentyears, and upgrading existing MTFFs. Second, make fiscal rules more effective and resilient, avoiding
ad hocand frequent suspensions or modifications. Third, develop fiscal strategies that tackle new challenges

21 Some countries already made changes or are debating possible modifications (for example, Bangladesh, Korea, Mongolia, and
New Zealand).

2 For example, a study by the European Commission (Weise 2023) highlights the importance of strengthening reporting of
comprehensive fiscal statistics (including extrabudgetary activities), having clearly specified numerical fiscal rules (including escape
clauses), having independentfiscal councils, and developing a medium-term approach to budgeting that stabilizes expectations.
These can help avoid procyclicality and allow a more transparent setting of political priorities. Battersby and others (2022) argue
for the need to develop institutional capacity for governments to provide large financial support measures during large crises
while managing risks. IMF (2021) also highlights that to be credible, governments should design fiscal frameworks that account
for and manage fiscal risks. Risk analysis should inform the fiscal targets and the flexibility embedded in frameworks to allow for
countercyclical responses, while budgets should also account for expected costs of loan guarantees, and the frameworks should
cover at least the general government.

17
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that will have long-term impacts and will require significant reforms and efforts—namely, population aging
and climate change. Taken together, these improvements can help achieve a better balance of the different
objectives of fiscal policy while keeping sound public finances.

A. A Comprehensive, Risk-Based Approach to Public Finances

A more comprehensive approach to fiscal policy would help improve the effectiveness of fiscal policy. We
highlightthree key pillars: the firstis to extend the horizon of public finances to the medium term. The second
is to broaden the coverage of the fiscal frameworks beyond the central government to help strengthen fiscal
management and promote greater transparency and accountability. The third pillar is strengthening the
ability to manage crises and fiscal risks.

Enhance Medium-Term Fiscal Frameworks

Improving fiscal management will require a more decisive move toward a medium-term policy orientation.
Despite the benefits, using medium-term plans as policy guidance has been challenging due to political
economic factors and capacity constraints (Caselli and others 2022; Vlaicu and others 2014). While many
Asia-Pacific countries prepare medium-term fiscal statements, their effectiveness tends to be limited.

Enhanced MTFFs could serve as a credible forward guidance to annual budgets. Making greater efforts to
anchor budgets on feasible and sustainable medium-term fiscal plans would help make fiscal policy more
credible and transparent, especially as budget decisions usually have implications beyond one year. Such
an approach would help to better identify risks and inform the design of current policies, which is lacking
in most Asia-Pacific countries. It would help illustrate the benefits of taking measures today to achieve
medium- to long-term policy objectives, such as raising tax revenues to fund investments to achieve the
SDGs (Figure 18) and improve capacity to manage shocks.?* The MTFF could also be complemented with
longer-term strategies to tackle climate change and population aging. Furthermore, setting credible medi-
um-term fiscal plans to achieve debt sustainability over time would allow for more gradual fiscal adjustments.

Setting fiscal anchors consistent with sound publicfinance principles and operational rules could strengthen
the medium-term orientation of fiscal policy. Committing to a medium-term anchor (for example, a safe debt
anchor) would help guide fiscal policy and establish credibility with market participants and the public in
general. Operational fiscal rules could be used to link more effectively the annual budget with the medi-
um-term objectives, while maintaining some degree of flexibility. For example, setting multiyear expenditure
ceilings consistent with achieving the fiscal anchor over time would allow a stable and predictable path of
expenditures. At the same time, the actual deficit could vary depending on the business cycle (by allowing
automatic stabilizers to work), and there should be an escape clause for large shocks (see the following
discussion).

Countries could consider further reforms, including using independent forecasts and establishing fiscal
councils, to improve the quality and credibility of medium-term fiscal plans. For MTFFs to be credible,
they need to be anchored by sound macroeconomic assumptions and projections, while costing of new
measures or reforms should be realistic. Systematically overoptimistic projections can lead to persistent
excessive deficits. Countries could consider using independent forecasts (for example, market forecasts)
as inputs to the preparation of medium-term fiscal plans and annual budgets. There is some evidence that
doing so is associated with smaller forecast errors and better credibility of the framework (Frankel and
Schreger 2016; Caselli and others 2022). Introducing fiscal councils—which are mostly absentin Asia-Pacific—
could contribute to strengthening transparency and accountability and raising the overall quality of fiscal
management. In some countries outside Asia, fiscal councils already provide independent macroeconomic

23 The formulation of national development plans and costing SDGs strategies would inform the formulation of the MTFF and the
budget. Nepal has successfully mapped more than 60 percent of the national budget to the 17 SDGs (UNESCAP 2019).
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Figure 18. Enhancing Revenue Collection Would Help Fund Development Goals in Asia and the Pacific

1. Additional, Climate-Adjusted, Cost to Achieve the 2. ... While Enhancing Low Tax Revenues Would Help.
SDGs Will Put Pressure on Budgets Over Time ... (Mean of respective group during 1995-2023,
(Percent of 2030 GDP in 2020 prices) percent of GDP)
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Sources: Aggarwal and others (2024); IMF, World Economic Outlook database; and authors’ calculations.
Note: AE = advanced economies; EM = emerging markets; LIC = low-income countries; PIC = Pacific island countries; ROW = rest of the
world.

forecasts and estimates for fiscal measures (for example, Brazil, The Netherlands, the United Kingdom, and
the United States). However, fiscal councils can demand significant resources and for countries with weak
capacity, the priority should be to develop their own ability to prepare MTFFs and budgets and collect and
disseminate comprehensive fiscal data.

A Comprehensive Approach to the Public Sector

Expanding fiscal coverage to include the entire public sector balance sheet would help better design
policies and assess and manage vulnerabilities. As seen during the pandemic, governments in Asia-Pacific
used SOEs, public banks, and extrabudgetary funds to respond to shocks. At the same time, these parts of
the public sector, together with subnational governments, can also present fiscal risks as central govern-
ments may face pressure to provide support if they are under financial distress. For example, fiscal costs
related to subnational bailouts averaged 3.5 percent of GDP perincident over 1990 to 2014, and the average
cost of government intervention in SOEs across a sample of 80 countries over the past decades exceeded
5 percent of GDP (Baum and others 2020). In addition, in several Asia-Pacific countries, SOE debt surpasses
10 percent of GDP, and public banks hold more than 40 percent of the total banking system assets in some
cases (for example, China, India, Indonesia, and Vietnam), emphasizing the need to monitor and limit
possible fiscal risks.

Bolstering government statistics and fiscal information would be an important step forward. In many
economies in the region, there is a need to significantly enhance the timeliness and quality of fiscal statistics
and disseminate comprehensive information on MTFFs and budgets. This should include efforts to collect
data and information on the wider public sector balance sheets and associated vulnerabilities (Figure 19),
which would strengthen risk management. Transparency is also critical for the effectiveness and credibility
of medium-term fiscal plans and fiscal rules.

Responding to Crises and Managing Risks

An area that remains underdeveloped in many Asia-Pacific countries is the ability to manage risks and adopt
timely countercyclical policies. Governments are passive risk takers, for example, when automatic stabi-
lizers operate (unemployment benefits, income tax revenues) in response to a negative economic shock,
leading to larger deficits and debt. Governments are active risk takers when they are taking on more risks
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the ability to respond to shocks. Partly, this
reflected that most Asia-Pacific governments

debt grew significantly between the global
financial crisis and pandemic in most countries
(Figure 20). Governments will need to save more
during normal times, depending on their debt carrying capacity, to increase ability to conduct counter-
cyclical policies. However, this may be difficult for countries with large development needs. Raising tax
revenues would help address both development needs and need to build buffers.

Strengthening institutions to respond to shocks with timely and targeted measures. Asia-Pacific govern-
ments had to face the pandemic with social safety nets that provided low coverage and were too small
to adequately protect the poorest, with coverage in Pacific island countries particularly dire (Figure 21).
Developing adequate traditional social safety nets would help ensure that support measures are better
targeted, timely, and cost effective, reducing the need to rely on discretionary measures.?®

Building institutional capacity to design, deploy, and manage exceptional fiscal support before a major
shocktakes place (see Annex 3). Such fiscal supportshould be transparent, reflected in budget documents,
and supported by a sound governance framework. For example, measures implemented by central banks
and development banks should be transparent and follow criteria to limit the potential fiscal costs. A well-
planned exit strategy would help target the support better, limit distortions in the economy, and contain
fiscal costs. Australia and the United Kingdom have established checklists and templates to ensure that
new financial support measures or contingent liabilities have adequate justification and that their risks are
assessed before approving them.

Battersby and others (2022) note that governments act as the financier of last resort during large crises by providing large financial
support measures. Such support prevented bankruptcies and attenuated the recession by increasing firms' liquidity, reducing risk
premiums, and boosting confidence. But they also carry large and long-lasting fiscal costs and risks.

See IMF (2022a) on strategies to help people bounce back. Furceri (2009) found that social spending devoted to the elderly and
unemployment are those that contribute more to provide smoothing across all categories of social spending.
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Figure 20. Changes in Public Debt during Crises
and Normal Times in Asia-Pacific
(Mean of respective group, percent of GDP)
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Sources: IMF, World Economic Outlook database; and authors’
calculations.

Note: AE = advanced economies; EM = emerging markets;

LIC = low-income countries; PIC = Pacific island countries.

= Such a comprehensive approach would allow
avoiding procyclical policies both at the onset
of the crisis or the aftermath. In addition, the
ability to quickly adopt countercyclical policies
would help maintain greater consistency with
monetary policy.

Developing capacity to identify and quantify the
different types of medium- to long-term fiscal risks
can help design current policies and avoid debt
distress in the future. Past studies show that even
excluding the COVID-19 pandemic, governments
experienced, on average, an adverse fiscal shock
of 6 percentage points of GDP approximately once
every 12 years (IMF 2016). Main fiscal risks, beyond
the ones emerging from the broader public sector
discussed earlier, include macrofiscal shocks, such
as unexpected changes in output, exchange rates,
or commodity prices. For example, a majority of
Asia-Pacific economies hold over a quarter of their
government debt in foreign currencies, making
them vulnerable to currency depreciation. Another
source of risks emanates from excessive leverage in

Figure 21. Social Safety Nets in Asia-Pacific
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Figure 22. Public and Private Debt in Asia-Pacific
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the private sector, especially in countries where private debt is large (Figure 22). There could be large fiscal
costs if governments decide to bailout private companies (sectors) that are highly leveraged due to concerns
with spillovers to the economy and financial sector (for example, problems in the real estate sector).



22

IMF DEPARTMENTAL PAPERS e Upgrading Fiscal Frameworks in Asia-Pacific

Governments can enhance their institutional framework to better manage fiscal risks, including through
better monitoring and mitigation. Countries can have afiscal risk unit that coordinates work in identifying key
risks and informing preparation of budgets and medium-term projections and strategies. Many countries in
Asia-Pacific already produce some information on their fiscal risks (the nature, size, and exposure) although
the quality varies, especially in quantifying risks (Annex 2). Lack of comprehensive data on the public sector
in many countries hampers risk management, although some countries have made progress. Australia has
a full coverage of general government flows and stocks, New Zealand publishes the public sector balance
sheet, and the Philippines publishes an annual fiscal risks statement. There could also be more systematic
efforts to adopt policies to mitigate risks. For example, (1) putting controls and limits on government guaran-
tees (as planned under Sri Lanka’s upcoming PFM law) and subnational government debt; (2) strengthening
governance across public agencies, public-private partnerships, and SOEs; and (3) strengthening the super-
vision and regulation of systemically important banks and public banks.

B. New Fiscal Rules?

Fiscal rules can help restore fiscal credibility in a period of high debt but need to balance with enough flex-
ibility to respond to adverse shocks. Fiscal rules should be primarily to constrain excessive and persistent
deficits that can lead to unsustainable debt dynamics. But rules should not be so rigid as to eliminate discre-
tion by governments on how to conduct fiscal policy, within sound principles, or to hinder response to
large shocks (like the pandemic). These trade-offs can be balanced by having simple fiscal rules as part of a
well-developed MTFF that allows flexibility to respond to shocks (Caselli and others 2022).2¢ The framework
can be based on general principles—preserve sound and transparent public finances—and include a medi-
um-term fiscal anchor and one operational rule that is under the control of the government and guides the
budget process (for example, New Zealand; Box 3). But to be effective and credible, it needs to be accom-
panied by stronger fiscal institutions, as discussed earlier.

Fiscal rules should be based on an assessment of risks and create the incentives to build enough fiscal
buffers during normal times to respond to adverse shocks. Fiscal rules in Asia and the Pacific are not neces-
sarily linked to risk considerations and most do not have well-defined escape clauses. A risk-based rules
approach would include:

= Medium-term fiscal plans that are more ambitious depending on the degree of fiscal risks, including by
linking the fiscal anchors to a debt sustainability assessment. When debt sustainability risks are high,
the rules should be less flexible and require a faster fiscal adjustment. This is what recent changes in the
European Union and Latin American countries are trying to achieve (Box 4).

Rules should incentivize building buffers over time—for instance, setting lower medium-term debt anchors
that involve accumulating fiscal buffers needed for large shocks. Countries could introduce correction
mechanisms for when there are large deviations from the rule. For example, Colombia has a correction
mechanism that requires a larger fiscal adjustment depending how much public debt is above the debt
anchor. In some countries, governments must present adjustment plans if debt is above a threshold.

= The framework should also allow flexibility to react to shocks through well-designed escape clauses. First,
escape clauses should define specific circumstances that are outside the government’s control under
which temporary deviations from the rules are allowed. Second, the activation of the escape clause should
require explaining the reasons and expected size of the deviation, in addition to setting a medium-term
path in a MTFF to return to below the limits under the rules. But it will be important to strike the right

2

o

See Larch, Malzubris, and Busse (2021) and Arnold and others (2022) on problems with European rules, including complexity,
lack of compliance, and focus on yearly budgets rather than credible medium-term plans. See Debrun and others (2018) for a
discussion on trade-offs when designing fiscal rules. Blanchard, Leandro, and Zettelmeyer (2021) and Furman and Summers (2020)
also discuss alternative options mainly in the context of the European case and for AEs.
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Figure 23. Fiscal Limits among Asian Emerging Market Economies

(Percent of GDP)
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2023 for a selected group of emerging markets. Panel 1 shows the relationship between deficit and debt levels. The peak of the curve
corresponds to the debt level consistent with the maximum sustainable primary deficit, given the economy’s potential growth and neutral
rate. Different regions of the diagram imply different deficit-debt combinations to maintain fiscal sustainability. The analysis assumes that
countries can at most run a surplus of 0.5 percent of GDP for a prolonged period.

balance between ensuring a timely return to the rules and avoiding abrupt corrections (Gbohoui and
Medas 2020). Third, governments should have frequent communication with the public, including the
implications of the activation of the escape clause, the expected size and duration of the deviation, and
the adjustment path to revert to the rule. A revised MTFF should be published to anchor expectations.

A key challenge to design fiscal rules is assessing fiscal limits, which can vary significantly across countries
and over time. There is a debt limit above which there is a high risk of triggering a fiscal crisis. Debt limits
can be estimated based on the maximum sustainable level of debt associated with a primary balance that
governments can sustain over long periods (Mian, Straub, and Sufi 2022). How much debt a government can
carry depends on structural factors, including potential growth, natural interest rates, the quality of institu-
tions, and policy frameworks. Changes in these characteristics can have a large impact on fiscal limits. For
example, in the post-COVID-19 period, fiscal limits appear to have significantly declined among Asian EMs,
primarily driven by higher long-term interest rates (partially due to global conditions) and lower potential
real growth.? To illustrate this effect, Figure 23, panel 1, displays two lines representing estimated fiscal limits
during the prepandemic (blue) and postpandemic (orange) periods for a hypothetical economy based on a
sample of Asian EMs. While there is large uncertainty around the level of fiscal limits, the estimates suggest
that the fiscal limit contracted significantly (from around 95 percent of GDP to below 78 percent of GDP).%
Moreover, Figure 23, panel 2, illustrates the sensitivity of the fiscal limits to changes in the interest rate-
growth differential (R-G) and the sensitivity (elasticity) of interest rates to debt-to-GDP levels. The uncertainty

% Before the COVID-19 pandemic, the long-term decline in the neutral interest rates increased governments’ ability to borrow over
time with maximum sustainable debt level for a typical EM rising from 70 to 95 percent of GDP (Caselli and others 2022).

28 This is a simulation based on an average of EMs in Asia (Brunei Darussalam, India, Indonesia, Maldives, Malaysia, Mongolia,
Philippines, Thailand, Sri Lanka), and there is large uncertainty around estimates given the need to estimate unobservable variables
(natural interest rates and potential growth). To calibrate the model, we assume the medium-term growth forecasts as a proxy for
potential growth rates and long-term bond yields as indicative of the natural interest rates. In instances where data on long-term
bond yields is unavailable, we use the policy rate plus a term premium of around 1.5 percent. An in-depth analysis is needed to
estimate fiscal limits for individual countries.
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Figure 24. Setting a Debt Anchor around fiscal limits can also reflect factors thatvary
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buffers. Countries can set the debt anchor such

that the debt limit will be exceeded only with a
low probability when accounting for risks (Figure 24). The size of buffers is country-specific, depending
how debt dynamics are affected by shocks to key variables (for example, economic growth, interest rates,
and exchange rates).?’ It also depends on debt management (maturity, composition of debt, liquidity). The
smaller the buffers, the more limited is the ability to adopt countercyclical policies and manage large shocks
to the public sector balance sheet.

The choice of fiscal rules will depend on economic circumstances and existing institutions (Table 1).
Countries will need to choose among the rules that can fit better their priorities—for example, need to
reduce debt risks or a better balance between sustainability and stabilization—and capacity to implement
and monitor (complex) rules. When debt is close to safe levels, a debt anchor could be appropriate to guide
medium-term fiscal plans. But this may not be the best approach if countries have debt levels well above the
appropriate (safe) debt level, and in this case, the desirable strategy is a gradual reduction in vulnerabilities.
This is the approach in Sri Lanka, where a primary balance limit, consistent with restoring debt sustainability,
was viewed as a better choice for a medium-term anchor (Box 3).3° Multiyear expenditure ceilings will also
be adopted in Sri Lanka, as an operational limit for the annual budget and to ensure consistency between
budgets and medium-term anchors. For commodity exporters, fiscal frameworks, including rules, need
to be resilient to large positive or negative terms-of-trade shocks, that can have disruptive effects in the
domestic economy, and to long-term effects of the depletion on nonrenewable resources.®

C. Longer-Term Perspective to Address Climate and Aging

Aging and climate change in Asia-Pacific are expected to have a large impact on fiscal accounts over the
next decades. Population growth is projected to become negative in early 2030s and 2040s in Asia-Pacific
EMs and LICs, respectively, and it is already shrinking in some countries (for example, China, Japan, and
Korea). The adverse demographic trends could reduce the average annual growth rate during 2020-50 by

2? See IMF (2018) and Akanbi, Gbohoui, and Lam (2023) on how to calibrate fiscal rules.

30 Fixing a limit for debt at this juncture is neither feasible nor desirable. Central government debt stood at close to 116 percent of
GDP in 2022. Setting a numerical debt limit at a “safe” level to be achieved in the near term would require a large and disruptive
fiscal adjustment.

31 Eyraud, Gbohoui, and Medas (2023) propose options depending on the degree of dependence on commodities and other
characteristics.



Table 1. Main Types of Fiscal Rules

Type of Rule

Debt ceiling

Deficit ceiling

Expenditure ceiling

Revenue floor or
ceiling

Structural balances

Description

Limit on total (or
external) stock of
public debt (as share
of GDP). Usually set
for the central or
general government.

Limit on overall or
primary balance as
share of GDP.

Multiyear limit on

the level (or growth
rate) of total or
primary expenditures.

Either minimum level
of revenue or ceiling.

Balances corrected
by the business cycle
or commodities.
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Main Goals

Debt sustainability.

Debt sustainability

Debt sustainability;
stabilization; control

size of expenditures.

Ensure desirable
level of revenues to
fund the budget.

Debt sustainability
and stabilization.

Implications as an
Operational Rule

Can lead to
procyclical policies
if debt levels are
near the ceiling.
Debt can be volatile
for reasons outside
the government
control (for example,
exchange rate).

Effective if priority is
to contain or reduce
debt risks but could
lead to procyclical
policies.

Easy to implement.
Spending levels in
the budget should
include buffers for
frequent shocks (for
example, inflation).

Will not ensure
debt sustainability
or stabilization on
its own.

Have the advantage
of being counter-
cyclical but can be
complex and lack
transparency.

Implications as
a Medium-Term
Anchor

Allows flexibility in
any given year, only
need to converge
to anchor over
time. Needs to be
calibrated with
sufficient buffers
and preferably
accompanied by an
operational rule.

Allows flexibility

as only need to
converge to anchor
over time. Should
be done with an
operational rule.

Should be set
consistent with
an anchor closely
linked to debt
sustainability (for
example, debt or
deficit limits).

Will not ensure
debt sustainability
or stabilization on
its own.

Needs to be
calibrated to
achieve safe
debt levels.
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0.5 to 1 percentage point in rapidly aging economies in Asia, such as China, Japan, Korea, and Thailand
(IMF 2017). Absent policy measures, age-related expenditure (pensions and health care) is expected to
rise by more than 2 percent of GDP during 2023-30 in some countries (Figure 25). Such pressures could
erode publicfinances and constrain Asian countries’ other priority spending. Asia also has some of the most
vulnerable countries to climate change (for example, Bangladesh and Pacific island countries) including
sea-level rise and natural disasters, and addressing it will likely have substantial costs, including on adapting
infrastructure (Dabla-Norris and others 2021). Despite these significant impacts, consideration of these risks
is not common in the MTFFs of Asia-Pacific economies.

Tackling climate change and aging will have long-term effects and require adopting reforms with large
intergenerational tradeoffs and fiscal frameworks need to be adjusted to reflect these challenges. Some
countries are already starting to produce long-term fiscal sustainability analysis to different degree (for
example, Canada and Europe) which can help inform the public debate for the needed reforms. In Asia-
Pacific, for example, Australia’s intergenerational report presents 40-year projections of the fiscal position
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Box 3. Enhancing Fiscal Rules in Asia: New Zealand and Sri Lanka

New Zealand has a long history of using procedural and numerical rules in their fiscal framework.
The Public Finance Act of 1989 laid out the initial public financial management framework. Numerical
fiscal rules and fiscal responsibility principles were first introduced in 1994 (Fiscal Responsibility Act),
and additional principles and fiscal reporting provisions were subsequently introduced. Fiscal policy
is guided by the principles to run appropriate operating balances to attain and maintain prudent
public debt levels.

After suspending the debt target range during the pandemic, New Zealand reintroduced a new set
of fiscal rules in 2022. Two new fiscal rules were introduced: (1) an operating rule: the operating
balance before gains and losses to be brought back to a surplus, and then for small surpluses to be
maintained on average over time; (2) maintain net debt as share of GDP at a prudent level, estimated
at 50 percent of GDP based on the net core Crown debt measure. The new government, in late 2023,
made some updates to the framework while keeping broadly the same goals: bring the operating
balance to surplus by 2027/28 and over time maintain operating surpluses sufficient to ensure consis-
tency with the debt objective, and put net core Crown debt on a downward trajectory toward 40
percent of GDP and over time maintain it within a range of 20 percent to 40 percent of GDP, subject
to economic shocks. The new rules are intended to keep fiscal sustainability as priority, while allowing
flexibility to respond to shocks. The net debt ceiling ensures that there are sufficient fiscal buffers to
tackle adverse shocks.

Sri Lanka'’s current fiscal framework did not prevent a fiscal deterioration and debt default, mainly
due to weak compliance. The Fiscal Management (Responsibility) Act of 2003 introduced limits on
debt, the fiscal deficit, and government guarantees. However, compliance has been weak despite
envisaging parliamentary and public scrutiny. Several economic shocks and large tax cuts led to a
surge in public debt, a loss of market access, and a default on some external debt obligations in 2022.

The authorities are revamping their fiscal framework to strengthen transparency and accountability. A
new public financial management bill instilling principles of fiscal responsibility through an enhanced
rule-based framework and more efficient budget preparation processes is under discussion. The
bill incorporates key elements of budget preparation and approval processes, public investment
management and public-private partnerships, among others. The proposed framework centers
around the long-term objectives of debt reduction and building fiscal buffers. At the core of the new
fiscal framework are a medium-term primary balance anchor consistent with debt sustainability and
a primary expenditure ceiling as the operational rule. The expenditure ceiling is set in the law and
would apply for an initial five-year period.

The new draft law gives a more prominent role to the medium-term financial framework and
strengthens fiscal reporting. It requires the preparation and publication of an annual Fiscal Strategy
Statement that sets the primary balance and expenditure ceiling targets over the medium term. It
requires that the cabinet set the primary balance targets and that draft budgets are consistent with
the primary expenditure ceiling. It will require a top-down approach to fiscal planning, with the medi-
um-term financial framework and expenditure ceiling binding over the budget process. There is also
a requirement for a Fiscal Responsibility Report which includes the Fiscal Strategy Statement and
the medium-term projections. In exceptional cases, where ex ante deviations are unavoidable, the
Minister of Finance must justify the circumstances and include remedial measures in the budget. Ex
post deviations from the primary expenditures ceiling would be permitted only if the escape clause
is triggered, requiring the Minister of Finance to present a justification to parliament and a supple-
mentary budget and updated medium-term fiscal framework.
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Box 4. Recent Reforms to Fiscal Frameworks: Experience Outside Asia

Countries around the world have been adjusting their rule-based frameworks to restore fiscal cred-
ibility while at the same time allowing for more flexibility. In some cases, this could result in complex
rules that may prove difficult to implement and communicate.

Before reinstating the fiscal rules that were suspended in 2020, the European Union adopted a new
economicgovernance frameworkin 2024. It puts a greater emphasis on country-specific medium-term
fiscal structural plans to promote sustainable public finances and encourage growth-supporting
reforms and investments. Countries that face risks to their public finances are required to submit
adjustment plans that restore fiscal sustainability based on a long-term debt sustainability analysis.
The operational rule guiding the fiscal adjustment plans is the primary expenditures net of cyclical
unemployment expenditure, one-offs, and temporary expenditure and revenue measures (net expen-
diture path). The adjustment period can last between four and seven years depending on whether
countries commit to reforms.

Restoring and securing fiscal sustainability is specified in two dimensions. Public debt should
be plausibly placed on a downward path or maintained at prudent levels (debt benchmark). The
framework requires an adjustment large enough to put debt on a declining path for 10 years at the
end of the adjustment. Fiscal deficits (deficit benchmark) should be brought below 3 percent of GDP
and maintained below this level for the entire postadjustment 10-year period. The framework also
includes two minimum adjustment safeguards. If the debt levels are above 60 or 90 percent of GDP,
debt should fall by no less than 0.5 or 1 percent of GDP annually. If the structural deficit is above 1.5
percent of GDP, there will be a minimum required annual adjustment. Member states that either have
a deficit that exceeds 3 percent of GDP or fail to implement the net expenditure path can be placed
in an Excessive Deficit Procedure and be required to make a minimum annual fiscal adjustment (0.5
percent of GDP).

Brazil has recently introduced significant changes to make the framework more flexible. The expen-
diture rule (no real growth) in the constitution has been replaced by a new rule-based framework:
(1) set a three-year path, within a band, for the primary balance to stabilize public debt at sustain-
able levels; and (2) real federal spending growth with floor of 0.6 percent and ceiling of 2.5 percent,
contingent on revenue collection and the distance to the primary balance targets. Spending growth
(as percentage of revenue growth) will have a tighter limit of primary balance outside of the band.
In addition, there is a floor on public investment of 0.6 percent of GDP and a cap on the increase in
public investment.

Colombia strengthened further the fiscal rule framework after the pandemic, especially by adding
a correction mechanism depending how far debt is from the debt anchor. In addition, Colombia
also has a medium-term fiscal framework, escape clauses, and a fiscal council. The correction
mechanism involves a debt limit (71 percent of GDP) and a prudent debt anchor (55 percent of GDP).
The automatic adjustment depends on the gap between the actual debt level and the debt anchor.
If debt is above the limit, the structural primary balance needs to be at least 1.8 percent of GDP to
ensure a faster debt reduction.

Chile has also been making changes to its framework and fiscal institutions to strengthen effective-
ness and credibility. The framework remains anchored on the structural balance (adjusted for the
commodity cycle), but it needs to be consistent with medium-term debt anchor (45 percent of GDP)
based on an analysis of debt sustainability (adopted in 2022). In 2019, a fiscal council was also created.
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Figure 25. Increases in Age-Related Spending and
the Elder Population Share in Asia-Pacific
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Sources: IMF, Fiscal Monitor database; United Nations, World
Population Prospects database; and authors’ calculations.

Note: Bubble sizes show the net present value of the increase in
age-related spending over 2022-50. Data labels in the figure use
International Organization for Standardization (ISO) country codes.

under unchanged policy settings, accounting
for demographic changes and other expected
changes in the economy (for example, struc-
tural changes as a country shifts resources to
the green economy or to the health care sector),
with a view to assessing long-term fiscal sustain-
ability (Commonwealth of Australia 2023). The
New Zealand 2021 sustainability report under-
takes projections beyond the medium term
on how the fiscal position might evolve with
new policies. The long-term analysis allows
identifying policies under alternative demo-
graphic, economic, and fiscal policy scenarios.
The report could motivate a discussion about
required policy interventions and cost of imple-
mentation that should be reflected in the design
of the medium-term fiscal plans. For LICs and
Pacific island countries, the involvement of the
international community will be critical given
capacity constraints.

MTFFs can also be upgraded to reflect the tran-
sition to a green economy. The complex policy

trade-offs make adopting green fiscal rules (that exclude “green” spending) difficult and not credible—it

would undermine debt sustainability or require drastic cuts in non-green spending without a public debate.
Instead, some governmentsinthe region have been making effortsto incorporate climate issuesinto the fiscal

framework. Bangladesh, one of the most vulnerable to climate change, after conducting Climate Change
Public Expenditure and Institutional Reviews in 2012, formulated a Climate Fiscal Framework in 2014 to help
track climate-related expenditure as well as other costs of climate-related fiscal policies (Government of the
People's Republic of Bangladesh 2020). In recent years, the Climate Fiscal Framework provided information
on costing of climate fiscal policies and explicitly integrated climate into the annual budget process and
MTFF.32 Caselli, Lagerborg, and Medas (2024) propose a move toward greener MTFFs by:

= Incorporating the effects of climate change and natural disasters in medium-term projections (for

example, impact on growth and government revenue and expenditure). The MTFF should also include

climate-related risks. Analysis of a longer-term projection would identify risks that may materialize beyond

the medium-term horizon.

= Costing different policies and measures and their consistency with achieving climate objectives (for
example, effects of carbon taxes or energy subsidies). Taking into account the economic and budgetary

impact of mitigation and adaptation policies would help design an appropriate mix of fiscal tools consis-
tent with the broader medium-term fiscal strategy.*® Debt sustainability analysis should include the effects
of climate change and natural disasters, including the impact of different policies.

32 Cambodia, Nepal, Philippines, and Vietnam are making efforts to incorporate climate spending in the budget (Hallegatte and

others 2019).

3 For example, spending on climate change adaptation should be weighed against the case of inaction, which would resultin lower
potential growth and larger climate-related shocks over time. Adaptation policies could make the economy more resilient to natural
disasters, which would imply that fewer fiscal buffers will be needed in the future to deal with negative shocks.
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= Better reflecting the effects of climate change and associated policies in designing rules. For example,
fiscal and debt projections should incorporate the effects of climate change and adaptation measures,
which will affect the calibration of the fiscal rules and the size of fiscal buffers needed. The rules should be
reviewed regularly (for example, every five years) to reflect reassessments of climate risks. Countries are
also adopting escape clauses to account for large natural disasters.

= Adopting other green PFM practices throughout the budget and investment process. Governments are
increasingly adapting their budget institutions and processes to better align their policies with climate
and environmental commitments.34

3 For a review of green PFM practices, see Gonguet and others (2021) and Aydin and others (2022).
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5. Conclusions

Fiscal policy has played a key role in responding to large shocks in many Asia-Pacific economies in the past
decade and a half. Fiscal policy became more countercyclical in Asia-Pacific in general, although financing
constraints hindered policy responses in some cases, especially LICs. Many governments adopted excep-
tional fiscal support as the crises developed and automatic stabilizers (safety nets) proved too weak.

The more active fiscal policy approach came at a cost, notably higher public debt. The COVID-19 pandemic
put further pressure on fiscal frameworks, with more countries breaching or modifying their fiscal rules
and falling short on building enough fiscal buffers during good times. The more adverse growth outlook
and higher interest rates implies that the maximum amount of debt that can be sustained (fiscal limit) has
contracted. It will make it more difficult to manage the growing spending pressures from aging, achieving
the SDGs, and tackling climate change.

More robust fiscal frameworks in Asia-Pacific would help in managing policy trade-offs and risks. First, it is
important to introduce a medium-term horizon to fiscal policy. While many countries already have MTFFs,
they are underdeveloped and not effective. Upgrading medium-term fiscal plans and risk assessments will
help to identify what measures are needed today to achieve medium- to long-term policy objectives and
increase the credibility of fiscal policy. For example, developing a credible gradual fiscal adjustment would
allow debt sustainability concerns to be addressed while avoiding large adjustments. An MTFF can also
help build support to raise tax revenue to fund the SDGs and manage fiscal risks. Second, broadening fiscal
coverage and boosting the quality of government finance statistics and fiscal information would be helpful.
Governments also need to assess and communicate the long-term impact of climate change and aging on
public finances. MTFFs can be upgraded to reflect the transition to a green economy, including by incorpo-
rating the effects of climate change and adaptation policies in projections, debt sustainability assessments,
and the calibration of fiscal rules.

Governments are expected to be more proactive in shielding households and the economy from shocks,
which implies taking on and managing larger risks. Countries in the region will need to strengthen their
ability to manage economic shocks while protecting the soundness of public finances. A key element is to
create incentives to accumulate larger fiscal buffers during normal times. In addition, as many Asia-Pacific
countries have underdeveloped safety nets, enhancing them would allow for swifter and better targeted
responses. Upgrading the institutional capacity to design, deploy, and manage exceptional measures
would help ensure that they are timely and better targeted during crises. The improved fiscal tools would
help ensure that policies are more countercyclical (both entering and exiting crises) and consistent with
monetary and other policies. Finally, countries need to enhance the management of fiscal risks, including
monitoring and mitigation.

Simple and risk-based fiscal rules, within a robust MTFF, can help increase ownership and accountability
by governments. Fiscal rules should primarily help constrain excessive deficits, preventing unsustainable
debt dynamics, while allowing enough discretion to respond to shocks. Adopting simple fiscal rules, which
are easier to monitor, as part of a well-developed MTFF that allows flexibility to respond to shocks, can be
a more robust alternative. The fiscal framework can include a medium-term fiscal anchor and operational
rules that align medium-term goals and annual budgets. The rules should be linked to an assessment of risks
and incentivize building fiscal buffers over time. Well-designed operational rules and escape clauses can
provide flexibility to adopt countercyclical policies and respond to crises but need to be accompanied by
stronger fiscal institutions. Promoting independent analysis of fiscal developments and plans, including by
fiscal councils, can help promote credibility and accountability.
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Annex 1. Fiscal Stabilization in Asia-Pacific

This annex describes the empirical approach followed in this paper toward measuring fiscal stabilization and
discusses the results in detail.

Estimating Fiscal Stabilization Coefficients

The methodological framework follows Jalles and others (2023) where the degree of fiscal stabilization (how
fiscal policy stabilizes output) is defined in terms of the product of the degree of fiscal countercyclicality and
the effect of fiscal policy on the economy—the fiscal multiplier. With fiscal multipliers being hard to measure—
and more so in a time-varying fashion—this framework assumes the countercyclical coefficient is a proxy for
fiscal stabilization, with the caveats this entails. Specifically, the average fiscal countercyclicality in a group of
countries over a certain time period is estimated by a panel regression that takes the following form:

b,=a +7t,+Bx,+e, (1)

where b, is a measure of government balance in country c at time t, x_, is a measure of economic activity,
a_and 7, are country and time fixed effects, and €,,is a white noise disturbance term. The variable of interest
is the estimated value of B, which seeks to measure the degree of fiscal countercyclicality. The empirical
literature recognizes the challenges and difficulties in providing accurate estimates of fiscal countercycli-
cality—with this equation ignoring the impact of fiscal policy on economic activity and thus the estimate
of B suffering from endogeneity. By ignoring this feedback loop, the estimate is downward biased—for
positive fiscal multipliers®*—with the size of the bias affected by the volatility of structural shocks and the size
of the fiscal multipliers. Therefore, assessments of fiscal countercyclicality over time and across different
country groups rest on the assumption that such structural shocks and multipliers do not change over time
Or across groups.

Equation (1) is first estimated with b _, given by the overall budget balance in percent of GDP and x_, given by
the real GDP growth. In this case, the estimated B measures the overall degree of fiscal countercyclicality.
To understand the composition of overall fiscal countercyclicality, equation (1) is re-estimated with b_, given
by two different but complementary components of overall budget balance: cyclically adjusted balance in
percent of GDP to measure the countercyclicality of discretionary policy and the remaining balance (that
is, the difference between overall budget balance and cyclically adjusted balance) in percent of GDP to
measure the countercyclicality of automatic stabilizer.®®

The implicit assumption that the countercyclicality does not change across a set of countries and across time
is an important limitation of estimating equation (1). While a larger set of countries and a longer time period
entail a larger sample and therefore higher statistical power, if the coefficients in fact vary across countries
and time, the results from the panel could be misleading. In this context, to accommodate the estimation of
country-specific and time-varying fiscal countercyclicality coefficient, a similar equation is estimated but in
a 10-year rolling window for individual countries:

35 Most studies find positive fiscal multipliers particularly at shorter time horizons (Spilimbergo, Schindler, and Symansky 2009).
However, some studies found negative multipliers for very open economies and those with high debt levels (llzetzki, Mendoza,
and Végh 2011).

3¢ For countries for which cyclically adjusted balances are available in the IMF's World Economic Outlook database, the estimation
uses World Economic Outlook data. For other countries, cyclically adjusted balances are calculated using Hodrick-Prescott-based
output gaps. First, potential GDP is calculated using one-sided Hodrick-Prescott filter. Second, cyclically adjusted revenues and
expenditures are calculated based on assumed elasticity of government revenues and government expenditures to potential GDP
as one and zero, respectively (Girouard and André 2005; Mourre and others 2013), and cyclically adjusted balances (in percent of
potential GDP) are calculated as the difference divided by potential GDP.
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bct = acr + B Xt Ect’ (2)

ct”ct

where B_ is the fiscal countercyclicality coefficient for country c in a rolling window of specific length.

Data is from the IMF's World Economic Outlook database. The whole sample consists of 187 economies
including 35 Asia-Pacific economies and covers the period between 1995 and 2023. For subperiods, the
pre-global financial crisis sample covers years before and including 2007, and the post-global financial crisis
sample covers the years after and including 2008. Statistical significance is reported at a 90 percent confi-
dence level. Baseline results are based on the sample excluding oil exporters, because their fiscal balance
and real GDP growth could be significantly affected by oil prices and therefore countercyclicality estimates
may not reflect the stabilization role of fiscal policy. These countries include Algeria, Angola, Azerbaijan,
Bahrain, Bolivia, Brunei Darussalam, Chad, Colombia, Democratic Republic of Timor-Leste, Ecuador,
Equatorial Guinea, Gabon, Guyana, Iran, Iraq, Kazakhstan, Kuwait, Libya, Nigeria, Norway, Oman, Papua
New Guinea, Qatar, Republic of Congo, Saudi Arabia, South Sudan, Turkmenistan, United Arab Emirates,
Venezuela, and Yemen. This annex presents some results including oil exporters.

Average and Time-Varying Fiscal Countercyclicality

Fiscal policy has played a more active role in economic stabilization in Asia-Pacific since 2008, especially
in AEs (Annex Figure 1.1, panel 1). On average, fiscal policy was broadly neutral in Asia-Pacific. Specifically,
for the entire Asia-Pacific sample during 1995-2023, fiscal balance would be about 0.2 percent of GDP
lower (higher) in response to 1 percentage point lower (higher) growth, which is not statistically different
from zero. However, there is large variation across income groups and individual countries and across time
periods. AEs saw their coefficient rise from 0.1 to 0.6 after the global financial crisis—the latter means that
for a 1 percentage point decline (increase) in real economic growth, the fiscal balance is estimated to dete-
riorate (improve) by almost 0.6 percent of GDP. For EMs, the estimates have been more stable, about 0.2

Annex Figure 1.1. Fiscal Countercyclicality Coefficients in Asia and the Pacific
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Source: Staff estimates.

Note: In panel 1, blue and light blue bars denote the estimated fiscal countercyclicality coefficient for discretionary measures and
automatic stabilizers from equation (1) on a post-global financial crisis sample of Asia-Pacific countries in specific income groups. Orange
diamonds denote that for the overall budget balance on pre-global financial crisis samples. In panel 2, the solid line denotes the median
of all countries’ estimated time-varying overall fiscal countercyclicality from equation (2) in each year, and the shaded area denotes the
interquartile range between the 25th and 75th percentile of distribution in each year. AE = advanced economies; EM = emerging
markets; GFC = global financial crisis; LIC = low-income countries; PIC = Pacific island countries.
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Annex Figure 1.2. Average Fiscal Annex Figure 1.3. Fiscal Countercyclicality During

Countercyclicality: Weak versus Strong Growth the Global Financial Crisis and the Pandemic
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90 percent confidence interval of the difference. AE = advanced countercyclicality coefficient for the discretionary component and
economies; EM = emerging markets; LIC = low-income countries; the automatic stabilizer, respectively, based on five-year windows
PIC = Pacific island countries. that include the global financial crisis (2008 or 2009) or the

pandemic (2020).

percent on average in both samples. For LICs, the evidence is not conclusive, with results pointing to a shift
from somewhat countercyclical fiscal policy (with an estimate of 0.2 percent) to neutral (with an estimate
of 0 percent) while both estimates are not statistically significant given wide variation among countries.
For Pacific island countries, fiscal countercyclicality estimates became smaller—from 0.3 percent before the
global financial crisis to 0.2 percent afterwards—and not statistically significant after the global financial
crisis. Time-varying estimates also suggest that variation in fiscal countercyclicality in Asia-Pacific region
has been mainly driven by responses during large shocks, for example, the global financial crisis and the
pandemic (Annex Figure 1.1, panel 2).

Overall countercyclicality is the largest in AEs. In terms of the components, automatic stabilizers are the
largest in AEs, followed by EMs and LICs, which likely reflects their differences in revenue mobilization and
social safety nets. Discretionary measures are also larger in AEs, followed by EMs with neutral discretionary
measures, while LICs appear to have procyclical discretionary measures. Pacific island countries have coun-
tercyclical automatic stabilizers but neutral discretionary measures.

The fiscal policy response tended to be stronger during economic downturns. To investigate potential
asymmetric responses of fiscal policy during the business cycle—for example, whether the response is larger
during cyclical downturns—equation (1) is augmented by interacting growth with a dummy for years with
below-median growth of each country. The results suggest that AEs in Asia-Pacific pursue more counter-
cyclical policies during periods of weak (that is, below-median) growth, with fiscal balances declining by
an additional 0.2 percent of GDP in response to 1 percentage point reduction in growth, compared to
periods of strong (that is, above-median) growth (Annex Figure 1.2). Similar results are also found in EMs and
LICs but to a smaller degree—the additional deterioration in fiscal balances is less than 0.1 percent of GDP.
Although the additional deterioration in fiscal balance is estimated to be large in Pacific island countries
(about 0.2 percent of GDP), it is not statistically significant.
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Annex Figure 1.4. Fiscal Countercyclicality During the Global Financial Crisis and the Pandemic

1. Fiscal Countercyclicality during the Global Financial 2. Deviation in Fiscal Balances and Growth from
Crisis and the Pandemic: Income Groups Previous Three-Year Average for the Global
(Percent of GDP) Financial Crisis and the Pandemic: Income Groups
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Source: Staff estimates.

Note: In panel 1, blue and light blue bars denote the estimated fiscal countercyclicality coefficient for the discretionary component and
the automatic stabilizer, respectively, based on five-year windows that include the global financial crisis (2008 or 2009) or the pandemic
(2020). In panel 2, orange and light orange bars denote the deviation in the balances from discretionary policy and automatic stabilize,
from their previous three-year average, and purple diamonds denote the deviation in growth from its previous three-year average.

AE = advanced economies; EM = emerging markets; GFC = global financial crisis; LIC = low-income countries; PIC = Pacific island
countries.

The different fiscal responses are also clear when looking at the periods around the global financial crisis
and the COVID-19 pandemic (see Annex Figure 1.3 for individual countries). In AEs, the estimated coun-
tercyclicality coefficient increased from 0.9 during the global financial crisis to 1.2 during the pandemic
(Annex Figure 1.4, panel 1).*” The increase was mainly driven by discretionary measures—its countercycli-
cality coefficient increased from 0.7 during the global financial crisis to 1.0 during the pandemic. Looking
at the deterioration in fiscal balances and growth (relative to previous three-year averages) during these
crises, fiscal balances in AEs in Asia-Pacific deteriorated the most during the pandemic compared to other
groups, by almost 6.5 percent of GDP on average, while growth declines are smaller on average (Annex
Figure 1.4, panel 2). For EMs, both discretionary measures and automatic stabilizers—the former to a lesser
degree—became more countercyclical during the pandemic than during the global financial crisis, leading
to an increase in overall countercyclicality. Fiscal balances deteriorated significantly during the pandemic,
but the decline in growth was larger than other groups. For LICs, discretionary measures remained neutral
during the pandemic—contrary to the global financial crisis when discretionary measures had an estimated
countercyclicality of 0.2—and there was little deterioration in fiscal balances despite large growth declines.
For Pacific island countries, the overall countercyclicality increased during the pandemic, mainly driven by
discretionary measures turning countercyclical.

Countercyclical policy response became stronger than in other regions, especially in AEs. Before the global
financial crisis, the countercyclicality estimates in Asia-Pacific AEs was one-third of their peers in Europe and
in North America (0.1 versus 0.3). EMs in Asia-Pacific were more countercyclical than their peers in other
regions, although both estimates were not large (0.2 versus 0.1). LICs in both Asia-Pacific and other regions
tended to pursue acyclical policies with statistically insignificant countercyclicality estimates. After the onset
of the global financial crisis, fiscal policy became more countercyclical in AEs in Asia-Pacific than in other

37 The estimates for the global financial crisis are the average of all country-specific time-varying estimates based on a five-year time
window that includes 2008 and 2009 (that is, years during 2005-09) for specific country groups, and those for the pandemic are
based on a five-year time window that includes 2020 (that is, years during 2016-20).
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regions (Annex Figure 1.5). Countercyclicality
in Asian EMs became similar with their peers
in other regions, but it became less countercy-
clical in LICs in Asia-Pacific than other regions
(although both with wide variation).

In response to large crises, AEs and EMs in
Asia-Pacific pursued more countercyclical fiscal
policies than their peersin other regions. During
the global financial crisis, the overall countercy-
clicality coefficient in Asia-Pacific AEs (about 0.9

on average) was larger than that of their peers in
Europe and North America, which was about 0.7
on average (Annex Figure 1.6). With increased
countercyclicality during the pandemic in all of
them, AEsin Asia-Pacificachievedthis by pursing

more discretionary measures but having lower
automatic stabilizers. For EMs, overall counter-

cyclicality was broadly similar to their peers in
other regions and exceeded their peers during
the pandemic mainly due to countercyclical

Annex Figure 1.6. Fiscal Countercyclicality during the Global Financial Crisis and the Pandemic: Across

Income Groups and Regions
(Percent of GDP)
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Annex Figure 1.5. Fiscal Countercyclicality:
Asia-Pacific versus ROW, Post-Global Financial
Crisis

(Percent of GDP)

0.6 | M Discretionary measures -
M Automatic stabilizers

0.5

0.4

0.3

0.2

0.1

0

-0.1+ -

_0.2 | | | | | |
Asia- | ROW | Asia- | ROW | Asia- | ROW

Pacific Pacific Pacific
AE EM LIC

Source: Staff estimates.

Note: Blue and orange bars (solid and light colored) denote the
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advanced economies; EM = emerging markets; LIC = low-income
countries; PIC = Pacific island countries; ROW = rest of the world.
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(2020). GFC = global financial crisis; ROW = rest of the world.
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Annex Figure 1.7. Fiscal Countercyclicality: discretionary measures. In both AEs and EMs,

Asia-Pacific, Pre- and Post-Global Financial Crisis, Asia-Pacific countries relied more on discre-
Including Oil Exporters tionary measures to pursue countercyclical fiscal
(Percent of GDP) . . . o
policies, while automatic stabilizers were smaller
08 | B Post-GFC discretionary measures - than that in their peers. On the other hand, LICs
B Post-GFC automatic stabilizers in Asia-Pacific pursued less countercyclical
06 - @ Pre-GFC overall -

responses to both crises—mainly driven by less
04 | . countercyclical or even procyclical discretionary

. measures—in contrast to their peers’ counter-
02 r . - cyclicality. Meanwhile, fiscal responses to large
0 - l shocks in Pacific island countries have been

relying significantly on automatic stabilizers

=027 - while discretionary measures became counter-
_oal . cyclical during the pandemic.
06 Including oil exporters in the analysis brings
AE EM Lic PIC more noise given their fiscal balances and
Source: Authors’ calculations. ianifi ;
rowth could be affected significantly by oil
Note: Blue and light blue bars denote the estimated fiscal 9 . . 9 . Yy
countercyclicality coefficient for the discretionary measures and prices. Depending on the share of oil revenue
the automatic stabilizers on post-global financial crisis sample, and oil GDP in overall revenue and GDP respec-
respectively. Orange diamonds denote that for the overall budget . . ' .
balance on pre-global financial crisis samples. AE = advanced tively, and the degree of oil revenue affecting
economies; EM = emerging markets; GFC = global financial government expenditure, the countercyclicality

crisis; LIC = low-income countries; PIC = Pacific island countries. .
estimates based on overall balance and overall

GDP growth may be contaminated by oil prices

and thus not reflect the stabilization role of fiscal
policy. For example, with oil exporters included, EMs in Asia-Pacific would have procyclical fiscal policies
after the global financial crisis and LICs would have neutral discretionary measures after the global financial
crisis but overall procyclical policies before the global financial crisis (Annex Figure 1.7). The differences in
estimated countercyclicality are mainly driven by those outlier estimates of oil exporters.
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Annex 2. Fiscal Frameworks in Asia-Pacific

This annex takes detailed stock of fiscal frame- Annex Figure 2.1. Fiscal Frameworks in Asia-Pacific
works in the Asia-Pacific region, based on a Countries ,

(Percent of countries)
survey that was completed by IMF teams for

37 countries and economies in the region. 80} BAM -
The survey is composed of (1) fiscal rules, (2) 20 :E'\(/:' )
MTFFs, and (3) fiscal councils, covering the H PIC

period up to 2022 (Annex Figure 2.1, Annex 60
Table 2.1). The questionnaire on fiscal rules 50
and fiscal councils follows previous IMF surveys
conducted by the IMF Fiscal Affairs Department
(see Davoodi and others 2022a, 2022b, 2022c¢). 30
The following sections describe the definitions 20
of fiscal rules, MTFFs, and fiscal councils and

40

variables covered by the survey and present
the key outcomes. 0

Fiscal rules MTFF Fiscal council

Sources: Survey of IMF country teams; and staff estimates.
. Note: AE = advanced economies; EM = emerging markets;
FISC8| RU |eS LIC = low-income countries; MTFF = medium-term fiscal
framework; PIC = Pacific island countries.

Definition: Numerical limits on budgetary

aggregates that are revised on a low-frequency basis and binding for at least three years are considered as
fiscal rules. Medium-term budgetary frameworks or expenditure ceilings that provide multiyear projections
but can be changed annually are not considered to be fiscal rules. It only considers rules that set targets on
aggregates that capture a large share of public finances and at a minimum cover the central government
level. Fiscal rules for subnational governments or fiscal subaggregates are not included here. We focus on
de jure arrangements.

Types of fiscal rules in place: The survey distinguishes four main types of fiscal rules based on the budgetary
aggregate they seek to constrain.

= Debtrules: These rules set an explicit anchor or ceiling for public debt, often expressed in percent of GDP,
aiming to achieve convergence to a sustainable debt target.

= Budget balance rules: These rules constrain the budget aggregate that primarily influences the debt ratio
and are largely under government control. They can be specified as limits on the overall balance, primary
balance, or structural or cyclically adjusted balance.

= Expenditure rules: These rules set limits on total, primary, or current government expenditures. They are
typically set in absolute terms or growth rates, and occasionally in percent of GDP.

= Revenue rules: These rules set ceilings or floors on revenues aiming to boost revenue collection and/or
prevent an excessive tax burden. Some rules restrict certain use of “windfall” revenue.

In Asia and the Pacific, 23 out of 37 countries have at least one fiscal rule (Annex Table 2.2). Budget balance
and debt rules are prevalent, with 16 and 17 countries adopting budget balance and debt rules, respec-
tively. Expenditure and revenue rules are adopted in five and three countries, respectively. The most
widespread use of budget balance and debt rules in combination is a common trend seen across regions
(Annex Figure 2.2).
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Annex Figure 2.2. Type of Fiscal Rule in Place Enforcement: The enforcement of fiscal rules is

(Percent of countries) significantly strengthened by the presence of

external monitoring mechanisms and/or formal
100 - M Expenditure rule M Revenue rule -
%0 - M Budget balance rule M Debt rule B
80
70
60
50
40
30
20

10

enforcement procedures. The survey shows if a
formal enforcement procedure exists and if there
is a monitoring mechanism outside the govern-
ment for each fiscal rule. In Asia and Pacific, both
of them are adopted only in a limited number of
countries, five countries for a formal enforcement
procedure, and six countries for a monitoring
mechanism outside the government in 2022 (see
Annex Figure 2.4).

Coverage: This indicates the government sector

thatis covered by the fiscal rule. Fiscal rules, espe-

Asia-Pacific Western European Middle East  African ) )
Hemisphere and cially those concerning expenditure and budget
Central Asia

balance, are generally limited to the central
Sources: Survey of IMF country teams; and staff estimates. government (see Annex Figure 2.4). On the other
hand, debt rules tend to have a wider scope, with
half of the countries implementing debt limits for

either the general government or the wider public sector.

Legal basis: This is divided into five categories: (1) political commitment, (2) coalition agreement, (3) statutory
basis, (4) international treaty, and (5) constitution. In cases where multiple legal bases apply to a fiscal rule,
the highest statutory basis is recorded. The survey result shows that in most Asia-Pacific countries, debt
and budget balance rules often rely on a statutory basis and in some cases on the constitution (see Annex
Figure 2.4). Expenditure rules, especially in Pacific island countries, rely largely on a political commitment.

Escape clauses: Escape clauses can provide flexibility to temporarily suspend the rule in face of a crisis. In
the Asia-Pacific region, only eight countries have well-defined escape clauses (see Annex Figure 2.4).

Stabilization: This indicates if stabilization features are in place through setting its budget balance target in
cyclically adjusted or structural terms or over the cycle. Only Mongolia falls into this category in the region,
as its budget balance rule refers to a structural deficit that takes into account fluctuations in mineral prices.

Investment: This indicates if public investment or other priority items are excluded from the fiscal rules. Five
countries have specific exclusions for public investment from their fiscal rules.

Medium-Term Fiscal Frameworks

Definition: MTFFs are defined as reporting of multiyear projections of key fiscal aggregates (expenditures,
revenues, budget balances). They can encompass standing requirements to commit to, report against, and
be held accountable for medium-term aggregate fiscal objectives, such as debt limits, surplus targets or
deficit ceilings, or broad expenditure limits. Analysis of past budget outcomes could also be included. In
Asia-Pacific, 22 out of 37 countries have MTFFs (Annex Figure 2.3, Annex Table 2.3).

Projection horizon: For half of the countries with MTFFs (11 countries), the projection horizon of the MTFF is
three years, while others chose a longer projection horizon such as five years (7 countries). The popularity of
a projection horizon of three to five yearsis in line with the election cycle for most countries in Asia. Australia
and Japan have a long projection horizon at 12 and 10 years, respectively.
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Year of adoption: New Zealand was the earliest Annex Figure 2.3. Countries in Asia with an MTFF

adopter of an MTFF, adopting a Charter of Budget (Number of countries)
Honestyin 1994. Malaysia, Papua New Guinea, and

the Philippines are the most recent adopters of a 25

MTFF, introducing their frameworks in 2022-23 to

support the postpandemic fiscal operation. 20

Coverage: For the bulk of countries (17), MTFFs 15

coverthe centralgovernment, with only 5 countries

having MTFFs covering the general government 10

(see Annex Figure 2.5). In Asia-Pacific, no country

extends the remit of the MTFF to the wider public

sector to cover, for example, SOEs. >

Legal basis: The basis for the MTFFs is most often 0

statutory (17 countries), including organic budget § S § S3 382 22RN
— N

laws (see Annex Figure 2.5). MTTFs are based on

L. . .. Sources: Survey of IMF country teams; and staff estimates.
a political commitment or government decision Note: Vanuatu is not included as the data are not available.
in four countries (Bangladesh, Japan, Papua New MTFF = medium-term fiscal framework.

Guinea, Vietnam).

Role of MTFF in annual budget formulation: MTFFs are effective when they are closely tied to the annual
budget process and provide strategic guidance during budget preparations. For only three countries
(Malaysia, Mongolia, and Thailand), MTFFs provide a binding ceiling for fiscal aggregates in the budget (see
Annex Figure 2.5). In Malaysia, the MTFF provides a ceiling for debt and the fiscal balance, and in Mongolia
it binds expenditure, budget balance, and debt, while in Thailand it places a ceiling on debt. At the other
end of the spectrum, Bangladesh, Sri Lanka, and Vanuatu have a weak link between the MTFF and the annual
budget process. For the remaining countries (16), the MTFF serves as indicative guidance.

Consideration of risks in MTFFs: An assessment of risks can help design the medium-term fiscal strategy.
Over half of countries (13) include macroeconomic shocks in their MTFFs, while some take into account
risks from climate change and natural disasters (10), as well as contingent liabilities (10) (see Annex Figure
2.5). Only a handful (five), mostly AEs, consider the implications from population aging. Other risks consid-
ered include risks to specific revenue sources, commodity price shocks, geopolitical conflicts, financial
market volatility, energy supply disruption, downgrading of sovereign credit rating, risks from subnational
governments, and changes in debt servicing costs, including from foreign exchange movements. These
risks are typically analyzed through a qualitative discussion, as only eight countries conduct a quantitative
assessment. Some (four countries) conduct a debt sustainability analysis, while three countries examine the
implications for long-term fiscal sustainability. Australia and New Zealand also examine the effects of risks
on the government's balance sheet.

Monitoring and ex post analysis: In over two-thirds of countries (16), no ex post analysis of adherence to
MTFFs are conducted (see Annex Figure 2.5). In Korea and Mongolia, an entity outside of the administrative
government evaluates the outcomes of MTFF projections, while in Australia, Palau, and Samoa, the govern-
ment is held accountable for execution of the MTFF (that is, outturns versus projections).

Performance of MTFFs: Out of those countries with no monitoring or ex post analysis, more than half of them
have MTFF projections that are considered to be consistently optimistic (seven countries) or pessimistic
(two countries). For comparison, out of those countries with some form of monitoring, only one country,
Mongolia, exhibits persistent bias in the MTFF. There are also countries where MTFF projections do not
show a clear bias or have been generally in line with the outturns (10 countries).

39
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Fiscal Councils

Definition: In this survey, a fiscal council is defined as a permanent agency with a statutory or executive
mandate to assess publicly and independently from partisan influence the government’s fiscal policies,
plans, and performance against macroeconomic objectives related to the long-term sustainability of public
finances, short- to medium-term macroeconomic stability, and other official objectives (IMF 2013).38

General information: This section provides an overall description of the institutions, including their names,
year of establishment, and the government level of their coverage.

Remit: This section reflects key elements of the mandate, such as macroeconomic or fiscal forecast prepara-
tion and assessment, analysis of long-term fiscal sustainability, and monitoring compliance with fiscal rules.

Task and instruments: This section provides indicators on councils’ ability to communicate to the public and
roles in the budget process. Information is provided on the instruments available for the fiscal councils to
interact with participants in the budget process, including the use of their forecasts and the obligation for
the government to explain deviations from these forecasts.

Independence and accountability: This section includes aspects of the council’s legal and operational inde-
pendence, including whether the council’s independence from political interference is guaranteed and
whether access to government information is guaranteed in the legislation.

Only three countries have a fiscal council in the Asia-Pacific region.

= Australia: The Parliamentary Budget Office has both legal and operational autonomy and conducts ex
ante analyses to assess long-term sustainability issues and to quantify the impacts of policy measures
and reforms. The council produces public reports detailing its activities and is assured timely access to all
relevant information.

= Korea: The National Assembly Budget Office possesses both legal and operational autonomy, and its
mandate includes producing and assessing macroeconomic forecasts, evaluating long-term sustain-
ability issues, and providing assessment of government budgetary and fiscal performance. The council
also quantifies effects of measures and reforms impacting public finances and provides recommenda-
tions. Forecasts produced by the council are incorporated into the budget process. Moreover, the council
publishes reports on its activities and is guaranteed timely access to all pertinent information.

= Mongolia: The Fiscal Stability Council covers the general government and is mandated to produce and
assess macroeconomic forecasts, quantify effects of proposed measures and reforms on public finances,
monitor compliance with fiscal rules, and provide recommendations. The council’s opinions and recom-
mendations on the draft budget are distributed to Parliament members ahead of their discussion. Similar
to fiscal councils in Australia and Korea, the council in Mongolia prepares reports on its activities and is
legislatively guaranteed timely access to pertinent information.

38 For further details, see Davoodi and others (2022a, 2022c¢).
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Annex Figure 2.4. Key Features of Fiscal Rules in Asia and Pacific, 2022
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Annex Figure 2.5. Key Features of Medium-Term Fiscal Frameworks in Asia and Pacific, 2022
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Annex Table 2.1. Fiscal Frameworks in Asia and Pacific, 2022

Advanced Economies

Australia

Japan

Korea

New Zealand
Singapore
Hong Kong SAR
Macao SAR

Emerging Markets

Brunei Darussalam

China

India
Indonesia
Malaysia
Maldives
Mongolia
Philippines
Sri Lanka
Thailand
Vietnam

Low-Income Countries

Bangladesh
Bhutan
Cambodia
Lao P.D.R.
Myanmar
Nepal
Timor-Leste

Pacific Island Countries

Fiji

Kiribati
Marshall Islands
Micronesia
Nauru

Palau

Papua New Guinea

Samoa

Solomon Islands
Tonga

Tuvalu

Vanuatu

Total

Fiscal Rule

BBR

BBR; DR
BBR
BBR

BBR; DR
BBR; DR
DR
BBR; DR
ER; BBR; DR

BBR; DR

ER; DR
RR; BBR; DR

BBR; DR
DR

BBR; DR
RR; DR

ER
BBR

ER; BBR
DR

BBR; DR
ER; RR; DR

BBR; DR

ER:5; RR:3; BBR:16; DR:17

Sources: Survey of IMF country teams; and staff estimates.

Medium-term
Fiscal Framework

22

Note: BBR = budget balance rule; DR = debt rule; ER = expenditure rule; RR = revenue rule.

Fiscal Council
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Annex Table 2.2. National Fiscal Rules: Key Characteristics, 2022

Bhutan

Cambodia
Hong Kong

SAR

India

Indonesia

Japan

Kiribati

Malaysia

Maldives

Marshall
Islands

Mongolia

Nauru

Budget
Balance

Debt

Debt

Budget
Balance

Budget
Balance

Debt
Budget
Balance
Debt
Budget

Balance

Expenditure

Debt

Budget
Balance

Debt
Budget
Balance

Expenditure
Budget
Balance
Debt

Expenditure

Budget
Balance

Monitoring
Outside
Government

No

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

No

Formal
Enforcement
Procedures

Yes

Yes

Yes

Yes

No

Coverage

Central
government

General
government

General
government

General
government

Central /
state
government

General
government

General
government

General
government

Central
government

General
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Legal
Basis

Constitution

Political

commitment

Political
commitment

Constitution

Law

Law

Law

Law

Law

Political

commitment

Law

Law

Law

Law

Law

Law

Law

Political

commitment

Political
commitment

Escape
(o ETIT)

No

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Investment
or Others
Excluded

from Rules

No

Yes
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Annex Table 2.2. (continued)

Investment
or Others
Excluded

from Rules

Formal
Enforcement
Procedures

Monitoring
Outside
Government

Legal
Basis

Escape

Coverage (o ETIT)

Nepal

New
Zealand

Papua New
Guinea

Singapore

Solomon

Islands

Sri Lanka

Thailand

Timor-Leste

Tonga

Vanuatu

Budget
Balance

Debt

Budget
Balance

Debt
Debt
Budget

Balance

Budget
Balance
Debt
Budget
Balance
Debt
Expenditure
Debt
Revenue
Debt
Expenditure
Revenue
Debt
Budget

Balance

Debt

Yes

Yes

No

Yes

Yes

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Public
sector

Central
government

Central
government

Central
government

Central
government

General
government

Central
government

Central
government

Law

Law

Law

Political

commitment

Law

Constitution

Law

Political

commitment

Law

Law

Law

Law

Law

Law

Political

commitment

Political
commitment

Political
commitment

Law

Political
commitment

Yes

Yes

Yes

Yes

No'

No

Yes
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Annex Table 2.2. (continued)

Investment
Monitoring Formal or Others
Type of Outside Enforcement Legal Escape Excluded
Rules Government | Procedures | Coverage Basis Clause | from Rules
Vietnam Revenue Yes No General Political No No
government commitment
Budget Yes
Balance No General Political No No
government commitment
Debt Yes
No General Law No No
government

Sources: Survey of IMF country teams; and staff estimates.

"There is, however, a provision in the Fiscal Responsibility Act (Section 20) that protects public investment: “Capital expenditure must
account for no less than 20 percent of the annual budget and must not be less than the fiscal year budget deficit.”
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Annex Table 2.3. Medium-term Fiscal Frameworks in Asia and Pacific

Australia

Bangladesh

Fiji

India

Indonesia

Japan

Korea

Malaysia

Maldives

Mongolia

Myanmar

Nepal

New

Zealand

Palau

Papua New

Guinea

Philippines

Samoa

Sri Lanka

Thailand

Projection

Horizon
(in years)

12

Year of

Adoption

1998

2006

2022

2003

2017

2018

2004

2023

2003

2003

2017

2018

1994

2021

2022

2022

2001

2003

2018

Coverage

Central
government

Central
government

Central
government

Central
government

General
government

General
government

Central
government

Central
government

Central
government

General
government

Central
government

General
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Central
government

Legal
None
legal
Legal
Legal
Legal
None
legal
Legal
Legal
Legal
Legal
Legal
Legal
Legal
Legal
None
legal
Legal
Legal

Legal

Legal

Role in

Annual Monitoring/

Budget Consideration Ex Post
Formulation' of Risks Analysis
Indicative Yes Government
None None None
Indicative Yes None
Indicative Yes None
Indicative Yes None
Indicative Yes None
Indicative Yes Entity outside

government
Binding Yes None
Indicative Yes None
Binding Yes Entity outside
government

Indicative None None
Indicative None None
Indicative Yes Government
Indicative Yes Government
Indicative Yes None
Indicative Yes None
Indicative Yes Government
None None None
Binding Yes None
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Annex Table 2.3. (continued)

Rolein
Projection Annual Monitoring/
Horizon Year of Budget Consideration Ex Post
(in years) | Adoption Coverage Formulation’ of Risks Analysis
Tuvalu 3 2012 Central None Indicative Yes None
government
Vanuatu 5 n.a. Central Legal None None None
government
Vietnam 5 2016 General None Indicative None None

government legal

Sources: Survey of IMF country teams; and staff estimates.
"In case the role differs among fiscal aggregates (that is, expenditure, fiscal balance, or debt), the most binding role is presented.
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Annex 3. When to Adopt Exceptional
Support Measures for Crisis Interventions?

This annex sets out some of the key policy and institutional questions that should be considered at the policy
approval stage (see Battersby and others 2022).

Policy Approval Framework for Crisis
Interventions: A Concise Checklist

Deciding whether to intervene:

Is there a need for government intervention?
Can other macroeconomic policy levers provide the needed support?
What are the areas fiscal policy measures need to support (for example, liquidity or income support)?

What form of policy instrument is likely to be most effective in meeting these challenges?

Deciding on particular interventions:

Is this measure the most cost-effective way of providing the needed support?

Is the measure well targeted to those sectors, individuals, and firms mostin need and/or where the impact
will be largest? How will targeting affect the administrative burden and speed of deployment?

Is there an advantage in government exposure to the sector or entity over the medium term?
Does the government have capacity to administer and implement these measures?
How quickly can the support be provided, and what are the lags associated with its economic impact?

Are there any longer-term adverse implications of taking this action (for example, adverse incentives that
distort behavior, asset allocation, and moral hazard)? How can these be managed?

Are there implications for other government levels, and have they been consulted?

Determining whether costs can be accommodated:

What are the costs of the measure? How will this impact the deficit, financing requirements, and debt?
Are there longer-term costs that are not factored into the medium-term budget framework?

What are the fiscal risks? What are the maximum costs under the worst-case scenario?

Can the costs be accommodated within fiscal rules and undermining fiscal credibility?

Should budget provisions be made for actions that may give rise to future budget costs?

How do we best communicate the fiscal impacts to maintain credibility?
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Risk mitigation:

= Have risks been identified as part of the proposal?

= Have appropriate risk mitigation measures been adopted? What will be their impact?

= |sthere a clear exit strategy in place? How to best communicate to manage public expectations?
Management:

= Doesthe entity responsible for managing the intervention have the required capacities to do it effectively?

Who will be responsible for monitoring and managing its associated risks?

= Are arrangements for periodic reporting of the financial impacts and risks clear?

Should advice on implementation or design be sought from external experts?
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