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Regional Overview i Dealing with Debt in the Caribbean

David Rosenblatt, Khamal Clayton and Henry Mooney
Introduction

During the COVID-19 pandemic, governments around the world borrowed more. The pandemic
generated costs to public health systems to treat those infected with COVID-19 and provide
vaccinations to combat its spread. Restrictions on mobility led to economic recessions that
contributed to declines in government revenues. Economic recessions caused a rise in
unemployment and had other social impacts that required a response in the form of increased
government expenditures. Higher spending combined with lower revenues implied that
government deficits increased, and governments borrowed to finance those deficits.

Public debt dynamics, in turn, are shaped by many economic variables that are not fully within

the control of governments, including economic growth and interest rates.! Government policies

can influence both of these variables domestical
control are important as well. COVID-19 is still with us, but the pandemic is not. Economic

recovery took hold at a varied pace in 2022 and 2023 in most countries around the world. The

recovery helps governments deal with debt through growth of the tax base and, as such, improved

ability to service debt. On the other hand, central banks around the world have increased interest

rates to address the recent bout of inflation driven by global supply shocks, among other factors.?

Higher interest rates make it more expensive to borrow, and as such, higher interest rates

increase the financial burden of debt.

As explained in more detail in the next section, the difference between interest rates and economic
growth matters greatly for debt dynamics. When interest rates are higher than economic growth
rates, there is a natural tendency for debt-to-GDP ratios to increase, which makes it necessary to
tighten fiscal policy. When interest rates are lower than economic growth rates, fiscal policy can
be more relaxed and still stabilize debt-to-GDP ratios. As stated by Nobel Laureate Paul Krugman
in late September 2023 in reference to the situation in the United States:

néif the real interest rate is | ower than the
really a burden because the ratio of debt to gross domestic product tends to fall

even if the government is running deficits. Indeed, in a low-rate world, budget

defict s may actwually be goodé. But now, suddenl vy,
most esti mat es o f-rubdrosth mte.df this rewer8at persisisntige

lExchange rate movements and fiscal outcomes might also be coc
2 See the 2nd Quarter 2023 edition of the Caribbean Economics Quarterly. https:/publications.iadb.org/en/caribbean-
economics-quarterly-volume-12-issue-2-global-and-regional-economies-crossroads



https://publications.iadb.org/en/caribbean-economics-quarterly-volume-12-issue-2-global-and-regional-economies-crossroads
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sustainability of high debt will become a major issue for the first time in many
years. 30

Many countries in Latin America and especially the Caribbean have struggled with public
indebtedness for decades, but some have transitioned to relatively low and stable debt levels by
strengthening fiscal institutions and macroeconomic institutions more generally. The 2022
Development in the Americas (DIA) report published by the IDB, Dealing with Debt: Less Risk for
More Growth in Latin America and the Caribbean, focuses on both public and private debt (Powell
and Valencia 2022). As the title suggests, debt in and of itself is not necessarily bad, but prudent
management of debt can reduce risks and improve the investment climate, creating the basis for
stronger economic growth. For example, Latin American and Caribbean countries that rank in the
highest 25 percent of countries in the region in terms of public debt-to-GDP ratios experienced
economic growth rates that were less than half of countries with lower ratios (Powell and Valencia
2022, Figure 8.2, panel A).

Unlike the DIA, this focuses only on public debt in the Caribbean.* Many Caribbean countries
entered the pandemic with high public debt-to-GDP ratios, and during the pandemic countries
that specialized in tourism suffered some of the largest declines in GDP in the world. As explored
in detail in previous editions of this report, the Caribbean is the most tourism-dependent region of
the world (Mooney and Zegarra 2020). The almost inevitable sharp increases in debt-to-GDP
ratios in the region because of the pandemic are now declining across the Caribbean.

Key findings from the analysis of both this Regional Overview and the country sections of this
edition of the Caribbean Economics Quarterly are as follows:

1 Several channels can influence public debt trajectoriesd interest rates, inflation, exchange
rates, economic growth, primary balances and stock-flow adjustments. All these elements
have played a role in the evolution of public debt- to-GDP ratios in Caribbean countries
over the last decade, but to varying degrees depending on the specific country
circumstances.

1 There are examples of large reductions in public debt-to-GDP ratios via a combination of
institutional reforms and sustained primary fiscal surpluses (Jamaica) or more recent
explosive economic growth (Guyana).

1 Debt restructuring has also played an important role in reducing debt ratios in several
countries.

3 New York Times, September 29, 2023. https://www.nytimes.com/2023/09/29/opinion/natural-interest-rate-higher.html
4 This Caribbean Economics Quarterly focuses on the six countries of the | D B@asbbean Country Department: The
Bahamas, Barbados, Guyana, Jamaica, Suriname, and Trinidad and Tobago.
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1 Governments have a direct influence over primary balances and borrowing, so public debt
is referred to in the Iliterature as fiweakl ybo
tandem with public debt. In other words, governments engage in a fiscal response by
raising revenues and/or decreasing expenditures whenever public debt increases, thus

reversing the trend. Recent research indicate
sustainable.

T Recent research also indicates t hdotGDRlavel§ of Ca
are above the maximum Asafeod de brmentibnedDIA s, as
report.

9 Institutional strengthening of Debt Management Offices (DMOSs) can play an important
role in reducing risks of debt distress for a given level of indebtedness. The Wor I d Bank?©é
Debt Management Performance Assessment Methodology (DeMPA) provides guidance
on the key features of strong DMOs.

1 The attainment of a prudent, or fisafesteom | evel
fiscal framework, often supported by fiscal rules.

Given these global and regional trends, it seems an appropriate moment to reexamine the status
of public indebtedness in the Caribbean, with an eye to determining how the recent literature on
this topic can inform policies and institutional reforms. Long-term debt, by definition, has long-
term implications. Institutional foundations are thus required to ensure long-term economic
sustainability while also reducing the risk of short-term economic stress.

A Primer on Debt Dynamics

Public debt is not necessarily bad, so long as it is used to finance initiatives with a positive social
impact like high-return infrastructure investments or social programs to cushion the impact of an
external economic shock (e.g., the pandemic). However, public debt, just like personal or
household debt, needs to be maintained at affordable levels.

Defining affordability for a household can be a bit complex, but there are even more complexities
when defining affordability for governments. Income-earning individuals in the household do not
work (or live) forever. However, while government administrations come and go through the
electoral cycle, the government itself Iives on,
can be used for paying debt service is mostly in the form of taxes and fees.® Unlike households,
governments can pass laws that affect the share of national income that is collected via taxes and
fees. Finally, governments are economically large, which means that their use of available

5 There can also be income-earned profits of state-owned enterprises (if profitable) and financial investments in savings
funds or sovereign wealth funds.
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national savings through borrowing can affect how much savings remain available for the private
sector. This form of Acrowding outod cantermetee i mp ac
of economic growth.

One relatively weak way of establishing affordability, therefore, is to ensure that public debt is not
on an explosive path. The simplest way to measure this is to examine the debt-to-GDP ratio,
understand the determinants of the evolution of that ratio, and assess whether those determinants
indicate a stable ratio.® This is a weak criterion because it does not consider potential crowding-
out effects mentioned above. It also does not consider potential liquidity risks from the need to
roll over short-term debt, or implicit or contingent liabilities that are not accounted for in public
debt, such as the liabilities of state-owned enterprises (SOES), financial sector risks (that could
precipitate a government bailout), and pensions. In brief, a stable debt-to-GDP ratio is essential
over time, but the level of debt to GDP also matters for reducing risks, as will be discussed in
more detail below.

The debt crises of developing countries in the 1980s inspired economists to analyze debt
dynamics using a coherent mathematical approach.” In managing the debt the government has
direct influence over the so-called primary balance: the difference between revenues and primary
expenditures, which are all expenditures except interest expenditures. If the primary balance is
zero, then the overall deficit is equal to total interest expenditures. If that deficit is financed by
debt (which is usually the case), then the level of debt will grow by the amount of interest
expenditures. This is why the interest rate itself is so important to debt dynamics. Finally, the
denominator of the debt-to-GDP ratio obviously evolves over time according to economic growth.

This is the basic intuition as to why the difference between the interest rate and economic growth
is so important to debt dynamics. The precise mathematics are derived in a variety of sources,®
but the simple rule of thumb is that the primary surplus (as a percent of GDP) required to achieve
debt sustainability at time t is the difference between the interest rate and growth rates times the
stock of debt:

i QQ h

where r is the interest rate, g is the growth rate of GDP, and d is the stock of debt as a percent of
GDP.® The interest and growth rates can be in either nominal or real terms, so long as consistency

SEconomists such as Bohn (1998) use the term fisttletratodisnaryo to
non-stationary, Trehan and Walsh (1988) show that if both the primary balance and the debt ratio are cointegrated (i.e.,

they move together), this condition is almost met.

7 See Smith and Cuddington (1985) for one of the early key contributions.

8 See Debrun et al. (2020) for an excellent summary.

9 The more precise derivation is (r-g)/(1+g)*d. The economic growth rate is usually small, especially if the parameters

are in real terms, so the denominator of the precise derivation does not dramatically change the estimated required

primary balance.
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is maintained. So, if the stock of public debt is 100 percent of GDP and the interesti growth
differential is 3 percent, then the required primary surplus for stabilizing debt to GDP is 3 percent
of GDP. Naturally, as noted in the Krugman quote in the introduction, if the interesti growth
differential is negative, then a government can run primary deficits (of a limited nature) and still
stabilize the debt-to-GDP ratio. In the mathematics of debt dynamics, the primary balance is
considered thbBedcontrol o vari a

It is important to note that assessments of debt stability are generally forward-looking, so one
needs to make assumptions about long-term interest rates and growth. It is also important to note
that changes in interest rates affect debt accumulation gradually, as new debt at the new rate
replaces old debt at the old contractual rate, unless a significant portion of the old debt is in the
form of variable interest rate contracts that automatically adjust to the new interest rate.

Despite the need for a forward-looking analysis, it is illustrative to look at the evolution of the

required primary balance over time, the actual recorded primary surplus, and the evolution of debt

to GDP. This can be done with nominal variables using the implicit interest rate: the interest bill
divided by the previous year6s stock of debt and
required primary balance (Figure 1).
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Figure 1. Required and Actual Primary Surpluses and the Evolution of the Debt-to-GDP Ratio, 2001i 2022 (Percent of GDP)
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Source: Authorsod6 ctaHhe ull mtéromast ibarsald Monet ary Fundds (1]
database. For Trinidad and Tobago, the debt-to-GDP ratio is from public sector debt from historical IMF

Article IV Consultation reports.

Note: The implicit interest rate is the difference between the primary general government balance and the

overall general government balance (as shares of GDP) divided by the debt-to-GDP ratio. The nominal

growth rate is calculated using nominal GDP in local currency terms.

Figure 1 shows how the sharply negative GDP growth of the 2020 COVID-19 recession implies a
sharp spike in the required primary balance, as a large negative number for GDP growth is
subtracted, resulting in a large positive humber added to the interest rate. Also, one sees the
strong recovery at the end of the period, combined with a rise in inflation that drives up nominal
GDP growth. As a result, the required primary balances become negative, since r is much smaller
than g. (Again, think back to the quote from Paul Krugman in the Introduction.)

In panels (a) and (b) of Figure 1, one sees a period of early years when primary balances are
either negative or are insufficiently large positive surpluses to meet the primary balance needed
to stabilize the debt-to-GDP ratio. As a result, the grey line of debt to GDP drifts upward. Similarly,
the high primary surpluses in panel (d) are persistently above the required primary balance, and
the debt-to-GDP ratio is drifting downward (see Box 1 and the Jamaica country section for more
details). In panel (c), Gu y a n afaeted econbmic boom drives the required primary balance into
negative territory in recent years. The actual primary balance is also in deficit, as the government
invests in infrastructure to support both the hydrocarbon sector and the now rapidly growing non-
hydrocarbon sector. But that deficit is stildl i at
debt-to-GDP ratio declines sharply (see Box 1 and the Guyana country section for more details).

Box 1. Examples of Substantial Reductions in Public-Debt-to-GDP Ratios: Jamaica and Guyana
Jamaica: Fiscal Rules and Persistently High Primary Surpluses

Jamaica suffered from macroeconomic volatility and unsustainable debt burdens for decades. Before
2010, debt had risen sharply, and financing costs had soared. A first restructuring of domestic debt in
2010, supported by the International Monetary Fund (IMF), was accompanied by incipient fiscal reforms.
But debt levels did not fall, and the debt-to-GDP ratio reached a peak of about 149 percent in FY2012i
2013, behind only Japan and Greece at that time (Mooney and Zegarra 2020).

Against the backdrop of another IMF-s upported progr am, in coording
ratio declined by about a third after revising and fully implementing a Fiscal Responsibility Framework
(FRF) and rel ated r ef or effert(apnmaylistal surplisafaboutd peécant peri
year on average from 2015 to 2019) exceeded that of all other Latin American and Caribbean countries,
on average, and ranked among the top five countries globally (Box Figure 1.1). J a ma i c a 6des
two rules: a balanced budget rule and a debt rule. In 2014, a floor was set on the overall balance of the
covered public sector, with the objective of reducing public debt to 60 percent of GDP, initially targeted
for 2026. The FRF also includes a well-designed escape clause and an automatic correction mechanism.
Specifically, the FRFO6s targets were initiall.y
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security, national emergency, or other exceptional grounds, as determined by the Minister of Finance
and Public Service. Key features of the correction mechanism include the stipulation that deviations be
recorded, with the expectation that future fiscal adjustments will be made to return the trajectory of fiscal
aggregates to a path consistent with public de
public wage bill to contain the increase of current expenditures. With persistently high primary surpluses
and strong institutional reforms in several areas, the government of Jamaica was able to reduce the debt-
to-GDP ratio from over 140 percent to under 80 percent. (Text adapted from Box 2.1 (by Henry Mooney)
in Cavallo et al.)

Box Figure 1.1. Top 10 Average Box Figure 1.2. Jamaica: Debt-to-
Primary Balances in the World, GDP Ratio, 2012i 2022 (Percent)
2015i 2022 (Percent) 160
140
16 .
12 B30
1(2) 120 ;
1 7.1
166 .
g 5748 100 .
s
2 Y . 80 . FRF
-2 6 60 i comes
4 T 8 5 8§ 3 2 & 8 0 g % éintOforce
2 853 2 S8 83 5 o 40 '
© s 9Ef8rprZF S |
g © & = 20 Z
§2] (] '
< 3 0
n S5 X 0 0 A ® 9 QO N A
\W\\\\(&\(&\(&\(&m(&m(&m
Source: Authorsé calculations based on I MF (2023).
Note: FRF: Fiscal Responsibility Framework.
Guyana: Debt Relief and fAGroowing Out of I ndebt e

Guyana has been experiencing an economic boom driven by the start of large-scale oil production,
infrastructure construction, foreign investment, and the resulting multiplier effects on the rest of the
economy. GDP growth averaged over 40 percent from 20201 2022. Despite an increase in government
borrowing to finance large infrastructure projects, this extraordinary economic growth has led to a sharp
decline in the debt-to-GDP ratio (Box Figure 1.4), nearly cutting the ratio in half. This is not the only such
experience of a sharp decline in this ratio this century. In the first decade of the century, Guyana entered
into the Highly Indebted Poor Country Initiative (HIPC) and received debt relief on the order of almost 30
percent of GDP (Box Figure 1.3).
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Box Figure 1.3. Guyana: Debt-to-GDP Ratio (Percent)
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On the other hand, some panels of Figure 1 also show years when the actual primary balance
exceeded the required primary balance (or vice versa), but the debt-to-GDP ratio did not decline
(orincrease) accordingly. The problem is that this approach abstracts away from a variety of other
factors that affect the level of indebtedness, as noted above. Many governments borrow in
international markets, with their loans denominated in foreign currency. This implies that
exchange rate changes will affect the level of debt in domestic currency, and hence the debt-to-
GDP ratio. The sharp depreciation in Suriname is one example (Figure 1, panel e). Some
governments over this period assumed the liabilities of SOEs or absorbed liabilities from troubled
private sector financial institutions. For example, the bailout and restructuring of CLICO, the
largest insurance agent in Trinidad and Tobago, occurred over several years after 2008 (IMF
2014). On the debt-reduction side, several countries engaged in debt restructuring of private
creditorsé debt over this period, and Guyana bene
(HIPC) Initiative between 1999 and 2006. These events led to debt reduction that was not
associated with primary surpluses. In addition, governments have sometimes financed their
deficits through seigniorage from the central bank, so the deficit does not result in debt
accumulation. Over time, the resulting inflation itself can be decomposed from the interest rate
effect. For example, in the case of Suriname, nominal GDP growth was driven by inflation in the
later years shown in panel (e) of Figure 1. Finally, there are other residual changes in debt stocks
that are just not properly accounted for in the data.

In brief, a mix of fiscal policy decisions, economic drivers, and external factors drive debt
dynamics, including weather events that can affect GDP and other factors. Table 1 provides a
summary.
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Table 1. Summary of Factors Affecting Debt Dynamics

Debt

Accumul ati

on

as

a

Deb

t

Reduction as

a

Recessions

(Positive)

GDP gr owt h

Primary fiscal deficits Primary fiscal surplu
Contingent liabilities ass<Debdtefault/ Debt foragi:!
government (e.g., -bwm&d uptand asset sales (e.-g.
enterprises, financial secowned enterprises)

Foreign exchange depreciatForeign exchange appr
Rising interest rate Falling interest rate
Seigniorage and/or in

The discussion above and Table 1 allow for a more complete decomposition of the historic
evolution debt, leaving as a residual those effects from assumed debts (or debt relief) and
accounting anomalies (residual stock-flow adjustments) over time (Figure 2, panels a-e). For
example, in Figure 1, the role of changes in the exchange rate is not accounted for; however, in
panel (d) of Figure 2 for Suriname, one can see the important role of exchange rate depreciation
in increasing the debt-to-GDP ratio during several years. Figure 2 also separates out the effects
of inflation from real GDP growth, as opposed to the nominal GDP growth used in Figure 1. Each
of the country chapters of this report provides a more complete discussion of the historical

evolution.

Figure 2. Decomposition of Factors Affecting Debt-to-GDP Ratios, 20101 2022 (Percent)
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(c) Guyana (d) Jamaica
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and International Financial Statistics databases; Country Statistical Offices; and the Wor | d Bankos
International Debt Statistics (https://www.worldbank.org/en/programs/debt-statistics/ids). The debt-to-GDP
ratio for Trinidad and Tobago is public sector debt from historical IMF Article IV Consultation reports.

11
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Note for Figure 2: Residuals include stock-flow adjustments. Data are presented in a fiscal year format for
The Bahamas, Barbados, Jamaica, and Trinidad and Tobago. The fiscal year is mapped to the calendar
year as follows: FY(t-1/t)=CY(t), except for Jamaica, where FY(t/t+1)=C(t). Barbadosdgrowth estimates are
based on calendar year data until 2017, and The Bahamas and Trinidad and Tobago use real calendar
year growth until 2014. External debt decomposition is only available for Guyana, Jamaica, and Trinidad
and Tobago.

As mentioned above, debt sustainability necessarily is forward-looking rather than historical. This
implies different assumptions about the future evolution of the factors described in Table 1 and
calculated in the historical perspective of Figure 2. Various approaches are commonly used, and
even if the analysis is forward-looking, historical experience provides a guide for realistic
assumptions about the future evolution of key variables such as the rate of real economic growth.
For example, even more technically sophisticated approaches deploying econometric models
draw on historical or cross-country data to estimate those models.

The IMF revised its debt sustainability framework for market access countries last year (IMF
2022).1° The revised framework takes a broad-ranging, forward-looking approach that explores
short-, medium-, and longer-term risks. Quantitative tools are used to look at probabilistic future
scenarios for the evolution of public debt-to-GDP ratios, and stress testing of a baseline projection
is deployed to reveal the potential impact of negative shocks on variables such as economic
growth, the fiscal policy stance, interest rates, and exchange rates. Clearly, the structure of debt
matters for the impact of these stress tests (foreign currency component, variable interest rate
versus fixed rate, etc.) For example, in the medium term there could be a sensitivity analysis that
shows that certain shocks could increase financing needs substantially in the medium term, or
that dependence on natural resource revenues poses a longer-term risk.!

For each timeframe in the | MF framewor k, guantita
that guides a final assessment that admittedly involves expert judgment. It is interesting to note

that under the revised framework, the baseline projection of the debt-to-GDP ratio might be rising

in the initial yearsd due for example to an only gradual recovery from an economic downturn or

a well-designed increase in public investmentd and yet the overall risk assessment will be only

Aimoder at ed or ydeatgreof theljudgmendis the palitical and economic feasibility of

changes to fiscal policy that would be required to confront possible negative shocks in the future.

In addition, the overall macroeconomic framework is critical. For example, poorly structured

monetary policy can lead to exchange rate instability, with consequent large effects on public debt

if much of that debt is denominated in foreign currency.

10 The IMF uses two Debt Sustainability Frameworks: one for market access countries, and one for low-income
countries. Of the Caribbean economies, only Guyana is still assessed using the low-income countries framework.

11 To see a recent application of the revised methodology, see any recent IMF Article IV Consultation report and read
the debt sustainability framework annex. For example, see the most recent report for Mexico (IMF 2023a).

12
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Recent Literature on Debt Sustainability

The revisions to the | MF6s Debt SusDlAréparaRowdli ty Fr
and Valencia 2022), build upon a 10-to-15-year period of new research on fiscal and debt

sustainability. One line of this literature has explored how to statistically test whether the debt-to-

GDP ratio is stabl e, aothelanyem Khisyhas ledta analsis of fisbal e |, ove
response functions to see whether fiscal policy responds in the right direction to stabilize the debt-

to-GDP ratio when the level changes (as mentioned above). There has also been literature on

the growth effects of the level of indebtedness and on the impact of indebtedness on the

effectiveness of fiscal policy to combat recessions. Finally, the role of SOEs is explored in other

papers and reports, and this topic is particularly relevant for the Caribbean. Some of the key

findings of this diverse literature are summarized here.

Bohn (1998) pioneered econometric techniques to determine the sustainability of public debt,

launching a rich literature. Mauro et. al. (2013), using several recursive and iterative technigues,

showed that Bohnds met hodol o gcyl behaviors eithericdntrilouted f vy per
to unsustainable (fAprofligateo) or sustainable (1
database of advanced and emerging markets over almost 200 years. Additionally, Mauro et. al.

showed that structural breaks can be identified to show when fiscal behaviors change. More

recently, using methodologies based on Bohn (1998), Herndndez and Gonzalez (2023) and

Khadan (2019) found evidence that debt in the Caribbean may be sustainable, if albeit weakly.
However, usmeaikdnablsed debt is particularly worrisol
shocks, including hurricanes and price shocks.

Historically, research on debt sustainability focused on the ability of governments to sustain debt
payments, as captured by the required primary balance. However, more recent research has
focused on governments6 wil | iimtgeseepensary batancespand i t i c a l
on the debt levels that are likely to produce liquidity or solvency crises. In other words,
governments cannot raise their debt levels (as a percent of GDP) indefinitely, and they certainly
cannot borrow indefinitelytopayex i sti ng debt (fiborrowing from Pete
describes the gap between current debt levels and the point at which debt becomes
unsustainable. When debt becomes unsustainable, governments may experience fiscal fatigue,
and solvency concerns arise. Fiscal fatigue broadly describes the point after which governments
are unable or unwilling to raise primary surpluses to keep up with increasing debt levels.'> When
governments experience fiscal fatigue, the risk of default becomes noticeably higher and,
eventually, financing costs will either become too onerous or creditors will refuse to extend credit.

Ghosh et al. (2013) sought out empirical evidence to support the theoretical concepts of fiscal
fatigue and fiscal space. Using a sample of advanced economies, they found that fiscal response

12 Higher primary balances imply either higher revenues (higher taxes or fees) or lower expenditures. Governments,
particularly competitive democracies, face electoral constraints. Khadan (2019) finds evidence that during and before
elections, primary balances decline by almost 1 percentage point of GDP in the Caribbean.
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functions may follow a cubic form (Figure 3). That is, before a specific debt-to-GDP, (7,
governments reduce primary surpluses as their debt-to-GDP ratio grows. After that threshold,
governments begin to re-orient their priorities towards debt payments. Primary surpluses (i.e.,
debt payments) can keep up with increasing debt service costs stemming from a gradual increase
in debt burdens. However, for each government, there is an implicit limit to how high primary
balances can reach, as governments can only go so far in increasing revenues or decreasing
expenditures. This debt limit, O*, marks the point after which fiscal fatigue occurs.'®* When fiscal
fatigue occurs, the government is forced to borrow to pay its debts and this gap continues to grow
in an unsustainable feedback loop.

Box 2 draws on the historical experience of St. Kitts and Nevis as an example of how multiple
factors can interact and lead to a situation of fiscal, or debt, fatigue. In the years leading up to
the pandemic, the government was able to enact fiscal reforms that eventually lowered the public
debt-to-GDP ratio.

Figure 3. Graphical Explanation of Fiscal Fatigue (Percent of GDP)

60
50
o When d reaches d**,
8 20 the gap, i.e., the
° overall deficit, widens
< . as d, increases
3 30 When d is below d**, t
8 there is a convergence to - -
3 d* in the long-run
> 20
®
£
a 10
0
-10
Lagged Debt (%GDP)

13 An implicit corollary to the behavior of primary balances between ' and ‘(3* is cointegration. That is, between ' and
‘Q*, primary balances and debt levels move together in the same direction. Beyond this range, these variables are no
longer cointegrated.
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Source: Adapted from Ghosh et al. (2013).

Note: dt refers to the lagged debt-to-GDP at time t. d* refers to the long-run equilibrium for debt and is the
first intersection of the interest payment schedule with the fiscal response function. D** refers to the debt
limit, after which fiscal fatigue occurs.

Box 2. Public Debt in St. Kitts and Nevis: A Caribbean Example of Theory and Experience?

St. Kitts and Nevis is a high-income Caribbean island that has experienced successive exogenous
shocksd destructive hurricanes and recessionsd since before the start of the 21st century. Following
consecutive hurricanes in the late 1990s, particularly Hurricane Georges, which caused an estimated
US$400 million in damage (or 110 percent of then GDP) in 1998, St. Kitts and Nevis saw a sharp increase
in its debt. Tourism receipts dropped sharply following the September 11, 2001, attacks in the United
States, and advanced economies were broadly in a recession by 2001. By 2003, St. Kitts and Nevis was
spending between 3 and 4 percent of its GDP to subsidize its failing state-owned St. Kitts Sugar
Manufacturing Corporation (SSMC) sugar company. In 2005, the sugar industry was closed, and the
central government assumed direct ownership of both its land (25 percent of the land of St. Kitts) and its
debt service (about 20 percent of 2006 GDP). By 2005, St. Kitts and Nevis had a gross public debt-to-
GDP of 157 percent (compared to 49 percent in 1996), which ranked among the highest in the world.

In 2009, the debt-to-GDP ratio had dropped sharply to almost 120 percent but was still unsustainably
high, as debt service was equivalent to 25 percent of revenues. The global financial crisis that same year
made external financing on international capital markets exceptionally challenging. As a result, the
government became more reliant on the domestic banking system to roll over its debt. Finally, in 2009,
International Monetary Fund (IMF) analyses suggested that interest payments would reach 15 percent
(almost double) by 2014. Two years later, the government began a sovereign debt restructuring process,
with | MF technical assistance, with the goal c]
to-GDP target of 60 percent by 2020. The Paris Club agreed to reschedule debt service at lower interest
rates, external private creditors accepted haircuts, and domestic banks accepted a land-for-debt swap.
The unexpectedly high revenues from the country
to high primary surpluses in the early 2010s. St. Kitts and Nevis reached its target in 2016, about four
years ahead of schedule (Box Figure 2.1).
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Box Figure 2.1. Debt Trajectory of St. Kitts and Nevis (Percent of GDP)
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1 Data for this box are from IMF (2023); Université catholique de Louvain, Emergency Events Database
(www.emdat.be); and IMF Article IV Consultation reports between 1999 and 2017.

Empirical approaches can be used to estimate the debt limit at which fiscal fatigue becomes a
phenomenon. Region-specific research indicates that these debt limits may vary depending on
how the economy is structured. Fore x amp |l e, the | DB&6s DIA report ind
percent of GDP are 91 percent for tourism-dependent economies, 56 percent for commodity-
dependent economies, and 76 percent for diversified economies (Powell and Valencia 2022).%4
Yet, the pernicious effects of debt extend beyond
conceptual approach to defining fAsafed | evels of
indebtedness becomes a drag on economic growth. Caner, Grennes, and Kehler-Geib (2010)
found that limit to be 77 percent for advanced economies and 64 percent for emerging market
economies, costing about 0.02 percentage points of growth annually. It is interesting to note that
these levels of indebtedness are broadly consistent with some existing debt-to-GDP targets in
fiscal frameworks around the world. For example, the euro zone, the Eastern Caribbean Currency

14 See Box 5.1 and Figure 5.10 in Powell and Valencia (2023).
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Union, Jamaica, and The Bahamas all have fiscal rules that target debt-to-GDP ratios of 60
percent (or 50 percent in the case of The Bahamas).

Debt sustainability is not just a question of timely debt service payments but also one of the
efficacy of fiscal policy. Using an innovative dataset of 44 countries, including both advanced and
emerging economies, llzetzki, Mendoza, and Végh (2013) estimated that fiscal multipliers are 0
when the debt-to-GDP ratio is over 60 percent. Huidrom et al. (2020) found that, under high
indebtedness, fiscal multipliers are weakened as households and investors reduce spending in
anticipation of future fiscal adjustments, and borrowing costs for both the private sector and the
government increase. In other words, during economic downturns (e.g., recessions) or shocks
(e.g., pandemics), fiscal stimuli to cushion the economy may be ineffective if governments are
highly indebted. Hence, the deleterious effects of high debt, and especially unsustainable debt,
can become economy-wide burdens and even a self-fulfilling prophecy.

Recent developments have also raised concerns about the fiscal risks of SOEs in the region. In

the Caribbean, stock-flow adjustments can include the assumption of debt from SOEs, and thus

can abruptly affect public debt trajectories. Reyes-Tagle et al. (2022) investigated how pervasive

a risk SOEs pose to the region. In per capita terms, the Caribbean has the highest concentration

of commerci al SOEs in Latin America and the Cari
dependence on the public sector to provide services, particularly in cases where profitability may

be elusive or difficult. According to Reyes-Tagle et al. (2022), Caribbean countries spend between

5.3 and 8 percent of GDP annually to support these SOEs. Furthermore, fiscal risks from these

enterprises have only increased. Using text mining techniques Reyes-Tagle et al (2022) showed

that , bet ween 2000 and 2019, mentions of SOEs i n
increased, particularly for countries such as Barbados, where SOE reform is a key part of reform

efforts encouraged by the IMF.

The discussion of SOEs also is a reminder that well-managed SOEs are an income-generating

asset rather than a liability, and that a comprehensive balance sheet approach to government

financial sustainability would be ideal. However, there are practical complications with calculating
government assets, given that a mai'™OnaheBability i s t he
side, one area not touched upon here is the sustainability of pension systems. A future edition of

Caribbean Economics Quarterly may indeed tackle this topic.

The Crucial Role of Debt Management Institutions

Debt management institutions have been the focus of considerable research, capacity-building,
and reform efforts over the past few decades.'® Particularly since the launch of major multilateral
debt forgiveness initiatives in the 1990s (e.g., the HIPC and Multilateral Debt Relief Initiatives),
international financial institutions have taken the lead in distilling best practices for debt

15 See Debrun et al. (2020, Section C) for a discussion.
16 See Mooney, Prats, and Rosenblatt (2021) for a more detailed discussion of debt management institutions and their
implications for debt sustainability in the Caribbean.
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management from advanced economies, and in developing sound practice standards to help
emerging and developing economies reform.

Debt management institutions are in many ways distinct from the typical concept of public
institutions, as they necessarily span many agencies of governmentd for example, the executive,
ministries of finance and line ministries, debt management offices, central banks, and subnational
agenciesd as well as banks and market participants that are crucial for funding. Similarly, sound
debt management practices and institutions involve more than the agencies themselves. They
also require adequate legislation, authorizations, mechanisms for information-sharing and
competent decision-making, data management and analysis, and the human capital required to
undertake related functions.

Ultimately, the main function of a properly structured set of debt management institutions and
procedures is to execute the governmentoés financi
given a certain appetite for risk. As costs and risks linked to financing tend to be countervailing

forceso that is, higher-risk strategies may offer lower short-term costsd ensuring that
policymakers are adequately informed about the nature of this tradeoff is a key responsibility of

debt managers (Box 3).

Box 3. Main Risks Associated with Public Debt Management

It is important to understand the many types of risks inherent to public debt portfolios that are crucial for
the design of debt management institutions. These include both risks driven by the markets in which debt
managers operate (e.g., domestic and external credit and financial markets), as well as risks related to
instruments themselves (IMF 2001).

0 Mar k eThis refers to the risks associated with changes in market prices, such as interest rates,
exchange rates, commodity prices, and the cost
and foreign currency debt, changes in interest rates affect debt servicing costs on new borrowing when
fixed-rate debt is refinanced, and on floating-rate debt when rates reset. Hence, short-duration debt
(short-term or floating-rate) is usually considered to be more risky than long-term, fixed-rate debt. Debt
denominated in or indexed to foreign currencies also adds volatility to debt servicing costs as measured
in domestic currency, owing to exchange rate movements. Debt instruments with embedded options can
also create additional market and/or rollover risks.

0 Rol | o vTdhis refers tg tke risk that debt will have to be rolled over at an unusually high cost or,
in extreme cases, cannot be rolled over at all (e.g., due to a loss of market access). To the extent that
rollover risk is limited to the risk that debt might have to be rolled over at higher interest rates, including
changes in credit spreads, it may be considered a type of market risk. However, rollover risk is often
treated separately because of the inability to roll over debt, and/or because exceptionally large increases
in government funding costs can lead to or exacerbate a debt crisis and thereby cause real economic
losses (in addition to the purely financial effects of higher interest rates). Managing this risk is particularly
important for emerging market countries.

0 Li qui dThergarertwogsykes of liquidity risk. One refers to the cost or penalty investors face in
trying to exit a position when the number of transactions has markedly decreased or because of the lack
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of depth of a particular market. This risk is particularly relevant in cases where debt management includes
the management of liquid assets or the use of derivatives contracts. The other form of liquidity risk for a
borrower refers to a situation where the volume of liquid assets can diminish quickly in the face of
unanticipated cash flow obligations and/or a possible difficulty in raising cash through borrowing in a
short period of time.

0 Cr e diThis reférstdthe risk of nonperformance by borrowers on loans or other financial assets
or by a counterparty on financial contracts. Credit risk is particularly relevant in cases where debt
management includes the management of liquid assets. It may also be relevant in the acceptance of
bids in auctions of securities issued by the government as well as in relation to contingent liabilities, and
in derivative contracts entered into by the debt manager.

0 Set t !l e mkhis tefers tb thekpotential loss that the government, as a counterparty, could suffer
as a result of failure to settle, for whatever reason other than default by another counterparty.

0 Oper at i dmsarcludesiasaage of different types of risks, including transaction errors in the
various stages of executing and recording transactions; inadequacies or failures in internal controls, or
in systems and services; reputational risk; legal risk; security breaches; or natural disasters that affect
business continuity.

Sound Structures and Practices for Effective Debt Management

Over time, there have been many attempts by academics, practitioners, and market participants
to define and delineate international sound practices for debt management. As might be expected,
debt management agencies in larger and more advanced economies tend to be viewed as those
with the best-developed institutions and approaches. This is partially because these countries
tend to have large domestic capital markets, strong and continuous access to international capital
markets, and high levels of institutional capacity. Similarly, these economies tend to have
relatively large financing requirements, meaning that their debt managers will transact often and
on a very large scale, providing them with considerable experience over time. Many have also
been at it for a long time, which has allowed them to develop their approaches in line with market
innovations.

An exhaustive discussion of approaches to debt management pursued by different countries is

beyond the scope of this Regional Overview. However, there are a few well-regarded sets of

principles and recommendations that have been developed by international agencies in order to

distill best practices from advanced and other market economies and provide a roadmap for

emerging, developing, and lower-capacity countries to strengthen debt management institutions.

Perhaps the best known and most widely used are the joint IMF and World Bank Guidelines for

Publ i c Debt Management (I MF 2016) , which are als
(World Bank 2021). The guidelines and the DeMPA were developed to set out key principles and

benchmarks to support institutional and capacity development for countries in need.
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In this context, the DeMPA focuses on five key institutional pillars for debt management: (1)
governance and strategy development; (2) coordination with macroeconomic policies; (3)
borrowing and related financing activities; (4) cash flow forecasting and cash balance
management; and (5) debt recording and operational risk management. Each of these pillars of
sound debt management institutional practices also involves a number of sub-pillars considered
crucial to ensure that public debt mandates and portfolios are designed, executed, and managed
in a sustainable and cost-efficient way that minimizes fiscal and economic risks to governments.
The five key institutional pillars for sound debt management are outlined in greater detail in Table
2.

Table 2. Key Pillars of Sound Debt Management Institutions and Practices

2. 3. Borrowing 4. Cash Flow 5. Debt
1. Governance . ) i
Macroeconomic and Related Forecasting and Recording and
and Strategy . . . : .
Development Policy Financing Cash Balance Operational Risk
Coordination Activities Management Management
. . A Cash | A Debt
A Managg A Coordi ADomestic Forecasting and S
- . . Administration
Structure with Fiscal Policy Borrowing Cash Balance .
and Data Security
Management
A Coordi A Separa
. AL ekg a1 with Monetary é Exter Duties, Staff
ramewor Policy orrowing Capacity, and
Business
ADebt A Loan A
Management Guaral_wtees, on- reIatIZdeRk;:ctzordsa r
Strategy Iend!ng,_ and
Derivatives

A Debt R«
and Evaluation

A Audit

Source: Based on World Bank (2021).

In brief, it is not only the level of public debt that affects the risk of debt distress. How that debt is
selected, approved, assessed, recorded, reported, structured, and managed can also influence
the associated risk-reward tradeoffs. International institutions, donor governments, and markets
have increasingly focused on debt management capacity and institutions as key factors
influencing both the perception of risk and the costs associated with borrowing for emerging
markets. Several Latin American and Caribbean countries have successfully improved debt
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dynamics and sustainability over the past decade by focusing on improving these institutions and
practices, in addition to sound fiscal and economic policies.

Policy Agenda Moving Forward

One central theme discussed in this Regional Overview has been how fiscal policy responds to
the level of government indebtedness. One institutional approach to ensuring that there is an
appropriate fiscal response over time is to create medium-term fiscal frameworks, anchored in
guantitative fiscal targets or rules.'” Fiscal councils can provide external oversight that further
strengthens compliance with these institutional arrangements. Several Caribbean countries have
made progress on these institutional reforms, as noted in the country chapters of this report.
Ardanez, Ulloa-Suarez, and Valencia (2023) find that compliance with fiscal rules has rewards in
terms of lower borrowing costs, among other effects. They also find that the strength of institutions
raises the probability of compliance with fiscal rules.

Strengthening fiscal institutions becomes even more important at a time when key variables such
as interest rates and economic growth rates turn in an unfavorable direction. Fiscal adjustment to
offset these changing circumstances can be accomplished more gradually if there are credible
institutional arrangements for managing medium-term fiscal objectives.

I nterest rates and economic growth rates are not f
subject to external shocks. However, improved fiscal institutions can lower sovereign risk and

thus lower the interest rates required by international markets. In addition, fiscal frameworks that

lower debt distress risks improve the investment climate and enhance growth prospects.
Productivity-enhancing microeconomic and structural reforms are also important, as noted in

previous editions of this report.

Debt distress risks are also reduced via improved management of SOEs to ensure that they are
primarily government assets, rather than government liabilities. The preceding section outlined
the key pillars of sound debt management institutions that can lower the risks of debt distress for
a given level of indebtedness. Proper transparency, monitoring, planning, and structuring of public
debt has an important role in reducing risks.

The overall macroeconomic framework also matters. Monetary financing of government deficits
can lead to sharp adjustments in the exchange rate that lead to a rise in debt-to-GDP levels when
a significant portion of the public debt is denominated in foreign currency. There have been
episodes of this phenomenon in the Caribbean in the past.

Finally, climate risks weigh heavily on the Caribbean. One approach to reduce these risks is to
target a lower public-debt-to-GDP ratio in the fiscal framework than would be the case in the
absence of these risks. Financial reforms and reforms to the international financial architecture
can help vulnerable economies deal with their debts. For example, as of July 2023, the IDB was

17 See Ter-Minassian (2021) for an assessment of fiscal institutions in the Caribbean countries covered in this report.
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the first and only multilateral institution to offer Climate Resilient Debt Clauses (CRDC) that allow

borrowing states to pause interest payments due to natural disasters.'® Additionally, several

Cari bbean states have i mplemented | egislation to
sovereign debt, and Barbados became the first to introduce sovereign debt with pause clauses

for pandemics.'® There are deeper reforms of the international financial architecture in the public

debate, such as the Bridgetown Initiative 2.0,%° that aim to provide additional support to small

island states.
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