
In focus

Having been badly hit by the Covid-19 pandemic, most 
governments have been forced to restrict domestic life, and with 
that, economic activity. However, many have chosen to offer 
support to households and businesses, but at what cost? This note 
follows on from “Will Covid leave scars on the world economy?” by 
Keith Wade and examines the long-term scarring for the global 
economy, specifically, the impact on public finances. 

The paper primarily uses data from the IMF Fiscal Monitor Report 
including the IMF’s forecasts, to draw out which countries are likely 
to suffer the biggest impact over the long-term. We consider recent 
and likely future borrowing, the impact on debt projections, and likely 
change in the debt servicing costs. We also consider other long-
term factors that will impact public finances, and finally, the paper 
presents analysis on which countries are expected to be ready for the 
next economic cycle, and which will be lagging behind, running the 
danger of not being able to respond to the next downturn. 

How much have governments borrowed?
Central banks were quick to respond to the unfolding economic crisis 
caused by the pandemic. With interest rates and bond yields already 
low, however, the additional quantitative easing was less effective 
than in the past. Fiscal policy had to step in, and in a big way. The 
success of governments in persuading households and businesses to 
adhere to restrictions hinged on enough support being offered. 

Most governments in Europe chose to introduce some form of 
the German short-hours work support (or furlough) scheme that 
was originally introduced during the global financial crisis. In 
contrast, the US government opted for direct payments to all, 
which though quicker and easier to administer, was also  
poorly targeted. 

In addition to welfare support, extra spending was required 
to boost healthcare services, including of course vaccination 
programmes. Recent news has highlighted the desperate situation 
in some emerging markets due to a lack of funding for hospitals 
and equipment. 

In terms of looking at the scale of fiscal support, Canada’s 
government has injected the largest fiscal impulse into the real 
economy (9.1% of GDP) amongst the advanced markets (chart 1). 
This is measured by taking the change in government spending 
and tax revenues, and correcting for the change in the economic 
cycle and interest costs. In a sense, it is the preferred way of 
measuring direct stimulus. The chart also shows the impact of the 
macroeconomic cycle and interest costs on the overall general 
government deficit, which Canada also takes the prize for over 
2020 at 20% of GDP. The UK, Japan, and Austria then follow. The 
most cautious or frugal governments, depending on your political 
views, were Spain, Switzerland, Sweden and Denmark. 

Government debt levels have risen dramatically 
following the Covid-19 crisis. Thanks to low 
interest rates there is no imminent risk, but it 
could cause issues down the road.
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Chart 1: Borrowing in advanced markets

Please note: at the time of publication, new official data was released that showed 
a much lower estimate for Canada’s 2020 public deficit (approximately 11% of GDP). 
Therefore, caution is advised when interpreting the projections for Canada. 
Source: Refinitiv, IMF Fiscal Monitor, Schroders Economics Group 20 June 2021. 

Chart 2: Borrowing in emerging markets
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In emerging markets, Brazil injected the largest fiscal impulse of 
7% of GDP, followed by Russia, Poland and China. To our surprise, 
the IMF data suggests Turkey tightened its fiscal policy to have a 
negative fiscal impulse, possibly due to its currency coming under 
pressure. Turkey did also raise interest rates though the central 
bank pushed a large amount of credit through public banks to 
stimulate the economy (chart 2). 

The above only shows actual realised changes in fiscal policy, but of 
course, part of the response this time also included guarantees on 
loans, and state backing of financing. These contingent liabilities are 
generally multiple times the size of the realised fiscal response, but 
are nonetheless important as they boost trust and confidence in the 
financial system. In the absence of said trust, investors may have 
seen a repeat of the seizure that crippled the global financial system 
just after Lehman Brothers collapsed in 2008, leading to the global 
financial crisis. Lessons have been learned. 

Will austerity return?
With the number of confirmed cases and deaths now declining, 
some governments have already started to consider how they 
will reduce overall borrowing in the future. For example, both 
the UK and US are expected to raise corporation taxes. Much of 
the borrowing in 2020 and 2021 is to fund what should be one 
off spending or support packages related to the pandemic. Once 
the emergency passes, so will the need for most of this spending. 
However, the gap remaining in public finances will depend on 
whether economic growth, and therefore tax revenues recover. 

Some austerity seems inevitable, but which countries are likely to 
be able to balance the books over the medium term?

While the IMF expects borrowing to peak in 2020 for most 
countries, almost three in four of the advanced countries in chart 
3 are forecast to be borrowing at least as much in 2025 as in 
2019 – suggesting long-term scarring, or excess borrowing. Only 
Canada, Japan, Australia and the US manage to reduce borrowing 
back below 2019 levels, though the US only manages this because 
it ran an unusually large deficit of 6.3% of GDP in 2019.

In emerging markets, Brazil, South Africa and Chile are expected 
to be running a deficit smaller than in 2019 by 2025, though 
Mexico and Indonesia will be close. China and India are expected 
to still be running deficits over 8% of GDP, which should be a 
concern.  Only Chile, Thailand and Russia are forecast to have 
deficits below 2% of GDP, though Russia used to run a surplus 
before the pandemic. 

Increased borrowing through the pandemic and beyond will 
naturally cause most to see outstanding debt levels rise. All except 
Germany, which is forecast to have its debt level remaining at just 
under 60% of GDP in 2025 (chart 5). 

On average, debt rises by more in the advanced markets than in 
the emerging, but there are notable increases in the latter. Brazil 
is expected to top 100% of GDP, while South Africa and India are 
both forecast to see debt rise above 80% of GDP (chart 6). 

Chart 3: Borrowing in advanced markets

Source: Refinitiv, IMF Fiscal Monitor, Schroders Economics Group 20 June 2021. 

Chart 4: Borrowing in emerging markets 
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Chart 5: Borrowing in advanced markets

Source: Refinitiv, IMF Fiscal Monitor, Schroders Economics Group 20 June 2021. 

Chart 6: Borrowing in emerging markets 
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Debt affordability
With government debt rising sharply, questions over the 
sustainability of public finances are bound to emerge. Yet despite 
higher debt, not all countries are expected to see an increase in 
their debt servicing costs. This is because the cost of borrowing 
is largely dependent on demand as well as supply, to give a 
prevailing yield, or interest on debt. 

Demand for safe-haven assets rose through the period of acute 
fear, but this has now abated. Instead, central banks’ actions have 
helped lower, and keep yields low. Lower policy interest rates 
reduce the opportunity costs of holding bonds, while quantitative 
easing effectively reduces the stock of bonds available for 
investors to buy, raising the price, and lowering yields. 

To examine the change in financing existing and new government 
debt, we compare the 2020 average debt service cost with the 
current marginal yield. The former is essentially the implied interest 
rate paid on existing debt, while the latter is the current market-
derived yield on the bond that has the closest corresponding 
maturity to the average term maturity for a given country. 

For example, the UK has a wide range of bonds maturing over 
many years, but the volume weighted average is approximately 15 
years. Therefore, the UK’s current marginal yield is that of the 15-
year bond, which is currently 1.16%. This is lower than the average 
service cost of 2.17%, which implies that if current conditions 
persist, the average cost of financing the UK’s stock of debt is falling.

Chart 7 compares these for the range of key markets. Canada, 
Italy, Germany and Spain have seen the biggest fall in interest 
costs from falling yields, while Turkey, Brazil, Chile and South 
Korea are currently seeing the biggest increases. 

There is a pattern worth noting. Apart from Poland, Mexico and 
Indonesia, all other emerging markets are currently seeing rising 
interest costs. Most advanced countries are seeing falls, which is 
likely to be due to the higher creditworthiness in general. 

The next step is to calculate the cost as a share of GDP. This is 
done by taking the difference between the average and marginal 
cost of debt, and combining it with the information available on 
total debt. When this is done, the green line in chart 8 shows the 
total impact of the change in interest costs. 

As expected, emerging markets are seeing the largest increase, 
with Turkey particularly badly affected. When ranking the 
difference in yields Turkey appears to see a rise that is 2.7 times 
the increase Brazil has seen. However, due to its lower debt 
position, the total impact as a share of GDP is not as severe. 
Though still the highest, if current yields persist, then Turkey’s 
debt service burden will rise by 3.6% of GDP, compared to Brazil’s 
3.1% of GDP increase. Russia is another good example, where it 
has seen a 2.2 percentage point difference in yields, but this only 
translates to a 0.5% of GDP rise in the cost of its debt financing. 

Chart 7: The impact of changes in yields on debt service costs

Source: Refinitiv, IMF Fiscal Monitor, Schroders Economics Group 20 June 2021. 
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At the other end of the spectrum, thanks to the actions of the 
European Central Bank, Italy, Germany and Spain could see 
interest payments fall by over 5% of GDP if yields remain this low. 
Canada though being the biggest beneficiary allows it to spend 
more as highlighted in charts 1 and 3 earlier. 

What about private debt?
Rising government debt is a concern, but it is only one sector 
of an economy. Households and companies are the other two 
key sectors which should be considered in order to gauge total 
indebtedness. Unfortunately, debt forecasts for the private sector 
are largely non-existent, but investors should look at the latest 
data available from 2019.

For example, Italy is well known as one of the most indebted 
major countries in the world. Few realise, however, that once 

private debt is taken into consideration, Italy is actually less 
indebted than Spain and the UK as a share of GDP. 

After Japan, France and Canada are the most indebted nations, 
then the US and South Korea (chart 9). At the lower end, Russia, 
Mexico and Turkey have the lowest total debt. Again, it is clear that 
high indebtedness in emerging markets is not well tolerated by 
financial markets, hence the higher yields shown earlier. 

Restrictions to activity related to the pandemic are likely to 
have caused companies to borrow more. Households that have 
received government support have mostly seen improvements 
in their finances, though this is largely due to reduced spending, 
which hurts the economy in other ways. Household savings rates 
have spiked upward over 2020, though are now likely to return to 
a lower level as restrictions are lifted.

Chart 9: Taking private debt into account 

Source: Refinitiv, IMF Fiscal Monitor, Schroders Economics Group 20 June 2021. 
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Other future liabilities
High private debt is arguably more dangerous than high 
government debt as companies and households have limited 
resources, and are more prone to arrears and defaults. 
Governments on the other hand have multiple generations to 
reduce indebtedness, and the levels are less important than being 
able to re-finance that debt on an ongoing basis. 

There are however some liabilities that governments face which 
are not captured by public finance statistics. Much like the 
contingent liabilities mentioned earlier through loan guarantees, 
age related spending is a recognised but poorly understood future 
cost for governments. The IMF provides an estimate of these 
broken down into pension spending and healthcare spending. 
This allows a comparison between 2019 and 2030 (chart 10).

Ageing populations caused by current demographics are 
largely to blame for the higher spending on healthcare. Older 
individuals simply require additional healthcare. The cost of 
healthcare matters too. For example, demographics in Germany 
and Spain are significantly worse than that of the US, but the 
higher cost of healthcare in the US raises the level of spending 
dramatically. Incidentally, the US is forecast to see the biggest 
increase in total age-related spending between 2019 and 2030. 
Brazil is only a little behind the US, with most of the extra cost 
coming from pensions spending, though the 2019 pension 
reform is a first step towards tackling this.
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At the other end of the spectrum, better funded pension systems 
and demographics mean the likes of Sweden, Denmark and Chile 
are set for only negligible increases in age-related spending. 
However, its worth keeping an eye on Chile, where the government 
has allowed some significant withdrawals from the pension system 
to appease voters. At best, this reduces the effectiveness of the 
system, and at worst, casts doubt over its future. 

The pandemic is unlikely to have impacted pensions spending, but 
healthcare spending has certainly increased, and it has probably 
done so more for countries with older populations. There will 
also be additional long-term increases to improve readiness 
for another major outbreak, for example, building up hospital 
capacity and inventories of personal protective equipment. 

Most expect the use of vaccines to reduce the risks associated 
with age from the coronavirus, and so any increase is likely to be 
short lived. Yet, higher indebtedness makes it more difficult for 
governments to keep future promises on these types of spending 
commitments. Households would be wise to make additional 
provisions to make up the likely shortfall. 

Fiscal space: can governments cope with another recession?
Fiscal sustainability has been a prominent topic over the past 
decade. The fallout from the Global Financial Crisis arguably 
triggered the Sovereign Debt Crisis in Europe. Ever since 
then, pressure has been high on governments to guard the 
sustainability of their public finances. This note has so far 
highlighted the extent of spending to tackle the pandemic, along 
with the likely impact on debt levels, and the affordability of said 
debt. And as shown, not all countries end up worse-off when it 
comes to the burden of financing their debts. 

The next step is to consider what happens if there is another 
downturn. Will governments have the room to manoeuvre to 
spend their way out of the next crisis? Or will they have limited 
firepower as a results of recent expenditures? For this, we need 
to consider the concept of fiscal space. There is no set definition 
of this broadly used term. Indeed, the IMF has many ways of 
measuring the notion. For the purpose of this paper, we will only 
consider three variables combined to give a simple measure. 

We define fiscal space as the difference between a country’s 
annual net expenditure, and its ability to finance it through growth 
in that year. The net expenditure is made of a county’s general 
government primary balance plus its net interest expenditure. 
Together, these make up the general government budget balance 
(usually a deficit). 

Against total net expenditure, we look at nominal GDP growth. If a 
country is running a larger budget deficit as a share of GDP than its 
nominal GDP growth, then its stock of debt is rising, and is said to 
have no fiscal space. If, however, a country is for example running 
a 2% of GDP deficit, but its nominal GDP is growing at 5% that year, 
then it has 3% of GDP worth of fiscal space. This can be used for 
stimulus without government debt increasing as a share of GDP. 

Before the pandemic, most could have predicted the countries 
with the least fiscal space. Japan, the US, South Africa and Italy 
featured at the bottom of the rankings (chart 11). Meanwhile, 
Turkey, Denmark, the Netherlands and Poland topped the 
rankings, with some running fiscal surpluses in addition to good 
nominal growth. 

Fiscal space is desirable, but it should also be used when required. 
Chart 12 illustrates what we refer to as the fiscal space cycle. It 
plots the fiscal space measure shown from chart 11 on the vertical 
axis, against the cyclical impact on the budget as a share of GDP 
on the horizontal axis (that is, if a country is growing above trend, 
then the cyclical impact is above zero, and vice versa). 

Most countries should ideally start in the top right hand quadrant, 
with above trend growth, and positive fiscal space. That country 
may see a turn in its business cycle, and as the economy slows, its 
budget deficit deteriorates, and it moves to the top left quadrant. 
Usually, the government would then implement expansionary 
fiscal policy, to help the economy recover. This helps move the 
country’s position back to the right of the chart.  Depending on 
how much is spent, they may end up in the top right quadrant, 
or if they spent more, the bottom right quadrant – where 
growth may have returned above trend, but there is no fiscal 
space remaining. For the latter, fiscal austerity usually follows 
to re-establish fiscal space, hopefully in time for the next cyclical 
downturn. Needless to say, those that stayed in the top half of the 
grid, require little if any austerity. 

Chart 11: Fiscal space in 2019

Source: Refinitiv, IMF Fiscal Monitor, Schroders Economics Group 20 June 2021. 

Chart 12: Fiscal space cycle in 2019
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The danger comes if countries do not have fiscal space to begin with 
before a downturn (starting in the bottom right), or if they use all their 
fiscal space, but it is not enough to return to above trend growth. In 
both scenarios, the country ends up in the lower left quadrant – no fiscal 
space remaining, and still below trend growth. This can lead to a debt 
spiral, which often forces countries to either devalue their currencies 
(if they do not have too much debt in foreign currencies), or simply to 
restructure existing debt. 

Ahead of the pandemic, a quarter of countries were in the danger zone 
(bottom left quadrant), with 36% in the healthy top right, and the rest in 
the less good top left (chart 12 above). As largely expected, the impact 
of the pandemic on public finances has meant, with the exception of 
Turkey, all major countries had no fiscal space remaining by the end of 
2020 (chart 13). With growth falling sharply, most countries are now in 
the danger zone (chart 14). 

As economies reopen and recover, public finances will improve, 
and most countries are expected to come out of the danger zone. 

Indeed, based on the IMF’s projections, we find that just under 
a third of countries return to the healthy position, with fiscal 
space and above trend growth. These include South Africa, Brazil, 
Australia and Germany. 39% do not complete their recovery, but 
do have fiscal space. These include Turkey, Russia, India and South 
Korea. These countries may need to spend more the get back to 
the healthy zone. 

Only Spain is expected to still need to run austerity by 2025 
(bottom right quadrant), but more concerning is that a quarter of 
countries are expected to still be in the danger zone. These include 
Japan, the UK, China, France, Italy and the US. 

Those countries in the danger zone as late as 2025 run the risk 
of not having much fiscal firepower to boost growth should they 
experience a downturn. Given the average economic cycle occurs 
every five to seven years, governments would be wise to rebuild 
their defences during better times.

Chart 13: Fiscal space in 2020

Source: Refinitiv, IMF Fiscal Monitor, Schroders Economics Group 20 June 2021. 

Chart 14: Fiscal space cycle in 2020% of GDP
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Chart 15: Fiscal space in 2025 

Source: Refinitiv, IMF Fiscal Monitor, Schroders Economics Group 20 June 2021. 

Chart 16: Fiscal space cycle in 2025
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Conclusion
Governments have been forced to borrow eye-watering 
amounts during 2020 to support households and firms as 
restrictions on activity were imposed. Most of the borrowing 
was due to expansionary fiscal policy, but a significant 
amount was down to lost revenues too. 

Though most countries have tried to use temporary spending 
increases and tax cuts, most will need to use austerity to 
reduce annual borrowing, and stabilise their growing debt 
positions. Interestingly, not all countries are expected to 
complete their austerity programmes by 2025.

As a result of higher borrowing, debt levels will reach 
unprecedented levels as a share of GDP, which will inevitably 
raise questions about affordability and sustainability. 

With regards to debt affordability, thanks to the help from 
monetary policy in the form of lower interest rates and 
quantitative easing, many countries should see the cost of 
servicing their debt actually fall, despite higher debt levels. 
Central banks are keen not to repeat past mistakes, in 
particular, those following the global financial crisis. Early 
exits of fiscal stimulus are seen as possibly having contributed 
to higher inequality and the rise of populism. Though central 
banks are officially politically neutral, it is clear that we are in 
an age of fiscal dominance, and the political imperatives for 
fiscal expansion will require central banks to keep monetary 
policy very loose. 

Such a course of action risks higher inflation. This is not 
a topic for this note, but it partly explains why emerging 
markets on the whole will struggle to follow the same 
path as developed markets. Perceived excessive fiscal and 
monetary stimulus in emerging markets would risk currency 
devaluations and worse still, potential questions over debt 
sustainability. 

In thinking about debt sustainability, we encourage readers 
to also consider the starting point of private debt and the 
forecast increase in age related expenditure. The former 
is harder to put off, as the private sector doesn’t have 
the privilege of tax raising powers. The latter shows the 
importance of pension reforms, and an affordable healthcare 
system. 

Finally, our analysis on fiscal space shows that a significant 
number of countries are in danger of being  ill prepared for 
the next cyclical downturn. By 2025, projections show one 
quarter of major economies may still lack fiscal space to 
manoeuvre, while simultaneously still suffering a drag on 
their annual budgets from sub-trend cyclical performance. 
These countries, especially in emerging markets, have 
historically been forced to either devalue their currencies, or 
to restructure their debts. 
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be repeated. The value of investments and the income from them may 
go down as well as up and investors may not get back the amounts 
originally invested. Exchange rate changes may cause the value of 
any overseas investments to rise or fall. This document may contain 
‘forward-looking’ information, such as forecasts or projections. Please 
note that any such information is not a guarantee of any future 
performance and there is no assurance that any forecast or projection 
will be realised. 

European Union/European Economic Area: Issued by Schroder 
Investment Management Limited,1 London Wall Place, London, EC2Y 
5AU. Registered Number 1893220 England. Authorised and regulated 
by the Financial Conduct Authority.

Note to Readers in Australia: Issued by Schroder Investment 
Management Australia Limited, Level 20, Angel Place, 123 Pitt Street, 
Sydney NSW 2000 Australia. ABN 22 000 443 274, AFSL 226473. 

Note to Readers in Canada: Schroder Investment Management North 
America Inc., 7 Bryant Park, New York, NY 10018-3706. NRD Number 
12130. Registered as a Portfolio Manager with the Ontario Securities 
Commission, Alberta Securities Commission, the British Columbia 
Securities Commission, the Manitoba Securities Commission, the 
Nova Scotia Securities Commission, the Saskatchewan Securities 
Commission and the (Quebec) Autorite des Marches Financiers. 

Note to Readers in Hong Kong: Schroder Investment Management 
(Hong Kong) Limited, Level 33, Two Pacific Place 88 Queensway, 
Hong Kong. Central Entity Number (CE No.) ACJ591. Regulated by the 
Securities and Futures Commission. 

Note to Readers in Indonesia: PT Schroder Investment Management 
Indonesia, Indonesia Stock Exchange Building Tower 1, 30th Floor, 
Jalan Jend. Sudirman Kav 52-53 Jakarta 12190 Indonesia. Registered 
/ Company Number by Bapepam Chairman’s Decree No: KEP-04/PM/
MI/1997 dated April 25, 1997 on the investment management activities 
and Regulated by Otoritas Jasa Keuangan (‘OJK’), formerly the Capital 
Market and Financial Institution Supervisory Agency (‘Bapepam dan LK’).

Note to Readers in Japan: Schroder Investment Management (Japan) 
Limited, 21st Floor, Marunouchi Trust Tower Main, 1-8-3 Marunouchi, 
Chiyoda-Ku, Tokyo 100- 0005, Japan. Registered as a Financial 
Instruments Business Operator regulated by the Financial Services 
Agency of Japan. Kanto Local Finance Bureau (FIBO) No. 90. 

Note to Readers in People’s Republic of China: Schroder Investment 
Management (Shanghai) Co., Ltd., RM1101 11/F Shanghai IFC Phase 
(HSBC Building) 8 Century Avenue, Pudong, Shanghai, China, AMAC 
registration NO. P1066560. Regulated by Asset Management 
Association of China. 

Note to Readers in Singapore: Schroder Investment Management 
(Singapore) Ltd, 138 Market Street #23-01, CapitaGreen, Singapore 
048946. Company Registration No. 199201080H. Regulated by the 
Monetary Authority of Singapore. 

Note to Readers in South Korea: Schroders Korea Limited, 26th Floor, 
136, Sejong-daero, (Taepyeongno 1-ga, Seoul Finance Center), Jung-gu, 
Seoul 100-768, South Korea. Registered and regulated by Financial 
Supervisory Service of Korea. 

Note to Readers in Switzerland: Schroder Investment Management 
(Switzerland) AG, Central 2, CH-8001 Zürich, Switzerland. Authorised 
and regulated by the Swiss Financial Market Supervisory Authority 
(FINMA). 

Note to Readers in Taiwan: Schroder Investment Management 
(Taiwan) Limited, 9F, 108, Sec.5, Hsin-Yi Road, Hsin-YI District, Taipei 
11047 Taiwan, R.O.C. Registered as a Securities Investment Trust 
Enterprise regulated by the Securities and Futures Bureau, Financial 
Supervisory Commission, R.O.C. 

Note to Readers in the United Arab Emirates: Schroder Investment 
Management Limited, 1st Floor, Gate Village Six, Dubai International 
Financial Centre, PO Box 506612 Dubai, United Arab Emirates. 
Registered Number 1893220 England. Authorised and regulated by 
the Financial Conduct Authority.
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