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This small-scale research and development technical assistance (S-RDTA) will explore the application of
risk-based debt sustainability methods in the Asian context. This follows up on RDTA 7662, which in
2012 led to the publication of the book titled _Debt Sustainability in Developing Asia_. There, we
compiled a public debt database for ADB Developing Member Countries (DMCs) and conducted IMF-type
Debt Sustainability Analysis (DSA) for market-access countries, complemented by stochastic analysis in
the form of fan charts. Premised on a favorable macroeconomic and fiscal outlook for most countries in
the region, we concluded public debt to be generally sustainable.

This S-RDTA will first update the public debt database for all DMCs to reflect the latest data available.
For a few select DMCs, DSA projections will be updated to incorporate the risks from the
macroeconomic stochastic environment. Analysis will then seek to move beyond the conventional
approach based on scenario projections and debt ratio indicators, toward a better accounting for the
risks faced by the public sector. Building on recent progress in the field of balance-sheet approaches to
sovereign risk analysis , this project shall explore the feasibility of combining DSA with Value at Risk
(VaR) or Contingent Credit Analysis (CCA) for a broader assessment of risk factors to public debt
sustainability. These analytical frameworks for assessing sustainability under uncertainty will also
account for important contingent liabilities, such as the public debt implications from a systemic
banking crisis.

Data constraints and resource limitations will likely limit the application of risk-based DSA to one or two
select DMCs, to be chosen by the project team in consideration of data availability and country
characteristics. The potential for possible future extensions of the analysis to as many DMCs as possible
will be assessed. As concerns macroeconomic stochastic analysis as an extension of conventional DSA,
the research team will select four DMCs deemed of particular interest and suitable for analysis. Again,
country focus will be decided at project inception according to data availability, the presence of debt
and risk profiles of particular analytical interest, and a country's inclusion or not in previous analyses.
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Traditional DSA is predicated on identifying the primary balance that is compatible with a stable or
declining debt ratio, against the backdrop of plausible medium term macroeconomic forecast
assumptions. Debt ratios and various indicators are used to assess whether policies will lead to
unsustainable debt dynamics. While appealingly simple and analytically useful, the standard
framework's shortcomings are widely acknowledged. In particular, it does not incorporate the stochastic
nature of the macroeconomic parameters determining debt sustainability; it fails to reflect the broader
public sector balance sheet and asset values in particular; there is no assessment of systemic risks that
run from private sector debt to the Sovereign, with the potential of jeopardizing an otherwise public
debt profile.

To complement conventional DSA, this S-RDTA will first devise a method to better reflect the stochastic
nature of the macroeconomic determinants of debt dynamics. It will then seek to extend the analysis to
incorporate VaR, CCA or other systemic risk models, building on recent advances in the field. For
example, the VaR methodology can be used to assess correlated solvency and liquidity risk for
businesses, financial institutions and sovereigns, against the identification of correlated systematically
important risk variables such as sector returns, country GDPs, interest rates, exchange rates, equity
returns, and commodity prices. Risk assessments can then be undertaken on many entities
simultaneously and preemptive measures to manage such risks can be identified.

However, VaR analysis is data intensive, limiting its applicability to a restrict number of DMCs. To
circumvent data limitations, CCA applies option-pricing models to infer sovereign asset values and their
volatility from the liabilities side of a consolidated government and central bank balance sheet. From
these estimates CCA then derives useful indicators of sovereign risk, such as the distance to debt
distress and the sovereign risk-neutral credit spread. By linking the credit risk premium to the balance
sheet framework, CCA explains the underlying structural determinants of risks, which in turn relate to
and help explain market based measures of credit risk, such as bond spreads or spreads on credit
default swaps. By contrast, standard DSA tends to correlate very poorly with any of these market based
measures of risk.

The findings of this S-RDTA will flow into three working papers. One technical paper will discuss
conventional DSA and its expansion to better reflect macroeconomic stochastics, based on an update of
the DMCs public debt database. Another technical paper will seek to devise a suitable VaR or CCA
approach to sovereign risk and public debt analysis and assess its applicability against a DMC country
case application. A third paper will summarize the key findings and discuss policy conclusions for a
target audience of policy makers in the region, suitably drafted as a background paper to potentially
serve as input for specific sections in a future ADB flagship report.

In sum, this S-RDTA will update the DMC public debt database and enhance the ERCD portfolio of debt
sustainability and risk assessment tools available. The methods explored by this S-RDTA and its findings
promise to be of relevance also to ADB operational departments, especially those dealing with public
debt sustainability and risk analysis.

Improved analytical capability in the field of risk analysis and DMC sovereign debt sustainability

ADB stakeholders and DMC policy makers are aware of S-RDTA
DSA methods

ADB working papers and analytical inputs to reports are well
received
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Consulting Services The TA will engage 3 person-months of international consulting services, 4 person-months of national consulting

services

, and 1 resource person services who will contribute to the analytical and empirical work.
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