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The Lowy Institute is an independent policy think tank. Its mandate ranges 
across all the dimensions of international policy debate in Australia — 
economic, political and strategic — and it is not limited to a particular 
geographic region. Its two core tasks are to: 

• produce distinctive research and fresh policy options for Australia’s 
international policy and to contribute to the wider international debate 

• promote discussion of Australia’s role in the world by providing an 
accessible and high-quality forum for discussion of Australian 
international relations through debates, seminars, lectures, dialogues 
and conferences. 

 

Lowy Institute Analyses are short papers analysing recent international 
trends and events and their policy implications. 

The views expressed in this paper are entirely the authors’ own and 
not those of the Lowy Institute. 

 

Note: The data for this Analysis was finalised on 19 September 2019. 
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EXECUTIVE SUMMARY 
China’s Belt and Road Initiative has raised important questions about the 
risk of debt problems in less-developed countries. The risks are 
especially acute for the small and fragile economies of the Pacific. Our 
analysis, however, finds a nuanced picture. The evidence to date 
suggests China has not been engaged in deliberate ‘debt trap’ 
diplomacy in the Pacific. Nonetheless, the sheer scale of China’s lending 
and its lack of strong institutional mechanisms to protect the debt 
sustainability of borrowing countries poses clear risks. Chinese lending is 
more intense as a share of GDP in smaller economies. If China wants to 
remain a major development financier in the Pacific without fulfilling the 
debt trap accusations of its critics, it will need to substantially restructure 
its approach, including by adopting formal lending rules similar to those 
of the multilateral development banks.  

By contrast, there is scope for Australia’s more modest infrastructure 
lending plans to be sustainable. If Australia wants to do more in the 
Pacific though, it should reverse the current stagnation in its overall aid 
budget. Pacific nations, meanwhile, have an opportunity to push for 
more favourable financing from external development partners. Care 
must be taken, however, to avoid overly geopolitical aid that prioritises 
short-term wins over the need for domestic reform and good governance. 
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The Pacific has seen a surge in interest from major powers looking to 
lend more money to the region. With this, the Pacific has once again 
become an arena for geostrategic competition among much larger 
players. China has emerged as a major new financier, extending 
attention-grabbing loans to Pacific governments now officially brought 
under its sprawling Belt and Road Initiative (BRI). This has raised 
concerns about debt sustainability and accusations that China is 
pursuing ‘debt trap’ diplomacy in the region.1 It has also prompted the 
Australian Government to respond with its own new debt-financing 
initiatives as part of its broader Pacific ‘step-up’.  

Debt can play a useful role in financing development if there is due 
attention to ensuring debt sustainability. Nonetheless, the scale, nature, 
and opacity of China’s lending activities under the BRI raise important 
questions about potential debt sustainability problems in many less- 
developed countries. Pacific countries are prima facie among those most 
at risk, given their small size and structural vulnerabilities. Several Pacific 
states are also some of the most heavily indebted countries to China 
anywhere in the world. The Pacific is therefore a crucial part of the global 
story surrounding the debt sustainability implications of the BRI. 

In the vortex of geopolitics and the rush from larger players to win 
influence in the region, objective economic analysis has been missing 
from much of the policy discourse about China’s lending activities in the 
Pacific. Some analysts are dismissive of the China debt trap narrative, 
concluding that such concerns are “without foundation”.2 Others continue 
to warn of predatory lending practices.3 This Analysis therefore seeks to 
provide a more systematic investigation of the available evidence. We 
find the picture is more nuanced than either camp presents. The 
evidence suggests China has not been engaged in such problematic 
debt practices in the Pacific as to justify accusations of debt trap 
diplomacy, at least not to date. Still, the sheer scale of Chinese lending 
and the lack of strong institutional mechanisms to protect the debt 
sustainability of borrowing countries mean a continuation of business as 
usual would pose clear risks. China will need to substantially restructure 
its approach if it wants to remain a major player in the Pacific without 
fulfilling the debt trap accusations of its critics. 

There have been some recent signs of greater caution on the part of 
both China and Pacific Island governments. At the Second Belt and 
Road Forum held in Beijing in April 2019, China’s President Xi Jinping 
emphasised the need to ensure debt sustainability in future BRI 
projects.4 Pacific leaders have also become more cautious about taking 
on additional Chinese debt. Six Pacific governments are currently 
debtors to China — Cook Islands, Fiji, Papua New Guinea, Samoa, 

The evidence suggests 
China has not been 
engaged in such 
problematic debt 
practices in the Pacific 
as to justify accusations 
of debt trap diplomacy… 
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Tonga, and Vanuatu — although only Papua New Guinea and Vanuatu 
have taken on new Chinese loans since 2016.  

Other signs, however, suggest that the issue of China’s impact on debt 
sustainability in the Pacific will only grow in importance. First, several 
very large loan-financed projects are officially in the pipeline in Papua 
New Guinea and Vanuatu. Second, all six Pacific governments currently 
indebted to China officially signed up to the BRI in late 2018, joining 
around 130 other countries China lists as part of the initiative.5 This 
suggests these governments remain interested in further financing from 
China. Chinese lending may also expand to more countries in the region 
as Pacific governments look to maximise the amount of external 
financing available to them. Most recently, Solomon Islands and Kiribati 
have both announced a switch in diplomatic relations from Taiwan to 
China.6  

Australia is also looking to become an important lender in the Pacific. 
While Australia has long been the dominant aid provider to the region, its 
development financing had been provided only in the form of grants 
rather than loans. In November 2018, the Australian Government 
launched its Pacific ‘step-up’. This included a new $2 billion Australian 
Infrastructure Financing Facility for the Pacific (AIFFP) — comprising 
$1.5 billion in loans and $0.5 billion in grants — as well as another 
$1 billion in callable capital for Export Finance Australia (EFA)7 and an 
expanded remit for EFA to finance overseas infrastructure projects.8 
These initiatives are in the early stages of operation. Still, there are 
concerns that in seeking to compete directly with loans from China, 
Australia might simply exacerbate existing debt sustainability problems 
in the Pacific. 

This Analysis reviews the evidence surrounding China’s debt practices in 
the Pacific and the extent to which they have contributed to rising debt 
sustainability risks in the region. Our analysis draws on the 
macroeconomic surveillance work of the International Monetary Fund 
(IMF) and combines this with newly updated data from the Lowy Institute 
Pacific Aid Map — a unique dataset tracking official financing flows to 
the region, including from China.9 We focus on benchmarking China’s 
practices against other official financiers operating in the Pacific, notably 
the World Bank and Asian Development Bank (ADB) as the standard-
bearers for international good practice. We then conduct a simple 
quantitative exercise to examine the risk of future debt sustainability 
problems related to Chinese lending, as well as the Australian 
Government’s plans to become a major infrastructure lender to the 
region. Finally, we draw out important policy implications that flow from 
this analysis.  

 

…all six Pacific 
governments currently 
indebted to China officially 
signed up to the BRI in 
late 2018, joining around 
130 other countries… 
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DEBT SUSTAINABILITY CONCERNS 
SURROUNDING THE BRI  
Globally, the vast majority of Chinese official development finance 
comes in the form of loans rather than grants, with only a minority of 
those loans being concessional.10 The core source of Chinese 
development financing has been its state-owned policy banks — 
namely, the Export-Import Bank of China (EXIM Bank) and the China 
Development Bank. Increasingly, China’s state-owned commercial 
banks are also becoming major overseas lenders under the BRI 
banner.11 Combined with the large volume of planned Chinese lending 
under the BRI, this has given rise to concerns that the initiative will 
generate debt sustainability problems in developing countries around the 
world. It has also led to accusations of so-called ‘debt trap’ diplomacy, 
which contend that China actively seeks to push countries into debt 
problems in order to extract geopolitical concessions.12 Many 
geostrategic analysts are alarmed by the example of the Hambantota 
Port in Sri Lanka, in which a state-owned Chinese firm gained a majority 
equity stake in the strategically located port after the country ran into 
debt-related difficulties.13 More recently, there is a concern that 
something similar could happen in the Pacific.14 

A lack of transparency and official information about the BRI severely 
limits objective economic analysis of the situation and raises questions 
about the planned scale, and often commercial terms, of Chinese 
lending. For example, in 2018 the IMF identified eight low-income 
countries in Africa experiencing debt difficulties in which total external 
debt-to-GDP had risen by over 20 percentage points, with more than half 
of the increase reflecting bilateral loans from China.15 One recent 
academic study suggests that half of China’s overseas lending is 
“hidden” and not captured by official global debt statistics or private 
credit rating agencies.16 Looking to the future, an important 2018 study 
by the Center for Global Development (CGD) found eight countries at 
particular risk of debt problems based on the pipeline of debt-financed 
projects planned under the BRI.17 The World Bank conducted a similar 
exercise in 2019 and found 12 countries likely to experience increased 
debt vulnerability as a result of the BRI over the medium term.18 Notably, 
no Pacific countries were included in either the CGD or World Bank 
study. For that reason, we later present a similar forward-looking 
exercise for the Pacific. 

…the large volume of 
planned Chinese lending 
under the BRI…has also led 
to accusations of so-called 
‘debt trap’ diplomacy, which 
contend that China actively 
seeks to push countries into 
debt problems in order to 
extract geopolitical 
concessions. 
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DEBT SUSTAINABILITY RISKS IN THE PACIFIC  
China has cultivated its attractiveness as a development partner for 
Pacific governments by operating in sharp contrast to traditional 
development partners. Chinese assistance is perceived to be faster, 
more responsive to the needs of local political elites, and have fewer 
conditions attached. As one senior Pacific bureaucrat put it: “We like 
China because they bring the red flags, not the red tape.”19 Chinese aid 
activity in the Pacific region has been predominantly in infrastructure 
development, fuelled largely by loans rather than grants.  

Pacific countries are among the most vulnerable countries in the world to 
potential debt sustainability problems and by extension possible ‘debt 
trap’ diplomacy. The countries most at risk of debt problems from the 
BRI are smaller economies with weaker institutions, even if the majority 
of Chinese financing goes to larger countries with a better ability to 
absorb such debt. On the basis of available evidence, China’s overseas 
lending as a share of GDP appears to be much larger in smaller 
countries (Figure 1, Panel A).20 Three small Pacific economies — 
Tonga, Samoa, and Vanuatu — also appear to be among those most 
heavily indebted to China anywhere in the world (Figure 1, Panel Bl).21 
The Pacific is therefore a crucial part of the global debt sustainability 
questions surrounding the BRI.  

 
Debt can play a useful role in financing development if there is due 
regard for debt sustainability. However, Pacific countries face a host of 
structural challenges that substantially heighten their vulnerability to 
potential debt problems. Much of this derives from the region’s 
unfavourable economic geography including: remoteness from major
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international economic centres; internal dispersion within countries (both 
across rural areas and between a country’s different islands); incredibly 
small size by most key measures (such as population, land, and GDP); 
dependence on a narrow set of uncertain income sources (notably 
commodities, aid, remittances, and tourism); and high vulnerability to 
major natural disasters and the effects of climate change.22  

Nine Pacific countries are among the smallest 25 countries in the 
world.23 Tonga, Samoa, and Vanuatu — mid-sized Pacific countries — 
have populations of only 100 000–300 000 people.24 Papua New Guinea 
is the exception, with a population of almost nine million people.25 In 
terms of remoteness, the average Pacific country weighted by economic 
size lies 11 500 kilometres away from the rest of the world, a distance 
40 per cent greater than that for the Caribbean islands.26 Regarding 
natural disasters, Vanuatu tops the list as the country facing the highest 
risks in the world.27 Tonga is considered second. Three other Pacific 
countries are in the top ten, including Papua New Guinea.  

Difficult economic geography in turn drives enormous development 
financing needs, creating a predictable pressure towards potentially 
unsustainable fiscal policies and debt accumulation as governments 
seek to satisfy the needs and demands of local populations. The Pacific 
is, by some margin, the most aid-dependent region in the world. In 2017, 
the Pacific received aid equal to 5.2 per cent of its gross national 
income. By comparison, in Sub-Saharan Africa it was 3 per cent.28 Even 
with this aid, the Pacific still faces one of the largest estimated financing 
gaps in the world. For example, the ADB estimates an infrastructure 
financing gap of 6.2 per cent of GDP every year, the highest such gap of 
any sub-region within the Asia-Pacific.29 

Structurally weak and volatile growth further reduces the ability of Pacific 
countries to sustainably absorb large amounts of debt. Reflecting their 
difficult economic geography as well as weak institutions, Pacific 
countries have struggled to sustain even a modest pace of economic 
growth over the long term. As Figure 2 shows, economic growth in the 
Pacific is more volatile than it is fast. Growth accelerations tend to be 
short-lived and often driven by the transitory stimulus effects of large-
scale infrastructure construction.30 This means many investments 
struggle to generate an adequate return to justify the cost — even for 
investments in economic infrastructure that are usually considered to be 
growth-enhancing, such as roads, ports, and power generation.31 It also 
means Pacific countries have limited scope to grow their way out of any 
debt overhang. Meanwhile, frequent negative shocks risk short-term 
debt-servicing problems and, in the case of larger shocks, can 
fundamentally alter debt sustainability prospects.  

Difficult economic geography 
…drives enormous 
development financing needs, 
creating a predictable 
pressure towards…debt 
accumulation as governments 
seek to satisfy the needs and 
demands of local populations. 
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Debt sustainability risks have been rising in the Pacific over the past 
decade. Figure 3, Panel A shows the distribution of IMF debt distress 
risk ratings across Pacific countries and how this has evolved over 
time.32 While no Pacific country is currently considered by the IMF to be 
in debt distress, the risks have become notably worse over time. By 
2017, no Pacific country was considered at low risk of debt distress. 
Among the six countries with IMF ratings available since 2011, four saw 
their IMF ratings worsen: Papua New Guinea, Vanuatu, Samoa, and 
Tonga. China is an important creditor to all four. For these countries, 
average debt-to-GDP has risen by 17 percentage points while it has 
declined on average for other Pacific economies (Figure 3, Panel B).  

A review of IMF debt sustainability analyses for these four Pacific 
countries reveals multiple drivers behind rising debt risks. Primary 
among these is the impact of large economic shocks (especially major 
natural disasters) combined with the policy response of Pacific 
governments that have prioritised economic recovery over fiscal 
prudence. Recent tropical cyclones have, for example, caused estimated 
damages of over 60 per cent of GDP in Vanuatu and almost 40 per cent 
and 30 per cent of GDP in Tonga and Samoa, respectively.33 Economic 
mismanagement has also been important, particularly in Papua New 
Guinea where large budget deficits saw a sharp increase in public debt 
even before a collapse in key commodity prices derailed its economy. 
Methodological changes by the IMF to better incorporate the impact of 
frequent natural disasters, as well as other technical factors, have also 
been important reasons behind recent changes in IMF debt ratings in the 
Pacific.34 Overall, it is clear that rising debt risks in the region, as 
assessed by the IMF, have been driven by a multitude of factors, rather 
than by Chinese lending alone.  

Overall, it is clear that 
rising debt risks in the 
region, as assessed by 
the IMF, have been 
driven by a multitude of 
factors, rather than by 
Chinese lending alone.  
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THE SUPPLY OF OFFICIAL FINANCING IN THE PACIFIC 
Pacific governments clearly hold the primary decision-making power 
over how much debt they wish to incur, including in the aftermath of 
natural disasters and other negative external shocks. Nonetheless, the 
availability of loans from different partners is a key conditioning factor. 
Pacific governments have agency, but a willing financier is also a 
necessary requirement. This section therefore considers the role of 
different actors in providing official financing to the Pacific.  

We first trace the broad picture of official financing flows to the region 
and its composition, before focusing on the role of China compared to 
other financiers. According to Pacific Aid Map data, in 2011–2017 the 
region received US$2.4 billion in official financing flows on average each 
year, of which about 81 per cent was in the form of grant assistance, 
15 per cent in loans, and the remainder in other flows. In total, official 
financing flows were equal to 7.5 per cent of the region’s GDP in 2017.35 
However, this figure understates the importance of such flows to many 
individual Pacific economies since it is skewed by Papua New Guinea 
and Fiji, which have much larger economies and are far less aid 
dependent than the rest of the region. If each country is equally 
weighted, the average Pacific country received official financing equal to 
about 24 per cent of its GDP in 2017. 

If each country is equally 
weighted, the average 
Pacific country received 
official financing equal to 
about 24 per cent of its 
GDP in 2017. 
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Official financing flows to the Pacific have, however, been declining in 
importance and becoming less concessional. Figure 4, Panel A shows 
the total amount of official financing disbursed to the region from 2011 to 
2017. Although essentially flat in nominal terms, official financing flows 
fell by 1.7 percentage points relative to regional GDP (Figure 4, Panel B). 
Importantly, the decline was entirely driven by a sharp reduction in grant 
financing from traditional bilateral donors — notably from Australia, 
reflecting a combination of stagnant grant assistance in Australian 
dollars and unfavourable exchange rate movements. Overall, there has 
been a substantial fall in grants relative to regional GDP — dropping 
from 8.2 per cent in 2011 to 5.9 per cent in 2017 (Figure 4, Panel B). 
Meanwhile, debt financing has risen from 7 per cent of total official 
financing flows in 2011 to 16 per cent in 2017. Official financing flows to 
the Pacific have therefore not only been declining in importance but 
shifting in a less concessional direction. 

 
It is within this environment that China has emerged as a major lender in 
the Pacific. In 2011–2018, China made official loan commitments totalling 
US$6 billion (about 21 per cent of regional GDP). By dollar value, the 
majority of this has flowed to Papua New Guinea as the region’s largest 
economy and includes a US$4.1 billion roads project announced in 2017, 
which is yet to be drawn on but remains officially in the pipeline.36 
Excluding this particular loan and focusing on the period 2011–2017 for 
which we have more comparable data across donors, China committed 
to loan projects with a total value of about US$1.7 billion. However, we 
estimate that only around US$942 million had been disbursed by the 
end of 2017. 

Yet, while China has become a major new lender in the Pacific, it has 
not been the dominant source of new loans in the region. Figure 5 shows 
the key creditors in the region and the countries to which they have 
extended loans. China was responsible for 37 per cent of all official 
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sector loans disbursed to the region in 2011–2017. The ADB provided a 
slightly higher share, at 41 per cent. However, combined with the smaller 
lending activities of the World Bank, the two multilateral development 
banks (MDBs) together accounted for 53 per cent of all loan 
disbursements to the Pacific and have therefore continued to serve as the 
leading source of new official loans in the Pacific. Japan also contributed 
7 per cent of all lending. Taken together with minor contributions from the 
IMF and Canada, this means traditional creditors provided over 60 per 
cent of all official lending to the Pacific from 2011 to 2017.  

 

Looking at China’s role as a creditor to individual Pacific countries presents 
a similar picture (Figure 6). China is the single largest creditor in Tonga, 
Samoa, and Vanuatu. However, it is only in Tonga that China accounts for 
more than half of total outstanding debt. Elsewhere, either traditional official 
lenders or domestic creditors dominate. Meanwhile, China is not an active 
lender to the rest of the region, which remains dominated by traditional 
creditors, notably the MDBs. With the important exception of Tonga, China 
is currently not a dominant creditor in the Pacific.  
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FURTHER SCRUTINY OF CHINESE LENDING  
IN THE PACIFIC 
The analysis so far suggests that China has not been the primary factor 
behind rising debt risks in the Pacific. Deteriorating IMF debt ratings 
reflect a confluence of factors, and official sector lending to the Pacific 
continues to be led by the two MDBs and traditional creditors more 
generally, both in terms of the existing stock of debt as well as new loan 
flows. This provides a strong initial argument against accusations of debt 
trap diplomacy. However, it is not necessarily sufficient. One might still 
consider China’s lending practices to be ‘predatory’ or otherwise 
problematic if its projects are of especially poor quality, if its loan terms 
are particularly expensive, or if it has been engaged in lending to 
countries already at a heightened risk of debt problems. We now 
consider each of these issues.  

QUALITY OF PROJECTS 

The Pacific is littered with infrastructure projects that have failed for a 
variety of reasons, not least due to the inherently limited economic 
viability of many investments given the region’s lack of economic 
dynamism. Chinese infrastructure projects in the Pacific have been 
sharply criticised, with some going as far as to accuse many of these 
projects of being “white elephants” and “roads to nowhere”.37 Tied 
financing, little due diligence, outsized projects, weak project oversight, 
and fraudulent and corrupt practices are among the many criticisms that 
have been directed at Chinese projects. 

While there has been a surfeit of commentary about Chinese projects, 
there has been much less analysis of the actual impact and quality of the 
projects. A 2014 study provides the best analysis of the effectiveness of 
Chinese aid, and the determinants of that effectiveness, drawn from 
case studies in four countries — Cook Islands, Samoa, Tonga, and 
Vanuatu.38 The study presented a mixed report card on the quality of 
Chinese projects, with some performing much better than others. The 
key determinants of effectiveness were the approaches taken by Pacific 
Island governments to negotiations, and overall oversight of the projects. 
The evidence suggests that, if left alone, Chinese state firms will cut 
corners and inflate prices. If managed properly, they can deliver good 
quality infrastructure.  

The mixed quality of Chinese projects notwithstanding, there is a more 
fundamental question about whether infrastructure investment in many 
Pacific countries is likely to generate faster economic growth, given the 
region’s difficult economic geography. The World Bank has noted that in 
the Pacific “the value of infrastructure is often the direct improvement of 
their populations’ livelihoods without necessarily being able to generate 
growth dividends that could be used to service debt”.39 Viewed in this 
light, the mixed quality of Chinese-financed projects is arguably of less 
concern from a pure debt sustainability perspective, even if it remains 

While there has been a 
surfeit of commentary 
about Chinese projects, 
there has been much 
less analysis of the 
actual impact and quality 
of the projects. 
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crucial from a broader welfare perspective (for example, due to financial 
waste or lower-quality projects crowding out better ones). If little growth 
dividend is to be expected, then the impact of debt-financed infrastructure 
projects becomes more analogous to general deficit financing or 
government consumption expenditure, for which the principal concerns 
are the scale of borrowing and whether it is sufficiently concessional.  

LENDING TERMS 
According to the Pacific Aid Map data, the vast majority (97 per cent) of 
China’s official loans in the Pacific has been in the form of concessional 
loans from its EXIM Bank. This is a markedly different situation to the 
global picture, where lending on market terms by China Development 
Bank and commercial Chinese banks also play a sizeable role. Standard 
EXIM concessional loans are denominated in renminbi, with an interest 
rate of 2 per cent, a 5–7 year grace period, and a 15–20-year maturity. 
All of the largest loans to Samoa, Tonga, and Vanuatu have carried 
these standard terms, including a 20-year maturity.40  

One immediate implication is that the macro-debt dynamics implied by 
China’s lending terms are quite favourable for the Pacific. With nominal 
GDP growth across the region generally well above the 2 per cent 
interest being charged, even slow-growing Pacific economies can 
potentially grow their way out of Chinese debt.41 China’s bilateral 
lending terms are also vastly more favourable than those available from 
the market. Among Pacific countries, only Fiji and Papua New Guinea 
have meaningful access to market-based financing. Long-term 
government domestic borrowing costs are currently around 6 per cent in 
Fiji and 11 per cent in Papua New Guinea. PNG’s maiden issue of a 
US$500 million bond is also instructive in terms of access to external 
foreign currency debt, carrying a ten-year maturity and interest rate of 
8.4 per cent.42 

Nonetheless, exposure to natural disasters and other vulnerabilities 
lower the ability of Pacific economies to carry large amounts of debt, 
particularly external debt in foreign currencies. This raises an important 
question as to whether China’s loans are concessional enough by 
international standards. To create a consistent basis of comparison 
across different loan term components, the OECD measures overall 
concessionality by calculating the effective ‘grant element’ of a loan.43 
According to the OECD, a loan is concessional if it contains a grant 
element equal to 25 per cent or more of the loan’s face value using a 
discount rate of 10 per cent.44 Following the OECD’s methodology, we 
calculate that a 15–20-year concessional EXIM loan would carry a grant 
element of 48–56 per cent — concessional enough by international 
standards to qualify as aid.  

How does China compare with other official creditors? Concessional 
loan terms on offer from the MDBs tend to carry an interest rate in the 

China’s bilateral 
lending terms are also 
vastly more favourable 
than those available 
from the market. 
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range of 1–2 per cent, a grace period of five–ten years, and loan 
maturity of 25–40 years — resulting in a grant element in the range of 
60–70 per cent, significantly larger than that calculated for EXIM loans. 
Japan’s terms are even more concessional. The Japanese-financed Port 
Vila port redevelopment project, for example, carried a 0.5 per cent 
interest rate, ten-year grace period, and maturity of 40 years — implying 
a grant element of around 80 per cent.45 China’s loans are therefore 
much less concessional than those available from other official lenders. 
China’s loan terms, however, compare more favourably with the non-
concessional MDB lending windows available to more creditworthy 
countries — which in the Pacific include Fiji and Papua New Guinea — 
and allow borrowing at a much greater scale.46 MDB non-concessional 
financing terms vary with prevailing global interest rates and specific 
projects. With global interest rates at historically low levels, a 20-year 
MDB non-concessional loan with a five-year grace period would carry a 
grant element using the OECD method of 50 per cent, compared with 
56 per cent for a 20-year concessional Chinese EXIM loan.  

While most Chinese bilateral lending in the Pacific appears to be 
concessional, it is not necessarily appropriate for all circumstances. For 
countries where debt sustainability is already a concern, there is a 
recognised need for greater concessionality. In these situations, the 
World Bank and IMF apply a more stringent concessionality standard 
and will at times impose limits on any non-concessional borrowing by 
countries receiving their financial assistance — both to protect a 
country’s debt sustainability and to prevent other creditors, private and 
official, from free-riding on highly concessional World Bank and IMF 
financing.47 Eight Pacific countries are currently subject to strict World 
Bank limits on non-concessional borrowing, including Samoa, Tonga, 
and Vanuatu. Using these stricter standards, China’s standard EXIM 
loans contain a grant element of 23–28 per cent — below the minimum 
required threshold of 35 per cent.48  

LENDING TO COUNTRIES ALREADY AT RISK 

The most important question about China’s debt practices in the Pacific 
is the extent to which it lends to countries that are already at a high risk 
of debt distress. To analyse this, we matched all loan-financed projects 
in the Pacific Aid Map with the risk of debt distress according to the IMF 
at the time each loan agreement was signed. This allowed us to 
examine the broad patterns of lending across the Pacific’s major official 
creditors.  

Overall, the majority of Chinese loans appear to have been broadly 
sustainable for the borrowing country at the time they were made 
(Figure 7). Like other major creditors, the largest share of Chinese 
lending, at nearly half the total, has been directed to countries facing a 
low risk of debt distress. Relative to others, China has lent a lower share 
to those facing a moderate risk of debt distress while it has lent relatively 

Overall, the majority of 
Chinese loans appear to 
have been broadly 
sustainable for the 
borrowing country at the 
time they were made… 
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more to higher-income Pacific countries judged by the IMF to be facing a 
sustainable debt situation (specifically Fiji). In total, 90 per cent of 
China’s bilateral loans have gone to countries that the IMF debt ratings 
indicate could sustainably absorb such debt.  

 

The remaining 10 per cent of bilateral loans made to countries at high 
risk of debt distress signals a potential problem with China’s overseas 
lending practices. China has been the dominant source of loans to 
countries already judged by the IMF to be at high risk of debt distress, 
accounting for almost three-quarters of such loans. The two MDBs by 
contrast are governed by formal rules requiring them to provide more 
concessional financing to countries at higher risk of debt distress, 
including by switching entirely to grant financing in the case of countries 
considered to be at high risk.49  

However, China is not the biggest outlier in this regard. For instance, 
70  per cent of Taiwan’s bilateral loans were provided to countries 
already judged to be at a high risk of debt distress. While Taiwanese 
lending is much smaller in scale than China’s, it has nonetheless been 
large relative to the size of recipient economies, with loans to Kiribati 
equal to about 10 per cent of GDP. The ADB experience also highlights 
the difficulty of avoiding potentially problematic loans. For example, 
earlier this decade the ADB provided sizeable loans to Kiribati and 
Marshall Islands (each amounting to 7–8 per cent of GDP) prior to the 
establishment of an IMF rating for these countries. Shortly after, both 
were judged by the IMF to be at high risk of debt distress — 
underscoring the difficulty of judging sustainability in the absence of 
dedicated forward-looking exercises such as that provided by the IMF.50 
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Overall, China’s relatively substantial lending to countries already 
considered to be at high risk of debt distress can therefore be viewed as 
the product of the considerable scale of Chinese lending (relative to 
Taiwan’s), combined with the lack of strong institutional mechanisms to 
prevent potentially unsustainable lending (compared to the MDBs).  

DEBT DIPLOMACY AND FUTURE DEBT RISKS 
Unlike elsewhere in the world, most Chinese financing in the Pacific 
appears to be concessional enough to qualify as aid. The majority of 
these Chinese loans have also flowed to countries with greater scope to 
absorb such debt. Nevertheless, the combination of the sheer scale of 
China’s lending, inadequate controls to avoid loans to countries already 
at high risk of debt distress, and financing terms that are insufficiently 
concessional for lending to such countries (including without free-riding 
on the MDBs) presents an important risk to future debt sustainability in 
the Pacific.  

To assess this risk, we have conducted a similar analytical exercise to 
that of the BRI debt studies by the CGD and World Bank noted earlier. 
As well as examining the potential implications of future Chinese lending, 
we also incorporate Australia’s new bilateral infrastructure lending plans 
to assess its potential macro-debt implications. 

METHODOLOGY AND ASSUMPTIONS 

Following the methodology of the CGD and World Bank studies, we 
project the future debt-to-GDP ratio for 13 Pacific countries51 and 
compare it to a threshold of 50 per cent of GDP as a simple warning 
indicator of the potential for future debt problems. For each country, we 
construct a scenario for future Chinese lending projected out to 2024. 
We then combine these with estimates of future debt-to-GDP as 
projected by the IMF to reflect existing government policies and other 
debt-financed projects already in the pipeline. We make no adjustments 
to economic growth given the doubts raised previously about the ability 
of infrastructure investment to sustainably boost economic growth in the 
Pacific.52 

There is no single point beyond which debt systematically becomes a 
problem. However, using a 50 per cent of GDP warning threshold 
provides a simple and transparent assessment that allows our results to 
be broadly comparable with the CGD and World Bank studies. At the 
same time, a 50 per cent of GDP warning threshold is generally 
consistent with the results of the more complex assessments done by 
the IMF.53 Finally, the IMF ratings themselves are ill-suited as an 
alternative single-warning indicator for several technical reasons.54  

For the six Pacific countries that already borrow from China, we 
construct a business-as-usual scenario to project out future debt to 
2024. This is done on the assumption that China is principally interested 
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in maintaining its current level of lending, and therefore influence, among 
the six countries that it currently lends to. However, we take a slightly 
different approach for Papua New Guinea, where our projection is based 
on the implementation of projects already officially in the pipeline which 
in aggregate dwarf the size of China’s previous loans.  

We also examine whether loans from China could create debt problems 
in other Pacific countries that have not yet borrowed bilaterally from 
China but may do so in the future, particularly if they were to switch 
diplomatic recognition from Taiwan to China. To construct a scenario, we 
assume that China is interested in gaining a similar amount of influence 
to that which it has in the first group of six Pacific countries to which it 
already lends. For our scenario we therefore assume China provides 
total bilateral loans equal to 11.5 per cent of GDP in each of these 
countries (the five-year pro rata average for the group of existing 
borrowers from China).  

Finally, we incorporate potential new official loan financing from 
Australia. This includes $1.5 billion in loans under the AIFFP as well as a 
$1 billion increase in callable capital for EFA. For our scenario, we focus 
on the AIFFP, since the amount of potential EFA lending to the Pacific is 
unclear and is not subject to any formal quantitative target or allocation.55 
Moreover, given EFA operates on a commercial basis, it will likely be 
attracted to directing the use of its increased capital base to more 
promising infrastructure projects in much larger and faster-growing 
emerging markets in Asia, rather than small and slow-growing Pacific 
markets. We therefore assume that EFA will only play a niche financing 
role in the Pacific.  

As the AIFFP is in its early stages of operation, our analysis proceeds on 
the following assumptions. First, that AIFFP financing would be provided 
over a decade, meaning that half of it would be disbursed over our 
period of analysis to 2024.56 Second, that Australia would not lend to any 
country already judged to be at high risk of debt distress or where the 
result would be to breach our 50 per cent debt-to-GDP warning 
threshold, and that the loans would be distributed equally relative to the 
size of each economy. Finally, although the AIFFP will also lend to the 
private sector, we assume that the entire loan amount under the AIFFP 
would be used for sovereign lending (that is, to governments, 
government-controlled entities, or where otherwise guaranteed by the 
government). This incorporates the possibility of some limited sovereign 
Pacific lending by EFA.  

RESULTS  

The overall results of the analytical exercise are shown in Figure 8, and 
confirm that there are significant risks of future debt sustainability 
problems under a business-as-usual scenario for bilateral Chinese 
lending. Four of the six countries that currently borrow from China — 

The overall results 
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Vanuatu, Samoa, Tonga, and Fiji — are already effectively at our 50 per 
cent warning threshold and, with the exception of Fiji, would be pushed 
well beyond this under our business-as-usual scenario. Vanuatu stands 
out as a particular concern, given in late 2018 it signed up for another 
large loan-financed Chinese roads project.57 Papua New Guinea would 
also see a dramatic increase in debt beyond our warning threshold. This 
primarily reflects the 2017 agreement for a US$4.1 billion roads project 
that has yet to be drawn on, and highlights the significant debt 
implications should this specific project go ahead at its present scale.58  

 
For potential new borrowers from China, there appears to be more 
scope for Chinese lending. In our scenario analysis, only Nauru and 
Kiribati would exceed the debt-warning threshold. In Nauru, this reflects 
its already high debt level. In Kiribati, which recently switched diplomatic 
ties to China, debt is at a moderate level. The IMF, however, projects 
this will rise dramatically in order to finance substantial climate change 
adaptation requirements.59 The key question therefore is whether 
Chinese loans would be used for this purpose or additional to this 
projected debt. Other countries, including Solomon Islands, would 
appear to have more scope to sustainably absorb sizeable amounts of 
additional borrowing given relatively low existing and projected debt 
levels.  

The results for new bilateral Australian loans show that there is scope to 
sustainably deliver the targeted funds under the AIFFP. This is because 
the AIFFP loans would be relatively small, with the full $1.5 billion only 
equal to 3.6 per cent of regional GDP today (and potentially spread over 
a decade or so). Our conclusion, however, hinges on two factors. First, 
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we have assumed that EFA lending would be relatively small. If this 
proves not to be the case, then the impact on Pacific debt sustainability 
would be more significant. Second, the question of whether Australian 
loans to Papua New Guinea can be sustainable is uncertain. Much will 
depend on whether bilateral Australian loans would displace at least part 
of the sizeable pipeline of loans from China. There is also considerable 
uncertainty about the true debt situation in Papua New Guinea, with the 
IMF figures excluding uncertain amounts of debt at state-owned firms 
and the government exposed to sizeable unfunded pension liabilities. 
PNG’s debt situation may therefore be considerably worse than it 
appears. If sustainable Australian lending to Papua New Guinea proves 
heavily constrained, it will be virtually impossible to deliver the total 
amount of planned new loans without fuelling increased debt 
sustainability risks.60  

POLICY IMPLICATIONS 

FOR CHINA 
Our findings show that a continuation of business as usual for bilateral 
Chinese lending in the Pacific would quickly give rise to potential debt 
sustainability problems. China will therefore need to reconfigure its 
approach significantly if it wants to disprove the debt trap accusations 
made by its critics.  

China has begun exercising greater caution over the potential debt 
sustainability implications of the BRI and taken a number of initial steps 
to address this. China has supported an IMF training centre to help 
improve the debt management capacity of countries involved in the BRI, 
and China’s Ministry of Finance has agreed with major multilateral 
financing institutions to establish a new cooperation platform.61 In 2017, 
China also committed itself to the G20 Operational Guidelines for 
Sustainable Financing and in 2019 to the G20 Principles for Quality 
Infrastructure Investment, both of which contain debt-related provisions 
including complying with World Bank and IMF policies for countries 
where debt sustainability is already a concern.62 

Concrete action from China to operationalise these commitments is now 
required. China’s Ministry of Finance has issued a new BRI debt 
sustainability framework (BRI-DSF), modelled on that of the IMF and 
World Bank, to guide BRI-financing activities in less-developed 
countries. Yet, the BRI-DSF remains a “non-mandatory policy tool” and 
provides little guidance as to how Chinese financial institutions are 
expected to alter their behaviour in response to identified debt 
sustainability risks.63  

To remedy this, China should adopt formal lending rules similar to those 
of the MDBs. These could mandate the use of the BRI-DSF by China’s 
policy banks, notably EXIM Bank, when undertaking sovereign lending 
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to less-developed countries, and require the provision of more 
concessional financing to countries at greater risk of debt distress. For 
example, where countries are deemed to be at low risk, standard 
concessional EXIM loan terms might be appropriate. For those at 
moderate risk, more concessional loans could be provided, involving a 
larger interest subsidy from the Ministry of Finance. China could also 
employ alternative approaches, such as blending EXIM loans with grants 
from the Ministry of Commerce (MOFCOM) or replacing EXIM loans with 
interest-free MOFCOM loans (an existing instrument). For countries at 
high risk, China would ideally only provide grants via MOFCOM.  

Implementing such formal lending rules would offer certain advantages 
for China. By applying only to China’s policy banks and MOFCOM, it 
would be relatively straightforward to implement and require only modest 
additional coordination efforts. This approach would cover the majority of 
what might be considered Chinese development finance, therefore 
bringing China into a substantially more analogous position to traditional 
development financiers. It would also encourage much greater 
cooperation and coordination between China, the IMF, and other official 
creditors — with greater information sharing also potentially helping to 
reduce some of the geopolitical tensions surrounding the BRI.64 Ideally, 
the results of the BRI-DSF would be made publicly available to enhance 
overall transparency. 

Adopting formal lending rules would also help to support more 
sustainable debt management by borrowing countries. As elsewhere in 
the developing world, China’s state firms often engage directly with 
political elites when seeking agreement for new projects. In weaker 
governance environments, this can mean effectively bypassing or 
otherwise sidelining local finance officials normally responsible for 
advising on such matters.65 In a recent example, Vanuatu agreed to 
another large Chinese EXIM loan in late 2018 on terms that appear to 
violate the finance ministry’s desire to borrow only on more concessional 
terms.66 While final decisions will always rest at the political level, such 
practices undermine effective debt management by Pacific nations, 
despite many governments having formal rules designed to protect fiscal 
sustainability. Clear rules anchoring Chinese lending to a formal 
assessment of debt sustainability could help address these issues by 
effectively mandating early engagement with the finance officials of 
recipient countries on any new lending plans. 

Ad hoc debt restructurings (as has been China’s approach globally67) 
are also not a panacea should future debt problems emerge. Uncertainty 
about future debt restructuring can itself undermine prudent 
management. The case of Tonga is an example, in which China has 
twice agreed to defer debt repayments, but in a way that risks creating 
short-term debt-servicing problems only a few years down the track.68 To 
reduce these problems, China should set out a clear policy framework 
for its approach to debt restructurings, and cooperate closely with other 
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official creditors in its approach. Ideally, China should join the 
longstanding Paris Clubgroup of official creditors69 (currently it is an 
observer) or establish some new arrangement.70  

The most important conclusion from our scenario projections is that 
China cannot remain a major lender in the Pacific at the same scale as 
in the past without fuelling significant debt sustainability risks in most of 
the countries in which it is currently active. Even the provision of more 
concessional loans would likely prove problematic if at the same scale 
as the past. While China has begun to provide more grant financing to 
the Pacific, it is starting from a low base (Figure 9). If China wants to 
remain a major financier in the region without fulfilling the debt trap 
accusations of its critics, it will need to shift dramatically to provide far 
more grant funding than loans.  

 

FOR AUSTRALIA 
Australia, like China, needs to avoid lending to countries that are already 
facing a high risk of debt distress, and provide more concessional 
financing instead. The AIFFP appears to have adopted rules along these 
lines, with the AIFFP Design Document indicating the facility will not lend 
to countries already assessed by the IMF to be at high risk of debt 
distress. It will also follow the debt limit policies of the World Bank and 
IMF in other cases where potentially unsustainable borrowing is a 
concern.71 Meanwhile, EFA already adheres to such rules through its 
commitments to OECD sustainable lending rules for export credit 
agencies.72 

Protecting debt sustainability in Pacific countries will also require 
Australian loans to be as concessional as possible, given elevated debt 
risks and the often limited economic viability of many infrastructure 
projects in the Pacific. This reinforces that the EFA’s role in the region 
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should remain relatively niche, given its commercial nature, and that it 
should direct its focus to Asia.  

That would leave the AIFFP to play the primary role in the Pacific. 
According to the AIFFP Design Document, AIFFP financing terms will 
include pure loans, grants only, or a mixture of both (effectively blending 
the two together to create a more concessional loan). For sovereign 
lending, the terms of the pure AIFFP loans will be benchmarked against 
the non-concessional loan terms of the MDBs. As discussed above, 
given low global interest rates at present, this would mean a grant 
element of around 50 per cent — technically well above the OECD 
minimum for concessional loans. This, however, means AIFFP loans 
could be marginally more expensive than equivalent Chinese 
concessional EXIM loans, depending on the specific loan terms used for 
individual projects. The exception is where loans are blended with 
grants, although the AIFFP design indicates this will not be in all cases.  

The AIFFP has indicated that its key differentiating quality will be its 
emphasis on high standards.73 This means ensuring prudent project 
selection and design, competitive open procurement, transparency and 
good governance, and strong environmental and social safeguards. 
Such commitments are appropriate and necessary for an OECD donor, 
and are the same high standards to which the MDBs adhere. However, 
while the MDBs are good at ensuring quality, this typically comes at the 
expense of speed and responsiveness — creating a key gap that China 
has been able to fill.  

The AIFFP’s intention may be to operate in a more nimble manner than 
the MDBs while still adhering to high standards; however, its prospects 
of doing so are uncertain at best, at least in the short to medium term.74 
Its institutional capacity will have to be built up. In the meantime, using 
loan terms similar to the non-concessional loans already available from 
the MDBs could hinder the ability of the AIFFP to compete effectively 
with Chinese financing. This merits consideration of more concessional 
financing terms, including more blending with grants. More concessional 
financing terms would also clearly assist in preserving debt sustainability. 
Even if the AIFFP restricts itself to ‘high-quality’ projects, the limited 
ability of infrastructure to sustainably catalyse faster growth in the Pacific 
means highly concessional financing remains critical.  

All of this implies that Australia should also rethink the size of its overall 
aid budget. Following a series of deep cuts earlier this decade, 
Australia’s total aid budget has stagnated in nominal terms. Today, 
Australia’s strategic goal of doing more in the Pacific is boxed in by a 
limited aid budget, the desire to avoid cutting back on other important 
development priorities (such as health and education, or aid to countries 
outside the Pacific), and the need to avoid causing debt sustainability 
problems by relying too heavily on non-concessional lending. If Australia 
wants to do more, one of these constraints needs to be relaxed. 
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Increasing the overall aid budget would be the most desirable option. 
Finally, China itself might begin providing substantially more grant 
financing to the Pacific. In that case, a stagnant aid budget would 
increasingly place Australia at a geostrategic disadvantage.  

FOR PACIFIC NATIONS 

Pacific governments are clearly in the driver’s seat as to whether their 
own borrowing policies are sustainable and in using their limited debt 
space wisely for the best projects on the best terms. The major priority 
lies in strengthening their own fiscal and infrastructure management 
institutions, for which development partners can also usefully provide 
technical support, capacity building, and policy-linked budget support to 
reinforce reform. Pacific nations also have an opportunity to use the 
current climate of competition among major powers to their advantage, 
for example by pushing for more concessionality (including more grants), 
better project management, and more responsiveness to local priorities.  

However, care will also be needed. For example, at the time of writing a 
newly formed government in Papua New Guinea appears to be looking 
to both Australia and China to secure sizeable general budget financing 
support.75 On the one hand, such support would provide immediate 
fiscal relief at a domestically critical moment and help to restructure the 
government’s debt profile away from its current reliance on expensive 
market-based financing. However, whether this ultimately proves 
beneficial for PNG will depend on whether it uses this opportunity to 
push forward with reforms to put its fiscal and economic trajectory on a 
more sustainable path, as opposed to avoiding difficult reforms and 
facilitating ongoing fiscal profligacy. Similarly, external players have a 
responsibility to avoid overly geopolitically-driven financial assistance 
that risks prioritising short-term wins at the expense of undermining the 
incentives for reform and better governance that are critical to 
sustainable development. Amid rising competition for influence, the risk 
of inadvertently creating long-term ‘governance traps’ instead is an 
equally if not more concerning risk than the potential for debt traps.76 

CONCLUSION 
The evidence presented in this Analysis suggests that China has not 
been engaged in such problematic debt practices in the Pacific as to 
justify accusations of debt trap diplomacy, at least not so far. 
Nonetheless, the sheer scale of Chinese lending and the lack of strong 
institutional mechanisms to protect the debt sustainability of borrowing 
countries poses clear risks. If China wants to remain a major player in 
the Pacific, without fulfilling the ‘debt trap’ accusations made by its critics, 
it will need to substantially restructure its approach. By contrast, there is 
more scope for Australia’s relatively modest infrastructure lending plans 
to remain sustainable, particularly as it has adopted lending rules to 
protect the sustainability of borrowing countries. If Australia wants to do 
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more though, it will need to reverse the current stagnation in its overall 
aid budget. Pacific nations, meanwhile, have an opportunity to push for 
more favourable financing from external partners. Care from all parties 
will, however, be needed to avoid overly geopolitical aid that risks 
prioritising short-term wins over the need for domestic reform and good 
governance. 
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