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Mounting public debt and rising interest 
rates are stretching finances and forcing 
difficult decisions 

Era Dabla-Norris and Rodrigo Valdes 
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F iscal policy has always involved trade-offs. 
Whose priorities will be financed? Whose 
burdens will be deferred? Under what con-
ditions? Until recently, governments could 
postpone these choices by borrowing on 

convenient terms. But now, unprecedented debt 
levels and higher borrowing costs have raised the 
stakes. At the same time, demand for public funds is 
growing even as resources are stretched thin. Soci-
eties can reconcile competing priorities success-
fully only if they depend on something often over-
looked and currently in short supply: public trust.

Even before the COVID-19 pandemic, public 
debt was climbing steadily. In many democracies, 
political platforms favored higher spending and 
deficits while deferring structural reforms (Cao, 
Dabla-Norris, and Di Grigorio 2024). Modest eco-
nomic growth, spending to care for a swelling 
elderly population, and reluctance to raise taxes 
just made things worse. Hard choices were put off, 
and debt accumulated, sustained by the unusually 
low interest rates of the past two decades. 

Then, in 2020, faced with the worst economic 
collapse since the Great Depression, governments 
began to borrow extensively. Advanced economy 
debt jumped by tens of percentage points of GDP; 
in some countries it exceeded 120 percent (see 
Chart 1). Emerging market and low-income coun-
tries, though more constrained, also borrowed 
heavily. The response averted a deeper catastrophe, 
and while debt levels have since stabilized in many 
cases, countries now face a world where borrowing 
is no longer cheap. 

Today, policymakers face the fiscal version of 
long COVID—higher interest rates and rising debt 
costs. Global public debt climbed to 93.9 percent of 
GDP in 2025 and is on track to breach 100 percent 
by 2028—levels never seen in peacetime—mark-
ing a turning point for economic policy and poli-
tics. Meanwhile, long-term structural forces—aging 
populations, climate change, rising social demands, 
and, for low-income countries, declining aid flows 
and persistently high borrowing costs—continue 
to bear down on budgets even as emerging geopo-
litical tensions exert pressure to spend on defense 
and industrial policy.

Debt burden
The era of ultra-low interest rates has ended, but 
economic growth trends have not changed appre-
ciably. Within a short span, borrowing costs have 
doubled or tripled. Interest bills now take a larger 
bite out of budgets, crowding out other priorities. In 
the US, for example, net interest payments climbed 

from about 2 percent of GDP before the pandemic 
to 4.2 percent in 2025—surpassing defense spend-
ing—and are set to rise further. In low-income coun-
tries, interest payments consume 21 percent of tax 
revenues on average.

High debt means less room to respond to shocks, 
interferes with the broader economy by raising the 
cost of capital, and complicates monetary policy-
making while motivating financial repression. It 
can also threaten financial stability, especially in 
emerging markets, if yields rise as investors begin 
to doubt government’s ability to make good on 
its obligations. As financing conditions tighten, 
adjustments can become sharper and more sud-
den—recalling German 20th century economist 
Rudi Dornbusch’s insight that “crises take much 
longer to happen than you think, and then they hap-
pen faster than you thought they could.” And high 
debt shifts national income toward creditors at the 
expense of other needs.

In a low-debt, low-rate world, governments 
could sidestep hard choices by borrowing more and 
hoping economic growth would generate enough 
additional tax revenue to service and eventually 
repay the debt. But today, the era of easy choices 
is over. Every dollar a government borrows with-
out matching revenue implies higher taxes or lower 
spending in the future, at least to cover the addi-
tional interest the new debt generates. Beyond 
a certain point, more borrowing forces painful 
decisions—through austerity, inflation, financial 
repression, or even default. The question becomes 
unavoidable: With limited fiscal space, what will be 
the trade-offs, and who will bear the cost?

Fiscal predicament 
One enduring trade-off centers on the size of gov-
ernment. Rising living standards have led citizens 
to expect reliable social safety nets, affordable 
education and health care, robust public invest-
ment, and protection against a growing range of 
risks, including extreme weather and pandemics. 
Advanced economies greatly expanded their wel-
fare states following World War II; many did so 
again after the global financial crisis of 2008 and 
in response to COVID-19. Emerging market econ-
omies face strong pressure to strengthen their more 
modest safety nets as citizens demand growth with 
equity. The problem is that the appetite for bene-
fits usually exceeds societies’ willingness to mobi-
lize revenue. And decisions to lower taxes are not 
always followed by spending restraint. Govern-
ments cannot provide Nordic-level benefits with-
out Nordic-level taxation, and even with such taxes, 
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“Countries that exhaust borrowing 
capacity in good times will find themselves 
dangerously exposed when the next 
recession or disaster strikes.”

aging and other pressures challenge the arithmetic. 
Balancing credibility and flexibility poses 

another dilemma. Governments need room to 
respond to shocks, yet they must also reassure 
markets and citizens that debt will remain under 
control. Rigid fiscal rules—such as an overly bind-
ing debt ceiling—or cutting spending and raising 
taxes too quickly can deepen recessions, and ignor-
ing deficits can trigger a market backlash, as hap-
pened during the euro area debt crisis. The chal-
lenge is solid commitment to sustainability without 
straitjacketing policy. This calls for credible medi-
um-term fiscal anchors with escape clauses for rare 
shocks; transparent plans that prioritize investment 
while protecting the vulnerable; and institutional 
frameworks that build confidence without under-
mining the government’s capacity to respond to 
severe downturns. Getting this balance right has 
never been more important—or more difficult. 

A third conundrum is whether to invest now 
or conserve firepower for later. Pressing needs—
national security, resilience to shocks, climate tran-
sition, social inclusion, and development—demand 
resources. But every dollar spent today means a 
thinner cushion for the next crisis. In a world of fre-
quent shocks, the trade-off is harsh. Countries that 
exhaust borrowing capacity in good times will find 
themselves dangerously exposed when the next 
recession or disaster strikes. It’s not about plan-
ning around best-case scenarios but designing fis-
cal strategies that are workable when surprises hit: 
It pays to hold something back when the next crisis 
may be just around the corner. 

Each budget decision now has explicit winners, 
losers, and timing—and the political economy of 
those choices has grown more complicated. Who 
or what gets priority? Which taxes will fund it, and 
which programs must give way? These questions 
can no longer be papered over with new debt. They 
must be answered clearly, and that is proving to be 
a formidable challenge.

Intergenerational challenges
High public debt is more than a macroeconomic 
concern; it is also a question of fairness across gen-
erations. In the words of the 18th century states-
man Edmund Burke, “Society is a partnership...
between those who are living, those who are dead, 
and those who are to be born.” Debt makes it pos-
sible to finance growth-enhancing projects, cush-
ion a shock, or spread costs more evenly over time. 
But persistent deficits are financed with debt that 
tomorrow’s workers and taxpayers must service. 
When the debt is large and interest rates rise, more 

public resources flow to bondholders than to public 
goods. That transfer continues as long as the debt 
remains—and grows larger if borrowing continues.

Demographics intensify the challenge in two 
ways. As societies age, the cost of providing pen-
sions and health care begins to grow faster than 
tax revenue. And where birth rates collapse, these 
costs are borne by a shrinking workforce. Advanced 
economies now have about three workers per 
retiree, down from roughly four in 2000, and the 
number is heading toward two workers by 2050 
(OECD 2025). Moreover, many pension and health 
care obligations remain off the government’s bal-
ance sheet, and as populations age, these implicit 
liabilities surface in budgets, often with destabiliz-
ing force. That poses difficult choices: Raise taxes, 
lower benefits, or keep borrowing and simply delay 
the reckoning. 

The longer tough decisions are postponed, the 
more abrupt and onerous the adjustment when 
creditors or fiscal reality finally forces action. And 
worse, the bill falls to fewer people. Meanwhile, 
transfers and other current spending and debt ser-
vice can crowd out investment in education, tech-
nology, and infrastructure, eroding the prosperity 
of the next generation. The political economy mag-
nifies the challenge. Current voters resist cuts to 
earned or promised benefits, and older voters can 
form an especially powerful electoral bloc. 

Politicians, tempted to avoid unpopular mea-
sures like raising retirement ages, trimming ben-
efits, or broadening the tax base, let debt take the 
strain instead. This bias toward the present raises 
significant fairness issues. Younger people see gov-
ernments running up debt and suspect that they 
will be handed the check through higher taxes 
and leaner public services when they retire. Trust 
erodes, and the social contract between gener-
ations frays. Financial markets also take notice, 
demanding higher risk premiums or pulling back 
when they perceive that fiscal adjustment is being 
postponed indefinitely.

But borrowing is not inherently bad for the 
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young. Debt can help build a better future if it fuels 
growth or averts deep recessions. Debt-financed 
investments in infrastructure, education, and cli-
mate resilience can yield benefits for future citizens. 
What is worrisome is that too much recent debt 
has financed current consumption or avoidance of 
tough choices, effectively transferring more of the 
burden to future taxpayers rather than to those ben-
efiting today. The key question is whether we are 
leaving a better and more prosperous world for the 
next generation—or simply leaving them the bill. 

If fiscal policy is about distributing costs across 
time and social groups, then trust is the currency 
that makes this distribution politically feasible. 
Without trust, even the most sensible and well-de-
signed reforms can falter as citizens doubt motives 
and outcomes. With trust, societies are more will-
ing to accept difficult trade-offs and sustain them 
over time. 

Citizens’ fears
Trust is a belief that something is safe and reliable, 
or that a person is good and honest. Each of these 
elements has a fiscal counterpart: Arrangements 
must be understood, fair, transparent, and compe-
tent; otherwise, they will not be trusted. 

Many societies are suffering from a trust defi-
cit (Chart 2). Recent research, based on a survey of 
27,000 people in 13 countries conducted in 2024, 
sheds light on the gaps in perception that feed this 
distrust (Bianchi, Dabla-Norris, and Khalid 2025). 
Many people—across both advanced and emerging 
market economies—do not understand basic fiscal 
issues. For example, only about 42 percent of respon-
dents to the survey understood that raising taxes or 
cutting spending would reduce a government defi-
cit. Similarly, more than 60 percent underestimated 
their country’s debt-to-GDP level, especially in high-
debt countries. If people believe debt isn’t that high 
or harmful, they will naturally view calls for fiscal 
reform as overblown or politically motivated. Such 
misperceptions blunt the sense of urgency and make 
it harder to build support for timely corrective action.

Without trust, pessimism about government 
policies rises. Respondents who report more trust 
in their government are 20 percent more likely to 
believe that its policies will help stabilize or reduce 
public debt. Although respondents overall tend to 
doubt that current policies to reduce debt will leave 
them better off, those with greater trust in govern-
ment are 17 percent more likely to expect a positive 
impact on their own welfare.

The survey also revealed concerns that cut 
across income and demographic lines. Many peo-
ple fear losing pensions or essential services they 
depend on. And they doubt whether the burden of 

fixing fiscal problems will be shared fairly. These 
anxieties shape how citizens vote and protest. Peo-
ple who expect to be hurt by fiscal reforms are far 
less likely to support them, regardless of the eco-
nomic rationale. For instance, if middle-class 
workers assume that deficit reduction means a 
higher retirement age or a smaller pension, they 
will oppose it. If wealthy taxpayers suspect reform 
means a wealth tax aimed at them, they too will 
push back. And if the public thinks new taxes will 
be squandered through corruption or mismanage-

CHART 2

Trust shifts optimism
Trust increases con�dence in debt management, but concern 
about high debt remains broad across all groups.

SOURCE: Bianchi, Dabla-Norris, and Khalid 2025. NOTE: Trust based on agreement with “govern-
ment can be trusted to do the right thing”; neutral responses grouped with “do not trust.”
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A heavier debt burden
Two decades on, most major economies carry substantially 
more public debt, narrowing 	scal room.

SOURCE: IMF, World Economic Outlook.
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ment, they will see little reason to pay them. 
Experience also shapes trust. In countries that 

have endured repeated rounds of austerity with lit-
tle to show for it, people become cynical about any 
new fiscal plan. If harsh cuts fail to reduce the debt, 
citizens understandably ask, “Why believe this next 
round of spending cuts or higher taxes will solve any-
thing?” Similarly, corruption or misuse of stimulus 
funds undermines public confidence in government 
competence. In this environment, even mild reform 
proposals can provoke outrage, because people 
assume ulterior motives or unfair effects. Mention 
pension reform, and protests erupt when people fear 
their hard-earned security will vanish. Talk of tax 
reform, and many immediately suspect that their 
hard-earned income will be misused. The experi-
ence with fuel subsidy reforms is telling: The fiscal 
costs, poor targeting, and economic distortions are 
well understood, but implementation has repeatedly 
proved politically and socially complex. 

Mistrust can spark a vicious cycle. Leaders, fear-
ing backlash, postpone tough measures; debt prob-
lems worsen, further eroding confidence. But when 
citizens believe sacrifices are shared fairly and will 
lead to a better future, they have proved willing to 
accept even painful reforms—such as adjustments 
to pension systems (IMF 2024, 2025). Only trust will 
persuade voters to accept near-term sacrifices for 
longer-term stability. 

Building trust
Today’s high public debt is testing governments and 
societies in unprecedented ways, and the urgent 
need for action is clear. Each year of drift leaves coun-
tries more exposed to interest rate shocks and shifts 
in market confidence. But fixing public finances is 
not about indiscriminate austerity. It’s about taking 
gradual, well-calibrated steps to put debt on a sus-
tainable path while continuing to invest in the future. 
This demands honesty about trade-offs and willing-
ness to compromise: Policymakers must level with 
people about hard choices, and people must recog-
nize that some cherished programs cannot continue 
without additional resources or reforms.

Trust is central to this equation. People need to 
believe that sacrifices will be shared justly and that 
reforms will lead to tangible benefits. People are 
more likely to support difficult measures if they per-
ceive fiscal policy as competent, transparent, and 
fair. But trust cannot be summoned overnight. It 
must be earned and sustained. 

There is no single blueprint for building trust, but 
certain institutions and practices can help. Budget 
transparency and well-structured public financial 
management lay the groundwork. Independent fis-
cal councils—with clear mandates, real autonomy, 

and strong technical expertise, as in The Nether-
lands—offer impartial assessments and hold gov-
ernments accountable for their fiscal plans. Spend-
ing evaluations, tax expenditure reports, and impact 
assessments, produced by governments or indepen-
dent bodies, help both policymakers and the public 
understand where money is going and what it deliv-
ers. Prudent management of the public wage bill 
and efficient procurement can reduce perceptions 
of waste. Reducing special tax regimes and pension 
privileges enhances fairness, while strong oversight 
of state-owned enterprises signals responsibility and 
competence. Such measures are not cure-alls, but 
they help bridge the gap between the technically pos-
sible and the politically feasible. They create space 
for reform by strengthening the credibility of fiscal 
policy and demonstrating that governments are seri-
ous about delivering value for money.

Balancing realism about constraints with ambi-
tions for change is essential. If we manage the debt 
challenge wisely, we can secure a stable founda-
tion for long-term prosperity and preserve the 
social contract between generations. If we fail or 
wait too long, we risk economic turmoil and fur-
ther erosion of faith in institutions. The fiscal path 
we choose today will define prosperity and fairness 
tomorrow.  F&D 

era dabla-norris is a deputy director in the 
IMF’s Fiscal Affairs Department, where rodrigo 
valdes is the director.
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