Managing sovereign debt

Governments around the world mobilized enormous resources to pay for the COVID-19 pandemic response.
Many emerging economies, already heavily indebted at the outset of the crisis, took on additional debt to
support households and firms. During 2020, this led to an increase in the total debt burden for low- and
middle-income countries of 9 percentage points of gross domestic product (GDP), compared with an average
annual increase of 1.9 percentage points over the previous decade. Managing and reducing elevated levels
of sovereign debt improve the ability of governments to continue providing support through the recovery,
especially to low-income households and small businesses, which is key to ensure an equitable recovery.
However, coordination between debtors and creditors has become more difficult than in previous crises
because of the greater number of creditors and the higher participation of commercial and nontraditional
creditors in the market for sovereign debt.

Policy Priorities

Governments can take proactive policy approaches to mitigating the risks posed by high levels of
sovereign debt to an equitable recovery:

» Governments at high risk of debt distress can pursue proactive debt management approaches with
creditors through, for example, debt reprofiling, which replaces existing debts with new debt with a
different currency or maturity profile.

e Governments in debt distress must coordinate with creditors to restructure debt. Effective
restructuring requires the prompt and comprehensive recognition of debts, coordination with and
among creditors, and a medium-term plan of reforms needed to achieve debt sustainability.

o Governments and their creditors can benefit from improvements in sovereign debt transparency,
which requires comprehensive disclosure of claims against the government and terms of the contracts
that govern the debt.

» Contractual innovations can help overcome coordination problems and speed up the resolution of
unsustainable debts, but they are not a universal cure.

o Well-developed tax policy and investments in tax administration can support debt sustainability
in the longer run by increasing the government’s ability to mobilize revenue.
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Introduction

The impacts of the COVID-19 (coronavirus) crisis on sovereign debt are unusual in the speed and global
synchronicity of the surge in debt levels. If the economic recovery from the pandemic is delayed or fal-
ters, the buildup of sovereign debt will threaten debt sustainability in many emerging economies, and
could produce longer-term economic and social consequences that look very similar to those of debt
crises in the past.

Many emerging economies entered the pandemic with record levels of sovereign debt,' and they
took on additional debt to pay for programs aimed at limiting the economic and human costs of
the pandemic. This was a practical choice driven by limited options: increasing taxes in a struggling
economy is not viable, and reducing other public spending is, in most cases, not sufficient to cover
the magnitude of additional financing needs. The resulting debt burdens will have to be managed
carefully to prevent them from becoming a drag on the economic recovery.

Managing and reducing elevated levels of sovereign debt is crucial to ensure a strong and equitable
recovery. Sovereign debt crises are costly for sustained growth. One study finds that every year a country
remains in default reduces its GDP growth by 1-1.5 percentage points.* High levels of sovereign debt also
have significant social costs. They reduce the government’s ability to spend on social safety nets and
public goods such as education and public health, which can worsen inequality and human development
outcomes. When debt sustainability problems are not resolved, they tend to worsen over time because
the choices of each government constrain the options of future governments as more revenue is directed
to debt service. Sovereign debt crises also frequently coincide with other types of economic crises—
such as financial sector crises, rising inflation, and output collapses—that have far-reaching negative
consequences for poverty and inequality.?

Importantly, debt dynamics, financing opportunities, and options to manage debt differ significantly
between emerging and advanced economies.* For example, advanced economies tend to have better
market access and financing options. They are also able to rely more heavily on domestic borrowing, and
many can issue debt in their own currency and at different maturities, which facilitates borrowing and
debt management. There are also important differences in the ability of advanced and emerging econ-
omies to service debts. Many observers have noted that since the 2007-09 global financial crisis, eco-
nomic growth globally has remained above the effective interest rates on sovereign debt, thereby keeping
debt service burdens manageable.® However, this observation masks important differences across coun-
tries. Although interest payments in advanced economies have been trending lower in recent years and
account, on average, for only around 1 percent of GDP, the cost of interest payments for emerging econ-
omies has been rising steadily, and reached nearly 8 percent of GDP in 2020.5

This chapter examines the impact of the COVID-19 crisis on sovereign debt. It documents the
sharp increase in sovereign debt stemming from the crisis and charts the options available to policy
makers to manage dramatically increased debt burdens, while differentiating between countries based
on characteristics such as market access and income levels.” Learning from past experience is essential
to inform the policies governments will need to adopt to address debt sustainability concerns as the
immediate effects of the COVID-19 pandemic begin to recede. To this end, this chapter highlights the
importance of addressing debt sustainability problems promptly and proactively, as well as the substan-
tial economic and social costs of delayed action.

The impact of COVID-19 on sovereign debt

The COVID-19 crisis led to a dramatic increase in sovereign debt, with average total debt burdens among
low- and middle-income countries increasing by roughly 9 percent of GDP during 2020, compared with
an average of 1.9 percent of GDP per year over the previous decade.?
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This increase in debt burdens has serious implications, especially for low-income countries, whose
financial position had already been deteriorating before the pandemic. Between 2019 and 2020, the aver-
age domestic and external debt stock of low-income and lower-middle-income countries increased by
roughly 7 percent of GDP (figure 5.1). Over the same time period, the average debt stock of countries
eligible for the Group of Twenty (G20) Debt Service Suspension Initiative (DSSI) increased from 50 to
57 percent of GDP. By 2019, half of the countries in this group were in debt distress—that is, unable
to meet their financial obligations to creditors—or at high risk of debt distress (figure 5.2).° This trend
accelerated after the onset of the pandemic and was poised to accelerate further with the expiration of
DSSI in December 2021.%°

Sovereign debt burdens are unlikely to decrease in the near future because they are the combined
result of large fiscal support programs necessary to mitigate the worst effects of the pandemic and the
contemporaneous collapse in government revenue due to the global slowdown in economic activity.
Tax revenue as a share of GDP, for example, declined in 96 of the 133 low- and middle-income countries
in 2020." The costs of the pandemic are far exceeding the amount of money countries can easily shift
from other areas of their budgets; countries that have access to credit markets have taken on new debt
to finance emergency expenditures.

The prospect of a slow recovery places further pressure on government budgets, even as the immediate
effects of the pandemic subside. During an economic crisis, governments can and often do function as the
lender of last resort for firms and households, which means that private debts can quickly become public
debts in a large, protracted economic crisis. When an economic crisis threatens the survival of economi-
cally important sectors and firms, governments have often taken on significant additional debt to stabilize
those sectors or firms. Some of the debt-financed stimulus programs implemented during the COVID-19
crisis are examples of how governments step in to absorb economic risks when the private and financial
sectors are unable to do so. If successful, the stimulus should result in economic growth and the delever-
aging of private borrowers. However, such a solution comes at the cost of higher public debt burdens."

Figure 5.1 General government gross debt, by country income group, 2010-20
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Source: WDR 2022 team, using data from World Bank, World Development Indicators (database), https://datatopics.world
bank.org/world-development-indicators/; International Monetary Fund, World Economic Outlook Database: Download WEO
Data, April 2021 Edition (dashboard), https://www.imf.org/en/Publications/WEO/weo-database/2021/April.

Note: The figure shows the general public debt stock as a share of the gross domestic product (GDP) by World Bank income
classification.
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Figure 5.2 Level of risk of external debt distress, low-income countries, 2011-21
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Source: World Bank and International Monetary Fund, Joint World Bank-International Monetary Fund LIC DSF Database
(Debt Sustainability Framework for Low-Income Countries), June 2021 data, https://www.worldbank.org/en/programs
/debt-toolkit/dsf.

Note: The figure shows the risk of debt distress among low-income countries on which a debt sustainability analysis
(DSA) has been run. As of June 2021, this information was available on 66 of the 73 countries eligible to participate in
the G20 Debt Service Suspension Initiative (DSSI). The latest available risk rating has been extrapolated pending a new
DSA. If more than one DSA exist for one country in a calendar year, the most recent rating is used. The 2021 ratings are
as of June 30, 2021. The high-risk category includes countries assessed to be in debt distress. For the DSA, see Interna-
tional Monetary Fund, DSA LIC (Debt Sustainability Analysis Low-Income Countries) (dashboard), https://www.imf.org/en
/publications/dsa. For the DSSI, see World Bank, DSSI (COVID 19: Debt Service Suspension Initiative) (dashboard),
https://www.worldbank.org/en/topic/debt/brief/covid-19-debt-service-suspension-initiative.

In countries where state-owned banks and state-owned enterprises (SOEs) are an important part of
the economy, governments are more directly exposed to the risks of a prolonged economic downturn.
Significant contingent liabilities might materialize if, for example, systemically relevant financial insti-
tutions or SOEs need to be rescued by the government. When such contingent liabilities arise, they often
lead to a significant deterioration of the government’s financial position that may require new borrow-
ing.® In past crises, the cost of bank bailouts, for example, has totaled as much as 40 percent of GDP.**
Between 2017 and 2020, Ghana’s ailing energy and financial sectors required a cleanup that added an
estimated 7 percent of GDP to its debt stock.”® In 2018, Angola faced downward pressure on its sovereign
credit ratings after the government had to make an unexpected, one-off support payment of $8 billion
(7 percent of GDP) to the national oil company.'® Similarly, Indonesia had to bail out its largest utility
company in 1998 during the country’s financial crisis at a cost of 4 percent of GDP.

In emerging economies, government finances may come under additional pressure from developments
in the global economy. In the COVID-19 pandemic, unequal access to vaccines, among other factors, will
likely lead the economic recovery to proceed faster in advanced economies than in the rest of the world.
As the United States and Europe phase out their unprecedented monetary stimulus programs, global
interest rates are bound to increase. This could have outsize effects on borrowing costs for emerging
economies and make it more difficult for governments and private enterprises to refinance their debt.
The normalization of monetary policy in high-income countries may also spur capital outflows from
emerging markets, exert pressure on exchange rates, and aggravate debt sustainability concerns.

A high-risk scenario is one in which a large share of the global population remains unvaccinated
or one in which mutations render the existing vaccines less effective. This would delay the recovery of
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incomes and government revenue, and yet governments will need to maintain spending to cope with the
consequences of the pandemic and protect households and firms from further economic disruptions.

Meanwhile, elevated levels of sovereign debt can also weaken the recovery, through their impact on
the financial sector. Many governments have financed their COVID-19 response by issuing new domes-
tic debt that is held predominantly by domestic financial institutions. While this helped governments
mobilize resources for the crisis response, it exposes financial institutions to sovereign risk as the finan-
cial position of the government deteriorates. This, in turn, reduces the ability of the financial sector to
issue new credit and support economic growth. High levels of sovereign debt, particularly in the rela-
tively shallow domestic markets of many emerging economies, can also dampen economic activity by
leading to higher interest rates and affecting the prices firms and households pay for financing.

High levels of sovereign debt also affect the private sector directly, such as through the government’s
inability to provide ongoing support in a prolonged recession or economic setbacks during the recovery.
Governments that are near or in debt distress do not have room to provide even temporary fiscal support
to firms and households. Moreover, an increase in the risk of debt distress typically leads to a downgrade
in the sovereign credit rating, which sets off self-fulfilling dynamics because the downgrade itself dete-
riorates macroeconomic fundamentals and the access to capital by private firms.”

Finally, it is important to note that the COVID-19 pandemic is a “crisis within a crisis.” Countries
may face additional pressure on government finances from other economic disruptions, some stemming
from the risks posed by climate change. Policy makers will need to confront these risks by mobilizing
fiscal resources to combat the effects of climate change.

The human costs of debt crises

Managing and resolving elevated levels of sovereign debt are essential to ensuring an equitable recov-
ery from the COVID-19 crisis. Long-lasting debt distress has far-reaching negative consequences for
the economy and population. These consequences are typically borne disproportionately by vulnerable
populations, low-income households, and small businesses, and tend to worsen pre-existing poverty and
inequality.

Sovereign debt crises affect human development in many ways because they rarely occur as an iso-
lated event and often are only one component of a conglomerate crisis affecting multiple sectors of the
economy.’® Debt distress or default often coincide with a myriad of economic problems that may include
output collapses, financial crises, currency crashes, and high inflation, which disproportionately affect
the poor. Though the initial crisis trigger and order of events may differ, conglomerate crises have larger
economic and human costs than crises confined to one sector of an economy. Because the COVID-19
pandemic simultaneously weakened private sector, financial sector, and government balance sheets (and
weakened the ability of governments to mitigate spillover risks), many countries are at risk of experienc-
ing these types of mutually reinforcing crises in the aftermath of the pandemic.

Evidence shows that sovereign debt crises are often associated with large output collapses that have
significant human costs.”” Data on economic crises during the 1980s and 1990s, for example, indicate
that the number of people living in poverty increased by as much as 25 percent during large contractions
in output.?’ Not surprisingly, aggregate economic shocks that weaken the government’s ability to provide
public goods, such as health care and education, are also associated with a deterioration in human devel-
opment and social indicators.?! On this point, there is significant heterogeneity between advanced and
emerging economies. In advanced economies, where households can draw on insurance mechanisms that
do not necessarily depend on current government spending, health and education outcomes are consid-
erably less affected during crises. However, in emerging economies they deteriorate rapidly—for example,
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a 10 percent decline in GDP is associated with an increase of 1.5 child deaths per 1,000 live births.**1den-
tifying and resolving debt sustainability problems can restore the government’s ability to invest in public
goods and reverse these trends, as the case study of Rwanda in box 5.1 illustrates.

Sovereign debt crises also often go hand in hand with high inflation and sharp exchange rate depre-
ciations, disproportionately burdening the poor. Low-income households spend a higher share of their
income on basic goods, whose price increases with inflation. They are also more likely to rely on wage

Box 5.1 Case study: Debt relief to create space for social spending in Rwanda

In 1996, the World Bank and International Mon-
etary Fund (IMF) launched the Heavily Indebted
Poor Countries (HIPC) Initiative to ensure that
low-income countries do not face unmanageable
debt burdens. In 2005, HIPC was complemented by
the Multilateral Debt Relief Initiative (MDRI), which
also includes the African Development Bank. In
2007, the Inter-American Development Bank joined
this initiative. Together, these initiatives provided
38 countries with debt relief totaling over $100 bil-
lion. Rwanda is one of those countries.

The main rationale underlying the HIPC and
related initiatives was that debt service obligations
made it difficult for low-income countries to meet
poverty reduction-related expenditures, including
social spending and investment in infrastructure.
The target of these initiatives was low-income coun-
tries facing unsustainable public debt that could not
be solved through a traditional debt restructuring.
To be eligible for HIPC relief, countries needed to
commit to developing and implementing a poverty
reduction strategy.

Notwithstanding the goals of the initiatives,
the economic literature on debt relief (without
broader reforms) is inconclusive about its impact
on economic outcomes. Establishing the impacts
in practice is difficult. Although high levels of debt
may constrain economic development, it is also
plausible that the same factors that lead to worse
economic outcomes (such as conflict and weak
institutions) are responsible for high levels of debt
in the first place. Nonetheless, some studies find
that decreases in debt service resulting from the
HIPC Initiative were accompanied by increases in
poverty-reducing expenditures, such as on basic
health care, primary education, basic sanitation, and
HIV/AIDS programs.® Furthermore, debt service
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decreases were associated with better outcomes,
such as lower infant mortality rates, that were
linked to increases in social expenditures.® How-
ever, other contributions to the literature find
little evidence of debt relief affecting the level
or composition of public spending, growth,
investment rates, or the quality of policies and
institutions.©

Rwanda was one of the countries that used the
HIPC Initiative successfully. It received full debt
relief from the HIPC Initiative in April 2005 (com-
pletion point). Over the next four years, Rwanda
increased its poverty-reducing expenditures by
almost 50 percent, compared with an average of
3 percent for the remaining HIPCs that reached a
completion point (see figure B5.1.1). Furthermore,
over the previous four years Rwanda also substan-
tially increased its expenditures on poverty reduc-
tion—expenditures that were tracked as one of
the conditions for obtaining full debt relief. Among
other things, Rwanda reformed and operated pri-
mary teacher training centers and implemented
health plans to reduce mortality from malaria, as
well as infant and maternal mortality.

Since the HIPC Initiative completion point,
Rwanda has made important progress toward
increasing its gross domestic product (GDP) per
capita and reducing extreme poverty. GDP per
capita almost doubled, from $465 in 2005 to $849
in 2020, and the share of people living in poverty,
defined as those living at most on $1.90 a day,
fell from 69 percent of the population in 2005 to
56 percent in 2016.° These improvements, while
significant, reveal how much more room there is for
further growth and poverty reduction.

However, debt relief is not a silver bullet, and
benefits can vary substantially across countries.

(Box continues next page)



Box 5.1 Case study: Debt relief to create space for social spending in Rwanda (continued)

Figure B5.1.1 Poverty-reducing expenditures in Rwanda versus other HIPC countries
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This is especially true of the diverse 38 recipients of
HIPC relief. Some countries were in fragile or con-
flict situations; some were resource-based econo-
mies in need of economic diversification; some had
better governance structures. For the same debt
relief initiative, each of these factors and others can
produce different impacts for countries.

Debt cycles and the reversal problem are
another issue. Seventeen of the countries that
reached the completion point in the HIPC Initiative
are currently in debt distress or at high risk of debt
distress.f Even Rwanda’s external debt has been
steadily increasing to levels close to the pre-HIPC
number (external debt of 76 percent of the gross
national income in 1996 versus 62 percent in 2019).8

. |IEG (2006); IMF and World Bank (2019).
. Primo Braga and Démeland (2009).

. Depetris Chauvin and Kraay (2005).

. IMF and IDA (2005).

SQ S o o0 T o

term, zero-coupon US Treasury bond.

Thus Rwanda is now at a moderate risk of debt dis-
tress. Debt relief, then, is not sufficient to ensure
long-term debt sustainability. Excessive debt is
often a symptom of deeper structural and institu-
tional weaknesses that need to be addressed first
to achieve debt sustainability.

In middle-income countries, such reversals are
also evident. Argentina and Ecuador, both par-
ticipants in the Brady Plan debt relief initiative in
1989," have also experienced these reversals, which
involved subsequent defaults and deep economic
crises with their tragic effects on social outcomes.’
These effects highlight the importance of timely
and commensurate debt restructuring to ensure
debt sustainability in the long run.

. World Bank, World Development Indicators (database), https://datatopics.worldbank.org/world-development-indicators/.
See World Bank, DSA (Debt Sustainability Analysis) (dashboard), https://www.worldbank.org/en/programs/debt-toolkit/dsa.

. See World Bank, World Development Indicators (database), https://datatopics.worldbank.org/world-development-indicators/.

. Under the Brady Plan, banks could exchange nonperforming debt for a new security, a Brady Bond, collateralized by a long-

i. Farah-Yacoub, Graf von Luckner, and Reinhart (2021); Reinhart and Rogoff (2009).
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Figure 5.3 The lost decade of development in countries defaulting on sovereign debt

a. Indexed GDP per capita of 41 countries defaulting between 1980 and 1985
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Sources: Farah-Yacoub, Graf von Luckner, and Reinhart 2021; International Monetary Fund, World Economic Outlook Data
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Note: In panel a, time tis defined as the year in which the country defaulted, provided that this initial default occurred between
1980 and 1985. The group of 41 countries consists of all countries defaulting between the two years. The subgroup of 20
countries consists of those requiring the longest time to reach their predefault levels of real gross domestic product (GDP)
per capita. In panel b, the country name is followed by the year of the default. Real GDP is the value of the goods and services
produced by an economy over a specific period and adjusted for inflation.
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incomes and transfer payments, whose purchasing power is eroded by inflation when these payments
are not indexed to inflation, and households do not have access to financial tools that would allow them
to cope with rising prices. Empirical evidence shows the disproportionate impact of inflation on low-
income households.*

Exchange rate depreciations have similarly disproportionate effects on low-income households
because a sudden depreciation in the value of the local currency can make basic goods inaccessible for
most of the population.?* Because most lower-income countries import a large share of consumer goods,
a depreciation of the local currency can render imported goods prohibitively expensive for low-income
households. These goods include medical products essential for dealing with the COVID-19 pandemic.
Exchange rate depreciations also increase the burden of servicing debt denominated in a foreign cur-
rency, resulting in the government diverting more resources from social spending, thereby preventing
an equitable recovery.

The most recent systemic debt crisis in emerging economies illustrates the dire economic and social
consequences that arise when policy makers delay the resolution of escalating levels of sovereign debt.?®
In the 1980s, many countries, especially in Latin America and Sub-Saharan Africa, suffered a “lost
decade” of development (figure 5.3, panel a). Inflation surged, currencies crashed, output collapsed,
incomes plummeted, and poverty and inequality increased across these regions. The 41 countries that
defaulted on their sovereign debt between 1980 and 1985 needed an average of eight years to reach their
precrisis GDP per capita. For the 20 countries with the worst drops in output, the economic and social
fallout from these debt crises continued for more than a decade (figure 5.3, panel b).

New challenges in managing and resolving sovereign debt

The COVID-19 crisis has played out against the backdrop of a rapidly changing market for sovereign
debt, characterized by the increasing complexity in creditor composition and the legal structures used
to issue debt. This situation has reduced the transparency of sovereign debt and made it more difficult
for governments to manage, renegotiate, and restructure their debt when debt sustainability problems
become apparent.

One of the most significant developments is the increase in the type and number of creditors. As of
2020, countries eligible for the G20 DSSI had, on average, more than 20 distinct creditor entities (exclud-
ing bondholders). ?® Some countries had many more. Creditors have increasingly included private and offi-
cial lenders that are not part of the Paris Club, a standing committee of official creditor countries formed
in 1956 that, since its creation, has been instrumental in the majority of sovereign debt restructurings.”

There has also been a marked change in the types of creditors that hold claims on sovereign bal-
ance sheets. Over the last three decades, these have included non-Paris Club foreign governments,
quasi-sovereign entities, SOEs, and corporations not traditionally engaged in sovereign lending,
such as commodity traders and producers.”® They now account for a significant portion of sovereign
debt, especially in emerging economies (figures 5.4 and 5.5). The rise of China as a bilateral creditor,
for example, is a well-documented trend. In 2000, China accounted for 0.4 percent of the debt stocks
of low- and middle-income countries. By 2019, it accounted for 4.8 percent. For low- and lower-
middle-income countries, China accounted, on average, for 11 percent of total external public and
publicly guaranteed debt, although for 20 countries in this group it accounted for more than one-fifth
and up to two-thirds in the most extreme cases.

While the rise of non-Paris Club lenders has given emerging economies new avenues to financing
public expenditures, it may also complicate the resolution of debt distress. One concern is the lack
of transparency surrounding debt contracted with non-Paris Club lenders. Many new bilateral debt
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Figure 5.4 External debt in low- and middle-income countries, by creditor type, 1980-2019
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Note: The figure shows total public and publicly guaranteed external debt by creditor type in low- and middle-income coun-
tries. The data are for 120 low- and middle-income countries, of which 73 are low- and lower-middle-income countries.

Figure 5.5 Composition of creditors in all countries and in low- and lower-middle-income
countries, 1989 and 2019
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(panel b). The data are for 120 low- and middle-income countries, of which 73 are low- and lower-middle-income countries.
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contracts contain expansive nondisclosure clauses, making it difficult for other creditors to reliably
assess the true financial position of the government or the seniority of one creditor’s claim on the gov-
ernment relative to those of other creditors. ? However, concerns about transparency are not limited
to government loans with non-Paris Club creditors. Debts taken on through SOEs or using legal forms
not typically recognized as debt have also added to the difficulty of assessing the full extent of sovereign
liabilities.** Not only does this complicate debt resolution in the event of a crisis, it also may deter lenders
from offering loans to countries in the first place.

These issues extend beyond the central government. In many emerging economies, subnational
entities, such as SOEs or regional governments, also enter into external credit arrangements. Between
2009 and 2019, debt issuance by SOEs and subnational entities grew sevenfold, to about $140 billion.3!
Such borrowing by SOEs creates a risk of contingent liabilities that may not be reflected in government
accounts because the debts of SOEs are often not fully integrated into the public sector’s balance sheet.
Moreover, not all liabilities of SOEs are structured in ways that make them recognizable as debt, which
further obfuscates the true financial position of the sovereign. This approach to liabilities can give rise
to significant hidden risks (discussed in more detail later in this chapter), and it is especially important
in the current context in which many SOEs are directly affected by the pandemic. Public utilities, for
example, have seen a dramatic decline in revenue stemming from moratoria on utility payments or the
inability of customers to pay their bills.

There has also been a shift in the type of legal structures used to issue sovereign debt. New debt instru-
ments and contractual innovations have proliferated to meet the needs of particular creditor-debtor
pairings. Specifically, secured lending, novel de facto seniority structures, complex guarantees, swap
lines, central bank deposits, and commodity-based lending structured as forward sales have become
more popular over the last two decades.® A recent report on debt transparency finds that commodity-
based lending represents 10-30 percent of external debt stocks for the median low-income country in
the year following the signing of the commodity-based arrangement.** This practice has become par-
ticularly prevalent in Sub-Saharan Africa, where this type of lending accounted for 10 percent of new
borrowing from 2004 to 2018.3*

Although syndicated loans (loans issued by a small group of banks organized by an “agent” bank)
were the dominant debt instrument in the 1970s and 1980s, they have since given way to bonds as the
most prevalent instrument for sovereign debt from private creditors. This shift has direct consequences
for debt resolution. For example, because bondholders are more dispersed and more difficult to coordi-
nate than bank syndicates, every time a central government needs to seek debt treatment, a bondholder
committee must form.* It is also notable in today’s context that more than one bondholder committee
may form for any given restructuring. This increases coordination problems among debtors and further
complicates the management of sovereign debt.

While some contractual innovations can improve the ability of debtors to resolve disputes with
specific creditors, they can also hamper coordinated resolution efforts. For example, certain creditor
types have become reluctant to participate in broad restructuring initiatives because of their perceived
unequal contractual treatment relative to others. One set of contractual innovations is aimed at improv-
ing the seniority and security of their claims, including through collateralization.*® Such innovations
can add significant complexity for the sovereign borrower if debts need to be restructured. An analysis
of this class of debt contracts found that they often include broader nondisclosure clauses than is typical.
Such clauses obscure the true financial position of the sovereign borrower and create significant obsta-
cles in negotiations involving multiple creditors.’” Although this class of contractual innovations has not
been tested in the courts—and it is unclear whether they would prevail—the signaling effect and cost of
litigation may be enough to tilt, and lengthen, resolution practices.*

MANAGING SOVEREIGN DEBT | 213



Managing sovereign debt and resolving sovereign debt distress

Effective management of sovereign debt can reduce pressure on government finances, free up resources
for urgent fiscal expenditures, and avert the large social and economic costs of a full-blown debt
crisis.® This section reviews tools that governments can use to better manage elevated levels of
sovereign debt and resolve distress when it materializes. It also looks at the longer-term policies
and reforms that can make government finances more resilient to unanticipated shocks such as
the one resulting from the COVID-19 crisis. At times, similar tools can be used for both managing
elevated levels of sovereign debt and for resolving debt distress. The difference is often the degree to
which the available tools are applied and which combination of available policy options is chosen.
The degree of relevance of these tools depends on countries’ individual circumstances—for exam-
ple, their degree of market access and their income level—as well as macroeconomic factors such as
the exchange rate regime. Most of the options presented in what follows are applicable across the
spectrum because the basic principles of timely recognition of the problem, negotiation, and burden
reduction are relevant to all types of debt.

A critical first step is to identify a country's risk of falling into debt distress. International financial
institutions typically play a central role in providing debt sustainability analyses (DSAs),*® which are the
basis for classifying debt risks and designing strategies for debt reduction. For example, DSAs are an
integral part of Paris Club debt restructurings and often play a key role in restructurings with private
creditors as well.

Because a reliable DSA is the basis for successful debt management and debt reduction, it is critical
that such an analysis be based on accurate information as well as transparent and realistic assumptions.
Accurate assumptions are crucial in three areas. The first is growth, comparing expected growth rates
with historical growth rates and allowing for realistic worst-case scenarios, especially in fragile, low-
income, and commodity-exporting economies. The second is fiscal. Assumptions should take into
account the expenditures needed to achieve development goals—such as reducing poverty, adapting to
climate change, meeting the Sustainable Development Goals (SDGs)—as well as assumptions on the
amounts and terms of the debt instruments used to fill future funding gaps. The third is realistic dis-
count rates. Assumptions should differentiate between debt due now and debt due in the future.* To
do this, DSAs use present value estimates, which discount future payments by a given discount rate.
Unrealistic discount rate assumptions are often overlooked as a reason that expectations and reality
diverge. The use of overly optimistic discount rates that make the present value of a sovereign’s liabilities
look manageable can lead to surprises when the economic environment turns out to be less benign than
the forecast and insufficient relief if debt distress materializes.

Managing sovereign debt

Countries at high risk of debt distress, as opposed to countries already in debt distress, have a number
of policy options for making their repayment obligations more manageable. Sovereigns at high risk of
default can, for example, modify the structure of their liabilities and the schedule of future payments
through negotiations with creditors and the effective use of refinancing tools—whether these creditors
are private or official. In this way, proactive debt management can reduce the risk of default and free up
the fiscal resources needed to support the recovery from the pandemic.

Debt reprofiling to temporarily free up fiscal resources

One of the primary tools governments have at their disposal to manage debt pressures before they
become untenable is debt reprofiling. In debt reprofiling, the sovereign issues new debt in order to change
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its debt service profile. Multiple characteristics can be targeted by such operations. Most commonly, debt
reprofiling operations modify the maturity or currency exposure of existing debt. This usually happens
in one of three ways: (1) new debt is issued, and the proceeds are used to retire old debt; (2) old debt is
exchanged for new debt (similar to a debt restructuring, but market-based); or (3) new debt is issued at
the time of maturity of the old debt but has significantly different characteristics. The debt is thus rolled
over, but the emerging liability service profile is different and more advantageous for the borrower.

Debt reprofiling could, for example, be helpful when a country has multiple loans that come due in
the same year and would place an excessive strain on government finances. The sovereign could choose
to issue new debt with a longer or more even maturity profile that is easier to service. The sovereign
would then use the capital raised from this new debt issue to retire some of the loans for which matur-
ities were bunched in the same year. More typically, the operation would retire debt maturing in the near
future and replace it with debt of longer duration. In recent years, some sovereigns have also begun to
issue amortizing bonds, which pay principal down at different points of their life. Use of this method
helps to manage debt service ex ante by spreading out debt payments over time.

Reprofiling can also target currency composition, which is an important factor in debt sustainability,
irrespective of a country’s exchange rate regime. In this case, instead of changing the maturity of exist-
ing debt, the debt reprofiling operation aims to retire existing debt in one currency by issuing new debt
in another currency. In a recent debt reprofiling operation in Ghana, for example, a foreign currency
bond was issued to partially retire domestic currency debt. The rationale for this choice was to take
advantage of abundant hard currency liquidity to increase space in the aggregate balance sheets of the
domestic financial sector.*> Of course, the risks of greater foreign currency debt exposure, particularly
in the context of significant currency depreciation, must be weighed against the costs of domestic debt
service in a relatively shallow domestic market. Other operations can retire expensive debt if the sover-
eign’s cost of funds has fallen in capital markets (see box 5.2 for an example).

The details of reprofiling operations vary, depending on the characteristics of a country’s debt and
debt service profile. Although debt reprofiling receives more attention when pursued with private cred-
itors, it is not uncommon for debt reprofiling operations to involve official creditors. Thus this option is
available to debtor countries whatever their creditor composition. Countries with access to bond mar-
kets are, in theory, in a better position to take advantage of debt reprofiling, but they may also be more
reluctant to do so to avoid risking a downgrade in their credit rating. Designing a reprofiling operation
that effectively manages the risks associated with sovereign debt is not trivial and requires extensive
analysis, typically carried out by the country’s debt management office in conjunction with international
financial institutions and possibly other advisers.

Overall, a country seeking to reprofile its debt needs to ascertain whether realistic financing options
are available and whether the resulting changes to its debt profile would be sufficient to solve the prob-
lem. Although debt reprofiling can free up liquidity and make a country’s debt payments more man-
ageable, it typically will not reduce the debt stock and is therefore not a long-term solution for debt
sustainability issues.

Preemptive negotiations with creditors to prevent debt distress

Sovereigns that are at high risk of or are in debt distress have the option of initiating preemptive nego-
tiations with their creditors to reach a debt restructuring before they fail to meet their contractual
obligations.** There are many historical examples of preemptive restructurings aimed at averting out-
right default, including Chile (1987 and 1990), Algeria (1992), the Dominican Republic (2005), and, most
recently, Ukraine (2015-16) and Belize (2020).** The option to pursue a preemptive restructuring depends
largely on the creditor’s willingness to negotiate, the debtor’s credibility, and agreement on the debtor
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Box 5.2 Case study: Seizing market opportunities for better debt management in Benin

The COVID-19 crisis has had a profound impact on
Benin’s economy and people. Between 2017 and
2019, Benin’s real gross domestic product (GDP)
was growing at 6.4 percent per year. In 2020, with
the pandemic under way, real GDP growth dropped
to 3.8 percent per year. Gains in poverty reduc-
tion were partially reversed. According to World
Bank estimates, the percentage of people living
under the international poverty line of $1.90 a day
increased from 45.5 percent in 2019 to 45.9 percent
in 2020.2 Because of this fragile situation, the gov-
ernment now faces greater than usual difficulties in
collecting taxes, as well as more demands for addi-
tional spending on health and social programs to
contain the impacts of the pandemic.

In the years prior to the pandemic, Benin’s total
public debt increased significantly, from 22.3 per-
cent of GDP in 2014 to 41.2 percent of GDP in 2019.°
But it was not the only country in this situation: 45 of
48 countries in Sub-Saharan Africa saw an increase
in debt levels over the same period.c Benin’s increase
in debt partly resulted from better access to com-
mercial debt. Benin first entered the Eurobond mar-
ket in March 2019 with an issuance of €500 million
($600 million) and a final maturity of seven years for
a coupon of 5.75 percent. The bonds were to be
amortized over the last three years of their life (2024,
2025, 2026).¢ These terms placed significant pres-
sure on the government to mobilize the resources
needed to meet the debt service demands. In partic-
ular, the 2023 external debt service-to-revenue ratio
was expected to triple, reaching 20 percent in 2024
due to amortization of the Eurobonds.®

To meet the growing financing needs triggered
by the pandemic, as well as the looming debt ser-
vice pressures, Benin looked at different financing
options, including reentering the bond market.
It issued a new Eurobond in January 2021. This
issuance had two tranches: (1) €700 million ($840
million) with an 11-year maturity and a coupon of
4.875 percent and (2) €300 million ($360 million)
with a 31-year maturity and a coupon of 6.875 per-
cent.f Overall, Benin succeeded in mobilizing €1
billion, which allowed it to buy back 65 percent of
the previous Eurobond issuance (from March 2019),
reduce its debt cost, and address the debt service
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problem. Benin was also able to mobilize substan-
tial funding to address new financing needs arising
from the pandemic.

Benin had experience in proactive debt man-
agement. In 2018, it was able to obtain commercial
loans for €260 million ($312 million) through the
World Bank’s Policy-Based Guarantee. The terms
of these loans were 4 percent interest and 12-year
maturities. Benin used the loans to buy back shorter-
term domestic debt.8 Although Benin replaced local
currency debt with foreign currency debt, it was
able to take advantage of improved financing con-
ditions with a small increase in its exposure to cur-
rency risk because Benin’s currency is pegged to the
euro. Overall, however, this operation is an example
of how Benin has effectively used the instruments
available through international financial institutions
such as the World Bank and the International Mon-
etary Fund (IMF) to optimize market access, as well
as to manage its sovereign debt.

Another example of how Benin has been able
to effectively combine financing instruments from
international financial institutions and the bond
market is Benin’s July 2021 issuance of a Sovereign
Sustainable Development Goals (SDGs) Bond." The
€500 million ($600 million) mobilized through this
issuance will be used toward achievement of the
SDGs as described in the Benin SDG Bond Frame-
work."Benin was able to secure a maturity of 14 years
with a coupon of 4.95 percent for this bond, com-
pared with a maturity of 11 years and a 4.875 percent
coupon in the previous operation (table B5.2.1).

Benin has also successfully tapped into sources
other than commercial funding to finance its
COVID-19 response. As a low-income country eligi-
ble for International Development Association assis-
tance, Benin has access to concessional loans from
the World Bank and IMF. Benin obtained $177.96
million in emergency assistance from IMF in Decem-
ber 2020, in addition to the $103.3 million approved
earlier, in May 2020J Benin also secured $50 million
in emergency financing from the World Bank in 2021
to fight the COVID-19 pandemic, in addition to the
$100 million in budgetary support disbursed in 2020.¢

Successful debt management requires optimiz-
ing complicated contracts with different moving
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Box 5.2 Case study: Seizing market opportunities for better debt management in Benin

(continued)

Table B5.2.1 Benin's debt profile and recent issuances in the Eurobond market, 2019-21

a. Debt profile

End of 2019

External

Domestic

End of 2020 (est.)

External

Domestic

Nominal debt (USS, millions) 3,623.90 2,611.00 4,055.80 3,247.00
Interest payments (% of GDP) 0.5 1.0 0.5 1.2
Weighted average interest rate (%) 2.1 6.1 1.8 5.9
Average term to maturity (years) 10.9 2.8 10.8 3.6
Share maturing in one year (%) 3.2 24.2 3.4 21.7

b. Recent issuances

January 2021, | January 2021,
March 2019 July 2021
500 700 300 500
Amount (€, millions) (8600 million) | (5840 million) | ($360 million) | ($600 million)
Maturity (years) 7 11 31 14
Coupon (%) 5.75 4.875 6.875 4.95
(LjJ:ES?to repurchase maturing No Yes, partially | Yes, partially No

Sources: CAA 2019; MEF 2021.

Note: Panel a considers all external and domestic debt, including concessional lending. Panel b provides further
details on bond issuance since 2019. For bonds alone, weighted average coupons evolved from 5.75 percent in 2019,
to 5.5 percent in January 2021, and then to 5.35 percent in July 2021. The corresponding average maturities evolved
from 7 years in 2019, to 15.5 years in January 2021, and then to 15 years in July 2021. GDP = gross domestic product.

parts—maturity, currency, interest rate, and amorti-
zation schedules, among others. Debt management
offices need to be aware of market movements, as
well as actions and initiatives by donors and multi-
lateral organizations, to find the opportunities that

best match their country’s interests and financing
needs. Benin is a good example of how countries
can mitigate pressures on government finances
and preserve their ability to meet urgent financing
needs through proactive debt management.

a. World Bank (2021b).
b. IMF (2020b).
c. WDR 2022 team calculations, based on data from International Monetary Fund, World Economic Outlook Database: Down-
load WEO Data, April 2021 Edition (dashboard), https://www.imf.org/en/Publications/WEO/weo-database/2021/April.
. Government of Benin (2019).
. IMF (2020b).
Government of Benin (2021b).
. IMF (2020b).
. CAA (2021).
Government of Benin (2021a).
IMF (2020b).

. For more details on the financial engagement of the World Bank in Benin, see World Bank, Overview: Strategy, World Bank
in Benin, https://www.worldbank.org/en/country/benin/overview#2.
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country’s needs. For countries with market access, these negotiations usually take the form of convening
a meeting with bondholders. When these negotiations are pursued with official creditors, they take the
form of either separate bilateral negotiations or a meeting with multiple creditors that could be coordi-
nated by a group such as the Paris Club or an international financial institution. Whatever the creditor
pool, the objective is a reduction of the debt stock or some present value reduction of the debt burden
through reduced payments, extended maturities, or extended grace periods.

Evidence shows that where preemptive restructuring is undertaken, it is resolved faster than post-
default restructuring, leads to a shorter exclusion of the country from global capital markets, and is asso-
ciated with a lower decline in output.* This option is not available to all governments, however, because
it requires a high level of transparency about who holds the country’s debts and on what terms. This is
important because a preemptive restructuring relies on debtors and creditors agreeing on the probability
of debt distress and reaching an agreement acceptable to all creditors.

Although this discussion suggests that countries can reap clear benefits from renegotiating high debt
burdens preemptively, the evidence also shows that preemptive restructuring does not make countries
more resilient to debt sustainability problems in the longer term. The probability of defaulting within
24 months following a restructuring does not differ between countries that pursue preemptive versus
postdefault restructuring (the relapse probability is 39 percent in both strictly preemptive and strictly
postdefault restructuring).*® This finding suggests that in the future countries should use the improved
breathing space and stability offered by preemptive restructuring to more rapidly lay the foundation for
longer-term debt sustainability.

Resolving sovereign debt distress

Once a government is in debt distress—most often marked by a default—the options to treat the problem
are more limited. The primary tool at this stage is debt restructuring. It requires prompt recognition of
the true nature of the problem (sustainability), coordination with creditors, and an understanding by all
parties that restructuring is the first step toward debt sustainability (that is, reaching a level of debt that
allows the government to pay its current and future obligations).

These broad principles for sovereign debt restructuring are very similar to the principles for restruc-
turing private sector debt covered in chapters 2 and 3, with a few important differences. First, there are
no bankruptcy or insolvency courts for sovereign debt, which remains a significant gap in the present
financial architecture. To restructure sovereign debt, there are, at best, creditor committees (such as
the ones set up by the Paris Club, bondholders, or the London Club in the past) so debtors can meet to
negotiate and come to an agreement. However, it is often a difficult, lengthy process to enforce such
agreements or seize the assets of the debtor as in a regular commercial insolvency case. Typically, the
assets of the sovereign are either covered by sovereign immunity (for example, central banks’ reserve
accounts with other central banks) or outside the jurisdiction of the courts adjudicating the contractual
breach. With rare exceptions, only assets pledged as collateral and covered by clauses forgoing immunity
are readily reachable by creditors. Second, despite the term public debt, there is often a lack of informa-
tion about a country’s lenders and the total amount of debt. Credit registries or credit bureaus track
corporate debts. Although these databases may not be perfect, they tend to be more complete than the
information available on sovereign debt (see box 5.5 later in this chapter on the hidden debt problem).
Third, sovereign debt restructuring involves lenders from different countries, with the result that debt
contracts are often established under different jurisdictions with different instruments and different
levels of implied seniority. Although corporate debt can also have an international component, this is
less common, especially in the case of micro-, small, and medium enterprises.
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The importance of timely debt restructuring

When a country is unable to service its debt, there are strong arguments in favor of it quickly acknowl-
edging the problem so it can take steps to reduce debt loads and allow for faster recovery. Evidence from
past debt crises shows that the average default spell lasts eight years,*” and the indebted country typically
goes through two debt restructurings before it emerges from default (figure 5.6).* Indeed, Jamaica and
Poland each engaged in seven debt restructuring deals with private external creditors before resolving
their default spell so they are capable of financing the necessary spending. Chad, one of the first three
countries to apply for the G20 Common Framework for Debt Treatment beyond the DSSI (see box 5.3),
is currently seeking its third debt restructuring since 2014. Such extended timelines have far-reaching
social and economic consequences in which development goals suffer significant setbacks, delaying an
equitable recovery. This is part of the post-COVID-19 reversal problems many low-income countries are
already experiencing (see box 5.1).

The resolution of sovereign debt distress can be a lengthy process for several reasons. First, the
increased importance of new types of lenders impedes transparency and makes it more difficult to estab-
lish the true extent of a country’s outstanding debts, which complicates the coordination of different
creditors. Second, governments are often tempted to delay debt restructuring for strategic or political
reasons. In addition, creditors are often reluctant to grant debt relief that is extensive enough to perma-
nently solve a country’s debt sustainability problem. Although the explanations vary case by case, the
common outcome is that the initial restructuring is often delayed and falls short of what is necessary to
achieve debt sustainability.

One common—and misguided—approach is to postpone debt resolution efforts until economic
conditions improve.* However, such a strategy can itself deepen and prolong an economic downturn
because the unresolved debt crisis prevents a country from recovering capital inflows. Creditors and
debtor governments should thus view debt restructuring as part of the initial resolution and recovery
plan rather than as a subsequent step, as is often the practice for private debt.

Sovereign debt restructuring typically involves five steps:

1. The debtor country announces its intention to pursue an agreement with one or several of its key
creditors.

2. Creditor committees are formed (if no standing committee exists), and conversations are initiated.

3. The debtors, creditors, and their respective advisers take inventory of the existing claims against
the debtor nation and validate them in order to agree on the set of contracts to be discussed—a
process called claim reconciliation. This process includes a review of existing contracts to ascer-
tain the truthfulness and validity of the claims. This is often a time-consuming process, and
countries would benefit from conducting such an analysis as part of their ongoing debt manage-
ment efforts.

4. Negotiations cover aspects of the contracts the parties want to change.

5. When an agreement is reached and a debt exchange offer is completed, creditors exchange the
old debt contracts for new and amended debt agreement contracts that reflect the negotiated
settlement.

This process is applicable to countries at all income levels and to all creditor compositions. What changes
is the degree of complexity involved.

When a country defaults because of a temporary shock such as the COVID-19 crisis, sufficiently
extending maturities and spreading debt service payments more evenly into the future may achieve debt
sustainability. However, it may not be possible to determine in real time whether a shock is temporary,
and the cost of erring in favor of a shallow restructuring can extend the duration of default spells and
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Figure 5.6 Sovereign debt restructuring and time spent in default, selected countries,
1975-2000
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Reinhart, and Trebesch (2019); Reinhart and Rogoff (2009).

Note: The figure shows a timeline of sovereign defaults and debt restructuring from 1975 to 2000. The figure excludes coun-
tries covered by the International Development Association (IDA) and the Heavily Indebted Poor Countries (HIPC) Initiative.

220 | WORLD DEVELOPMENT REPORT 2022



increase their human and economic costs. Data from recent studies suggest that more than half of the
debt restructurings that ended a default spell included a reduction in face value.*

The role of insufficient debt reduction in future defaults

One reason why countries typically require several rounds of debt restructuring to emerge from debt
distress is that creditors often find it difficult to agree to restructuring deep enough to make debt bur-
dens sustainable and future default unlikely.

From the creditor’s perspective, sovereign debt restructuring follows a simple logic: the restructuring
should grant sufficient debt relief to ensure repayment but avoid reducing debt more than is strictly
necessary. For low-income countries, official lenders equate debt relief with aid, and so they may be
more willing to agree to larger debt reductions. However, the debtor country’s ability to service its debt
depends on a wide range of factors (such as economic growth, international economic conditions, and
the ability to raise tax revenue), which are difficult if not impossible to forecast at longer time horizons.
In this situation, it is tempting for lenders to buy in to overly optimistic forecasts because those forecasts
imply that smaller debt write-offs are required to ensure debt sustainability in the future. In reality,
however, by relying on overly optimistic forecasts creditors systematically underestimate the amount of
debt reduction needed, thereby laying the foundation for future debt distress.

To avoid this common cause of prolonged debt distress and recurring rounds of default, creditors and
sovereigns need to agree on a set of realistic (ideally independently assessed) growth projections, which
can provide the basis for a more reliable debt sustainability analysis.

The importance of effective creditor coordination to debt resolution

Debt restructuring requires coordination between the sovereign and its creditors. Because there is typ-
ically one debtor and many creditors, a creditor committee is formed to facilitate the process and min-
imize holdouts and litigation.® Whether a restructuring is attempted preemptively or after distress has
materialized, negotiating through a creditor committee is the most common approach to resolving sov-
ereign debt distress. Depending on the composition of the creditors, creditor committees can be made
up of multilateral, bilateral, and private sector creditors. Coordination problems are typically difficult
to resolve for any of these types, but historically multilateral and bilateral diplomacy between official
creditors has helped (box 5.3).

Because the growing importance of nontraditional lenders has obfuscated the full extent of coun-
tries’ debts and made creditor coordination more difficult, new solutions are needed to overcome coor-
dination problems in debt negotiations. Past crises may offer some guidance on how better coordination
between creditors can be achieved in a more complex market for sovereign debt. For example, commer-
cial creditors, which account for a growing share of sovereign debt, could be enticed to participate in
restructurings by their own governments. During the debt crises of the 1980s, US commercial banks
held substantial amounts of emerging market debt, especially in Latin America. Defaults on these assets
threatened to develop into a banking crisis in the United States,* thereby giving the US government an
incentive to offer bilateral debt relief. The result was the Brady Plan, named for US Treasury Secretary
Nicholas Brady. Under the program, banks could exchange nonperforming debt for a new security, a
Brady Bond, collateralized by a long-term, zero-coupon US Treasury bond. The initiative was, in most
cases, a success for debtors and for the United States. After these restructurings, debtor countries expe-
rienced higher growth rates, renewed capital inflows, and improved credit ratings.** The stock market
capitalization of US banks with emerging market exposure also increased substantially.>

Today, the debt of emerging economies is not nearly as concentrated in a handful of large banks as
it was then. Nonetheless, countries whose commercial banks and nonbank lenders are newly exposed
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Box 5.3 The role of multilateral coordination in the looming debt crisis: The G20 Debt Service
Suspension Initiative and the G20 Common Framework

Multilateral coordination is essential when many
debtor nations are facing distress. It is especially
important when the sovereigns in distress are
low-income countries, whose largest creditors are
governments and multilateral organizations.

The G20 Debt Service Suspension Initiative
Responding to this reality, in April 2020 the G20
(Group of 20), along with multilateral financial insti-
tutions, including the World Bank and International
Monetary Fund (IMF), launched the Debt Service
Suspension Initiative (DSSI), which sought to pre-
empt debt distress from the pandemic by offering 73
low-income countries the option of forbearance—
delayed payment—on bilateral loans.? Since it came
into effect in May 2020, the initiative has provided
48 economies with temporary cash-flow relief, and
by the end of June 2021 it had delivered about $10.3
billion in debt service suspension (a national devel-
opment bank participated as a private creditor). On
average, participants in DSSI faced more elevated
risks of debt distress than those economies that
abstained (see figure B5.3.1).

Multilateral institutions provided much relief
through the initiative. From April 2020 to June 2021,
the World Bank committed $52.4 billion in Interna-
tional Bank for Reconstruction and Development
(IBRD) and International Development Association
(IDA) financing to DSSl-eligible countries. Its total
gross disbursements to these countries—IBRD,
IDA, and Recipient Executed Trust Funds (RETFs)—
amounted to $31.1 billion, of which $8.8 billion was
provided on grant terms ($28 billion in net trans-
fers). International Finance Corporation (IFC) sup-
port amounted to $4.9 billion in commitments (own
account and mobilization) and $2.0 billion in dis-
bursements (own account). However, multilateral
institution actions alone are insufficient to relieve
countries of the debt pressures faced. Commer-
cial creditors, except for the national development
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Figure B5.3.1 Participation of countries
in DSSI, by level of risk of debt distress
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Note: The figure presents the percentage of the 73
eligible low-income countries participating in the
Debt Service Suspension Initiative (DSSI) within each
class of risk of debt distress as defined by the World
Bank-International Monetary Fund debt sustainabil-
ity analyses.

bank mentioned earlier, have not offered forbear-
ance under the DSSI. Because private credit is now
a much larger share of sovereign debt than when
the Paris Club was founded, creditor coordination
to date appears more difficult than in the past.

The G20 Common Framework for Debt Treatment
The DSSI was followed in November 2020 by
the G20 Common Framework for Debt Treat-
ment beyond the DSSI, which covers the same 73
low-income countries eligible for the G20’s DSSI.
The Common Framework seeks to expand on the
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Box 5.3 The role of multilateral coordination in the looming debt crisis: The G20 Debt Service
Suspension Initiative and the G20 Common Framework (continued)

DSSI’s provision of relief by establishing a process
to restructure debts, including those held by non-
Paris Club official and commercial creditors. The
process of debt treatment is initiated by the debtor
country. Eligible debt includes all public and pub-
licly guaranteed external debt maturing in at least
one year. How much debt needs to be restructured
and the related financing needs for the country
are determined by IMF-World Bank debt sustain-
ability analyses (DSAs) and an assessment by the
participating official creditors in conjunction with
the debtor country.® Treatment should comport
with the parameters of an IMF upper credit tranche
loan—that is, the program, amount, and policies
should lay the groundwork for a return to debt sus-
tainability. Modifications considered by the process
include (1) changes in debt service over the course
of the IMF program; (2) debt reduction in net pres-
ent value terms; and (3) extension of maturities.
The framework reserves the right to cancel or write
off debts for the “most difficult cases.” Determina-
tion of such need also follows the IMF-World Bank
DSA and the collective assessment of the partici-
pating official creditors.

The key driving principle of the G20 Common
Framework, much like that of the Paris Club, is

the comparable treatment of creditors—that is,
upon reaching an understanding with the par-
ticipating official creditors, the debtor nation is
obliged to seek similar debt relief from its other
creditors. Still, so far only three countries have
applied for treatment: Chad, Ethiopia, and Zam-
bia. Many eligible countries remain reluctant to
seek assistance because of concerns about rep-
utational credit risks and access to capital. All
three major credit agencies have made it clear
that requesting commercial creditor forbearance
on G20-comparable terms could lead to a down-
grade of credit rating. That certainly would be the
scenario if comparability of treatment triggers
private debt restructuring.

In summary, the international community can
take the following steps in the event of debt distress:
(1) determine whether the restructuring deal and
policy package returns the country to debt sustain-
ability and thus offsets creditworthiness concerns;
(2) ensure participation by all relevant creditors; and
(3) advocate for concessional sovereign financing
until the state can access finance from the market,
including by increasing concessional options. As
the historical track record shows, these steps have
been difficult to achieve.

a. For the DSSI, see World Bank, DSSI (COVID 19: Debt Service Suspension Initiative) (dashboard), https://www.worldbank
.org/en/topic/debt/brief/covid-19-debt-service-suspension-initiative.

b. For the DSA, see World Bank, DSA (Debt Sustainability Analysis) (dashboard), https://www.worldbank.org/en/programs
/debt-toolkit/dsa; International Monetary Fund, DSA LIC (Debt Sustainability Analysis Low-Income Countries) (dashboard),
Washington, DC, https://www.imf.org/en/publications/dsa.

to sovereign debt are in a position to implement a similar approach. Nonperforming debt could, for
example, be swapped for new securities backed by creditors’ sovereigns and held in escrow to reduce risk
in the same way as the Brady Bonds. Such an initiative could prove fruitful in encouraging commercial
lenders to participate in resolving debt distress and at the same time reduce risks to the lender country’s
financial system, as occurred with the Brady Plan. Nonetheless, Brady Bond-like arrangements require
significant subsidies from the government, donors, or international financial institutions and there-
fore come at a cost to taxpayers. This may help explain why about eight years passed after the onset of
Mexico’s debt crisis before the first Brady deal in 1990.
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The high social and economic costs of liquidating sovereign debt without restructuring
Significantly reducing sovereign debt in emerging economies typically requires debt restructuring, there
are other means to achieve this end. The most orthodox approach is fiscal consolidation, which involves
reducing government expenditures, raising taxes, or both. Similarly, debt burdens can be reduced
through robust economic growth, which improves government revenue, fiscal balances, and debt
servicing capacity.

Sovereign debt can also be reduced using less orthodox macroeconomic policies, such as deficit
monetization (central bank financing of budget deficits) or financial repression (forcing negative real
interest rates and proscribing capital outflows). Such policies have often accompanied debt crises and
arguably are a forced response to debt distress in situations where other options are limited.*® Nonethe-
less, when policy makers are confronted with unsustainable debts denominated in local currency, held
by local creditors, or adjudicated under domestic law, they often see deficit monetization and financial
repression as soft options that they should attempt before default or restructuring.*® Because both types
of policies require action by the central bank, they can not typically be applied in countries that are
members of a currency union.

Unanticipated inflation has also played a role in debt reduction in both advanced and emerg-
ing economies.”” The degree to which inflation spikes can reduce debt depends on the currency pro-
file and maturity profile of a country’s debt stock and the extent to which inflation expectations are
well anchored, among other factors. In many countries, particularly in Africa and Latin America, the
monetization option has proved to be a slippery slope, often leading to high, persistent inflation.

Financial repression measures, often coupled with higher inflation, are another path that many
countries have taken to manage domestic debt servicing costs and reduce debt loads.”® For example,
Ethiopia, one of the first three countries to apply for the Common Framework, has maintained signifi-
cantly negative real (inflation-adjusted) interest rates since 2006. Financial repression measures also
include financial market regulation, such as caps on interest rates, and capital controls. Directed lending
to the government by “captive” institutions or public programs has played a role as well. For example,
governments may require banks, pension funds, or other domestic financial institutions to purchase sov-
ereign debt, often to the exclusion of other assets, or to lend directly to the government (or government-
sponsored enterprises) at below market rates. In short, financial repression is a transfer from savers to
borrowers, with government often being the single largest borrower in most low-income countries.

Historically, numerous countries have used financial repression policies to reduce their sovereign
debt. Studies document that between 1945 and 1980 financial repression was among the most widely
used paths to debt deleveraging in countries as diverse as Argentina, France, India, and the United
States.® More recently, in some countries financial repression policies have been employed specifically
to help finance the COVID-19 response.*

Even though they are often used to reduce domestic debt stocks, financial repression policies can
have pernicious effects on economic growth, the allocation of capital, and inequality.®! Forcing domestic
financial institutions to finance sovereign debt crowds out credit to the private sector and reduces eco-
nomic growth in the longer run. It also exposes the domestic financial sector to sovereign risk and can
undermine financial stability, and it increases the magnitude of contingent liabilities and the likelihood
they will materialize. Perhaps most important, financial repression policies have severe negative effects
on poverty and inequality. By keeping nominal interest rates artificially low, such policies punish savers
and reward debtors. In addition, they often coincide with high inflation, which further erodes the value
of wage income and precautionary savings, with disproportionate impacts on the poor. As described in
box 5.4, in Argentina financial repression policies have been used extensively, but this policy choice has
had adverse consequences.
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Box 5.4 Case study: The social and economic costs of financial repression in Argentina

At the turn of the millennium, Argentina faced one
of the severest economic crises in modern history.
Accumulated vulnerabilities, delays in pursuing
restructuring, and a three-year recession brought
about significant economic turmoil. Fiscal vulnera-
bilities, loss of competitiveness, the rigidity of the
currency board system, overly optimistic growth
assumptions, and political instability were all cited
as key factors leading to this conglomerate crisis.?

As a result of the crisis and the delayed policy
actions to address it, Argentina’s economy shrank
20 percent in 2002 and, according to national statis-
tics, 53 percent of the population was living in pov-
erty in May 2002, up from 38 percent in October
2001.> Based on the World Bank’s international pov-
erty line of $1.90 per day, the poverty rate peaked at
the height of the crisis in 2002 (figure B5.4.1).

In addition to loans from the International Mon-
etary Fund (IMF) and the World Bank, debt restruc-
turing, and changes in tax policy, the Argentine
government instituted a number of standard finan-
cial repression policies, which effectively distributed
losses across the population. These policies included
forced conversion of foreign currency deposits, cap-
ital controls, and requirements that domestic finan-
cial institutions finance the government (see figure
B5.4.2). These policies had several objectives. Their
primary goal was to stem the flight of private cap-
ital, which was gathering steam in 2000 and 2001.
In addition, financial repression was used to reduce
sovereign debt loads by generating real negative
interest rates.© In essence, the government forced
domestic savers and financial institutions to bear
the costs of reducing its excessive debt burden by
freezing their capital inside the domestic financial
system, forcing savers and financial institutions to
convert foreign currency to domestic currency,
requiring financial institutions to buy new sovereign
debt denominated in local currency, unifying and
floating the exchange rate, and maintaining tight
control of all foreign currency flows.

These measures had significant social costs.
They were accompanied by a rise in poverty, which
mirrored a dramatic fall in employment and in
household incomes and wealth.? On December 1,

Figure B5.4.1 Poverty and financial
repression, Argentina, 1995-2002
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Source: WDR 2022 team, based on data from Banco
Central de la Republica Argentina; llzetzki, Reinhart,
and Rogoff (2019); and World Bank's World Develop-
ment Indicators Database.

Note: In the figure, the poverty rate is the poverty
headcount ratio at $1.90 a day (2011, purchasing
power parity—adjusted), expressed as a percentage
of the population. The financial repression index is
calculated as the parallel exchange rate premium
minus the real interest rate on deposits (the differ-
ence between the interest rate on deposits and
inflation). This measure captures the difficulty
in safeguarding liquidity in foreign currency (as
expressed by the parallel market foreign exchange
premium, which is the percent difference between
parallel market exchange rates and official exchange
rates) and the implicit inflation tax the government
is imposing on this liquidity that becomes trapped in
domestic currency (as expressed by the real interest
rate, which in these cases is often negative).

2001, the government declared a bank holiday and
implemented an array of banking controls to fight
the ongoing bank run. This package of measures
would become known as El Corralito.® Deposits
were frozen, savings denominated in US dollars
were forcibly converted at the official rate of Arg$l
per US dollar, and weekly withdrawal limits of
Arg$250 were imposed. As convertibility ended, the

(Box continues next page)
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Box 5.4 Case study: The social and economic costs of financial repression in Argentina
(continued)

Figure B5.4.2 Financial measures affecting savers during Argentina’s economic crisis,
2001-02
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Source: WDR 2022 team.

peso quickly depreciated to Arg$1.8 per US dollar on
the first day of unified floating (February 11, 2002),
rendering depositors instantly poorer in terms of
both the incomes they earned and the wealth they
had saved. The central bank also moved to control
all sources of foreign currency through a combina-
tion of requirements on exports and transactions
involving foreign currencies.

Although financial repression measures are
likely to have been a factor in the stabilization of
the Argentine economy, their effects were not only
unpopular but also highly regressive. In Argentina,
repressive measures can be viewed asa consequence

. Cruces and Wodon (2003).
. Reinhart and Sbrancia (2015).

of delayed policy action rather than an effective
response to the debt crisis. Because Argentina
had followed a fixed exchange rate regime (cur-
rency board) prior to the crisis, adjustments had to
come either from the fiscal side, through increases
in sovereign debt, or from the real economy. The
resulting vulnerabilities—unsustainable levels of
sovereign debt, in particular—continued to accu-
mulate. This accumulation ultimately contributed
to the depth of the Argentine economic crisis and
left the government with little choice but to resort
to policies that had severe negative effects on pov-
erty and inequality.

. Daseking et al. (2004); Feldstein (2002); Hausman and Velasco (2003); Mussa (2002); Perry and Serven (2002).

. Cruces and Wodon (2003). See Daseking et al. (2004), appendix 2, for a thorough recap of the measures.

® O 0O T o

. The term El Corralito (a bank account withdrawal limit or a freeze on a bank account) was popularized by Argentine
journalist Antonio Laje to refer to the measures. See La Republica, “Argentina: Una década después del corralito,” Decem-
ber 4, 2011, cited by El Economista, https://www.eleconomista.com.mx/economia/Argentina-una-decada-despues-del
-corralito-20111204-0089.html.

f. For example, any amounts in hard currency held by banks or exchange bureaus over a specified limit had to be deposited

daily in the central bank. Taxes on exports were increased. Export receipts were required to be sold exclusively to the

central bank. The purchase of foreign banknotes or transfers abroad for amounts over $100,000 required the central

bank’s prior approval. See Daseking et al. (2004).
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Looking ahead: Reforms to mobilize revenue, improve
transparency, and facilitate debt negotiations

The challenges of managing higher debt levels and resolving a rising number of debt crises in the after-
math of the COVID-19 crisis highlight the need for reforms that can facilitate revenue mobilization,
better debt management, debt negotiation, and access to capital markets in the longer term. This section
explores how improved transparency, as well as legal and tax reforms, can make sovereign debt markets
more efficient and sovereign balance sheets more resilient.

Dependence of sovereign debt sustainability on mobilization of new tax revenue

Prior to the COVID-19 pandemic, most countries saw a sustained rise in tax revenue—in lower-middle-
income countries tax revenue as a share of GDP increased from 17 percent to 22 percent between 2000
and 2019.2 Half of this revenue growth came from indirect taxes (especially the value added tax, VAT),
30 percent from direct taxes on income, and 20 percent from payroll taxes. This upward trend in revenue
mobilization was driven by the greater efficiency of tax administrations, technological innovations, and
improvements of tax designs.

Can governments continue to increase tax revenue over the next decade? The COVID-19 pandemic
has created a short-term but drastic revenue shortfall, but it could reinforce revenue mobilization in
the medium term by legitimizing the role of the state as a provider of insurance and redistribution.
However, there are no magic bullets—higher tax revenue arises principally from long-term investments
in tax capacity and from structural changes in countries’ economies bolstered by international efforts
to address tax avoidance. Three areas of reforms can nonetheless raise revenue while balancing equity
and efficiency considerations. However, progress on mobilizing new tax revenue may be threatened by a
delayed or anemic recovery or social backlash, as was seen recently in Colombia.®®

First, governments increasingly have the capacity to target high earners with progressive taxes.
Currently, in low- and middle-income countries personal income taxes and property taxes account for
only a small share of GDP (3 percent and 0.5 percent, respectively), which is a much lower share than in
high-income countries. The long-run transition from self-employment to employment in firms is a key
enabler of modern personal income taxes. However, this evolution in employment structure must be
accompanied by investments in a tax administration’s capacity to target high earners and to tax their
income from all sources (including capital) at rising marginal tax rates. Thus the tax effort is borne
principally by those with the means to contribute.®* Taxes on property are another progressive source
of revenue. But despite a visible tax base, the current revenues are low. As urbanization drives property
values up in many cities, modern property registries, documented and accessed by means of technology,
make real estate valuation and administration easier. Thus taxes on personal income and property are
an untapped source of government revenue and simultaneously can help curb inequality.

Second, structural changes arising from the digitalization of economies and the climate emergency
present not only challenges but also opportunities to mobilize revenue. As transactions go digital and
taxpayers file electronically, tax administrations can compare self-reported economic activity with
third-party reports to uncover discrepancies and better target audits. Similarly, large online platforms
that aggregate transactions can be used as withholding agents and as mechanisms to formalize smaller
firms that want to participate in online markets. Another key evolution is related to the climate emer-
gency; it justifies taxes aimed at limiting energy consumption and could raise additional tax revenue.
Policy responses could take the form of removal of energy subsidies and the imposition of fuel taxes
or more ambitious carbon taxes. Whatever their shape, taxes must be tailored to each country’s tax
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capacity and energy structure and compensate vulnerable households for any increases in their tax bur-
den.® Better use of health-related taxes (such as taxes on the consumption of alcohol and tobacco) could
also add more resources to the public purse while aligning personal incentives with a reduction in the
pressure on public health systems.

Third, the design of taxes can be simplified to improve their transparency and efficiency. The princi-
pal tax instruments (the VAT and corporate and personal income taxes) are riddled with tax exemptions
and tax credits. By narrowing tax bases, exemptions reduce revenue collection and the efficiency of taxes
and provide opportunities for tax avoidance. Although some tax exemptions are justifiable, other gov-
ernment tools might be more appropriate to address the underlying issues. A contentious example is the
removal of exemptions from the VAT base. Typically, products such as food and energy are minimally
taxed or not taxed at all to introduce progressivity. However, exemptions also benefit the rich, espe-
cially in countries where poor households mainly purchase goods in the informal sector.®® Zero rating
goods is thus a coarse tax instrument for introducing progressivity. Conditional on compensating poor
households through transfers, the removal of exemptions could be socially acceptable and would collect
revenue while also improving efficiency.”

To follow the suggested path to tax reforms, governments will need to overcome political challenges
and the opposition of interest groups. To achieve successful reforms, governments must build wide sup-
port, clearly communicate the intended effects, and compensate poor households for tax increases. Even
then, it is difficult to gather support for even well-designed tax policies, such as removing tax exemp-
tions. Such considerations might dictate the set of feasible reforms. Furthermore, where the informal
sector is large, complementary policies to develop the private sector and expand the tax base are para-
mount. Finally, because of the increased mobility of capital and of high earners, some tax revenue gains
will depend on greater international tax cooperation. Recent developments on the minimum taxation
of multinational companies hold promise, but it remains unclear how these agreements will be applied
in practice and how much they will benefit low- and middle-income countries.®®

It is equally important to rationalize public expenditures and target public spending and investments
effectively. To set priorities for the allocation of public funds and to avoid inefficient spending, waste, and
corruption, governments must have a well-designed public finance management system. Effective public
finance management can also enhance the transparency of public expenditures and the accountability
of government officials. At a time when governments are pressured to increase health expenditures to
address the effects of the pandemic, a well-managed public expenditure process can make this task less
daunting.

The importance of transparency to debt management and resolution of
debt distress

Some of the main obstacles to the prompt recognition and resolution of sovereign debt distress stem
from opaque fiscal accounts and unreliable debt data. A prerequisite for expedient sovereign debt repro-
filing and restructuring is creditors’ access to reliable granular information about the country’s overall
debt as well as the seniority (when applicable) of their own claim relative to that of other creditors.
Transparent data on a country’s sovereign debt help creditors and multilateral institutions arrive at bet-
ter debt sustainability assessments and financing decisions, which are ultimately helpful to both debtors
and creditors and to overall market stability. When a country faces problems servicing its debt, better
data reduce the time needed to negotiate with creditors to resolve the problem. Hidden debts, in their
many guises, have been a recurring obstacle to prompt action, and not just in low- and middle-income
countries as the 2011 Greek and 2015 Puerto Rican debt crises highlighted.
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Debt transparency has two main dimensions: transparency in debt reporting and transparency in
debt operations.*® For transparency in debt reporting—probably the best-understood dimension—exist-
ing and new debt must be disclosed to the public in a timely, comprehensive manner. Transparency in
debt operations refers to the process of entering a new debt contract or altering an existing debt contract,
which includes but is not limited to having a well-designed legal framework.

Recent studies and proposals related to the international debt architecture have emphasized the
central importance of transparency in debt reporting to successful debt management. Building on
earlier work by the World Bank and International Monetary Fund (IMF), in 2019 the G20 endorsed
a set of Voluntary Principles for Debt Transparency drafted by the Institute of International Finance
and targeting private sector lenders. Meanwhile, the Organisation for Economic Co-operation and
Development (OECD) is in the process of developing a disclosure platform based on these principles.
These developments are a positive step toward further strengthening transparency in terms of both
comprehensiveness and accessibility, but more can be done.

Effective, forward-looking debt management requires comprehensive disclosure of claims against the
government, as well as the terms of the contracts that govern this debt. In practice, very few countries
meet this standard of transparency. In the market for sovereign debt, contracts are often not made public,
and some even include explicit nondisclosure clauses.” In addition, it is often difficult to develop a com-
prehensive picture beyond the central government, as this is typically the level of debt reporting. Unfor-
tunately, the majority of low-income countries do not yet have consolidated public sector accounts.”

One important prerequisite for transparency in debt reporting and operations is therefore an unam-
biguous legal framework that clarifies which entities are authorized to contract debt that is enforceable
against the sovereign.”> This framework should also require debt contracts to be made public in a central
repository. Although various government agencies can be signatories of sovereign debt contracts, the
claims arising from these contracts are ultimately enforced against the underlying sovereign state and
its population.

Some recent debt events have highlighted the problem of hidden or undisclosed debt and the pos-
sibility of legal disputes about whether a government and quasi-government entities have the author-
ity to enter into debt contracts. Clarifying which state-owned entities are authorized to contract debt
on behalf of the government and which subnational entities can raise claims against the government,
including through guarantees and debt exchanges, can significantly facilitate debt management and
reduce the risk of hidden debts, thereby helping to avoid costly and disruptive disputes. Such clarification
would also ensure that any domestic accountability mechanisms that may be in place have sufficient
information to operate properly. However, it is important that these legal requirements be accompanied
by strong underlying institutions and by a domestic and international commitment to respecting those
rules. Otherwise, even if the law clearly states who can approve debt contracts, the enforcement of those
rules may be lacking, as in Mozambique (box 5.5).

Improved debt transparency can also contribute to the adoption of debt instruments, such as state-con-
tingent bonds, which are efficient for debtors and creditors, but remain underutilized. One example is
GDP- or commodity-linked bonds, which generate variable returns that move with the business cycle
or commodity prices. Such bonds automatically reduce the burden on sovereign balance sheets during
downturns and could also prove beneficial for investors. At present, these instruments have been used
most commonly as value recovery instruments (securities that allow the creditor to share in the recovery
of the country if it agrees to restructure debt during times of distress). GDP-linked bonds were used in
the 2015-16 Ukrainian debt restructuring. In the past, Nigeria and Republica Bolivariana de Venezuela
have issued commodity-linked warrants. However, the willingness of creditors to enter into such con-
tracts depends heavily on reliable data on a broad array of financial and economic indicators. Although
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Box 5.5 Case study: The curse of hidden debt in Mozambique

Asin any credit market, timely access to information
is essential for a well-functioning sovereign debt
market. If there is any hint of undisclosed informa-
tion about a country’s debt, lenders may become
less willing to provide financing, and new financing
may become more expensive as lenders demand
an additional premium to account for the potential
risks associated with hidden information. Because
of hidden debt, in Mozambique access to funding
by the government was significantly reduced and
therefore public investment was substantially cut.
In 2013 and 2014, external loans amounting
to more than $1 billion were contracted by state-
owned companies in Mozambique under guaran-
tee by the central government. In other words, the
Mozambique government would be liable for these
loans if the state-owned companies were unable
to repay them.? This publicly guaranteed debt was
never disclosed to the public (including debtors and
citizens) until 2016, when the media uncovered it.

How did this happen?

The hidden loans, as well as a state-guaranteed
bond, were contracted without the proper approv-
als.c In Mozambique, the Ministry of Finance and
the parliament have oversight over the issuance
of new debt (including publicly guaranteed debt).
However, for external borrowing by Mozambique’s
state-owned enterprises, those checks and bal-
ances were not implemented. Because of the lack
of proper oversight as well as corruption allegations
against the parties involved in these loan transac-
tions, in 2019 Mozambique’s attorney general filed
a lawsuit to nullify the government guarantee of
the loan contracted by one of the state-owned
companies.? In early 2022, the lawsuit was ongoing
because the lender appealed the original court deci-
sion. In the meantime, Mozambique has been rene-
gotiating its debt, even as it waits to see whether
the court decides the loan and guarantee contracts
are illegal in their entirety and thus void.
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How has this affected Mozambique’s financial
standing?
In Mozambique’s 2015 debt sustainability analysis,
the World Bank and International Monetary Fund
(IMF) projected the country’s external public and
publicly guaranteed debt for 2016 to be 61 per-
cent of GDP.* The equivalent document published
in 2018 estimated the external public and publicly
guaranteed debt for 2016 to be 104 percent of GDP.f
These hidden debts had significant implications
for Mozambique’s ability to service its debt, as it
dramatically increased the amount of interest and
amortization due in a given year. In particular, prior
to the disclosure of these debts, the market was
operating under the assumption that 11 percent of
Mozambique’s tax revenue would suffice to cover
the debt service for 2016. With the disclosure of
these debts, it was clear that at least 22 percent
of tax revenue, or about $600 million, was needed
(figure B5.5.1). The projected increase in debt service
was even bigger in 2017 and 2018. This increase was
too large for the Mozambican economy to endure,
and Mozambique defaulted on its debt in 2016.8 As
a result, credit rating agencies downgraded Mozam-
bique to selective or restricted default. Similarly,
Mozambique, which had been classified as in mod-
erate risk of debt distress by the World Bank-IMF in
2015, was classified as in debt distress in 2016."
The deterioration of Mozambique’s fiscal posi-
tion and risk rating had far-reaching economic
consequences and turned a crisis of transparency
into wider economic turmoil that had many char-
acteristics of a conglomerate crisis. The debt crisis
was accompanied by a significant real exchange
rate depreciation starting in 2014, a rise in infla-
tion, reduced space for fiscal expenditures, as well
as loss of confidence by external investors and
the international community, leading to an acute
downgrade in the country’s sovereign credit rating.
Concessional lending from international financial
institutions—often used to resolve debt crises in
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Box 5.5 Case study: The curse of hidden debt in Mozambique (continued)

Figure B5.5.1 Mozambique’s external debt service projections (2015-27) before and
after the 2016 disclosure of hidden debts

a. DSA projections of amount of debt

a.1. Before disclosure a.2. After disclosure
1,800 1,800
1,600 — 1,600 -
__ 1,400+ 1,400
2] 2]
.5 1,200 5 1,200
E 1,000+ E 1,000
= 800 = 800- B
3 3
B 600- @ 600
400 — 400
200 200
0 0
D LON D909 NHOH ML A D ON DO NHOHLEDNHL 0N
NP NN N A P VA VA VAR VR VA SIS SIS A AR VA AN
FEFTFTP TS TS S FEFTFTFPTFT TS S
b. DSA projections of share of government revenue, excluding grants,
needed to service debt
b.1. Before disclosure b.2. After disclosure
32+ 32+
28 28
24 - 24
= 20+ = 20
o @
O 16 O 16
(O] ()
o 124 & 12-
8 8
4 4 -
0 0
D ON D990 NHNOH ML A H LN D99 9 NIHNH > H A
O NN PV VIV NI IS v A D R VA VA v
PETPFTFT PSS S PEIPFTP TIPS S D

l Other debt amortization [l EMATUM amortization [l Previously undisclosed debt amortization
W Other debt interest W EMATUM interest [ Previously undisclosed debt interest

Source: IMF 2018.

Note: DSA = debt sustainability analysis. EMATUM bonds were widely covered in the financial press as "Tuna Bonds."
They were issued by Proindicus, EMATUM (The Mozambican Tuna Fishing Enterprise), and Mozambique Asset
Management and were involved in a controversy over authorizations.

(Box continues next page)
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Box 5.5 Case study: The curse of hidden debt in Mozambique (continued)

emerging economies—was no longer available.
Only in 2019 was Mozambique’s debt classified as
sustainable on a forward-looking basis—eliciting
enough confidence that the World Bank and IMF
provided financing in the aftermath of Cyclone Idai.
One important step to rebuilding confidence was
improving transparency in debt reporting and debt
operations implemented since. Improvements were
the publication of periodic debt reports, including
information on state-owned companies; a new

decree on public investment management; and new
government-approved regulations to strengthen
debt and guarantee management (including bor-
rowing by state-owned companies). Nonetheless,
Mozambique is still in debt distress while renego-
tiating its debt, and the legal battle over its hidden
debts continues. Meanwhile, Mozambique still
faces unfavorable borrowing conditions that imply
a high cost of credit not just for the government but
also for firms and households.

a. IMF (2018).
b. England (2016).

c. The hidden loans from companies covered by a sovereign guarantee were as follows: $622 million for Proindicus and
$535 million in favor of Mozambique Asset Management (MAM). The authorities also disclosed the existence of
$133 million in direct loans from bilateral lenders contracted between 2009 and 2014. This set of hidden debts was in
addition to the EMATUM corporate bond, which was originally issued in September 2013 (also backed by a state guarantee)
and then restructured as the MOZAM 2023 sovereign bond in March 2016. The government managed to restructure the
MOZAM bond to mature in 2031. Although the EMATUM bond was not a hidden loan, it was part of the same package of
projects underlying the undisclosed debt scheme.

d. See Spotlight on Corruption, “Mozambique and the ‘Tuna Bond’ Scandal,” Wells, Somerset, UK, https://www.spotlight
corruption.org/mozambique-and-the-tuna-bond-scandal/. See also IMF (2019).

e. IMF (2015).
f. IMF (2018).

g. From the Fitch report on Mozambique in 2016: “On 21 November the Ministry of Economy and Finance published a docu-
ment confirming that Mozambique failed to make a capital and coupon payment, due 23 May 2016, on the USD535m loan
to state-owned enterprise Mozambique Asset Management (MAM). The document also confirms that the MAM loan is
guaranteed by the Republic of Mozambique. The arrears on the loan amount to approximately USD175.5m. In line with its
criteria, Fitch therefore judges Mozambique to be in default on its sovereign obligations” (Fitch Ratings 2016).

h. IMF (2016).

it is recognized that such state-contingent contracts are a desirable way forward, such contracts remain
a minority in existing debt stocks.

Technological advances are another path to improve transparency in sovereign debt reporting and
operations. One example is blockchain technology, which has been revolutionizing credit and capital
markets. International financial institutions, such as the World Bank, but also sovereigns, such as the
government of Thailand, have recently begun to use blockchain technology to issue and trade a subset
of their bonds.” The key contribution of blockchain technology is that it immutably documents own-
ership status over tokenized assets in a decentralized and typically transparent ledger that is visible to
all market participants. In other words, blockchain technology allows for more transparent and timely
information on the ownership and terms of debt contracts housed in this environment. It then makes
it possible to trace who owns the underlying asset at any given point in real time. For debt markets, the
ability to trace and act on current ownership of instruments in a timely manner implies enormous effi-
ciency gains. If implemented comprehensively, this ability could, for example, drastically reduce the time
required to trace and reconcile the full list of claims against a country, which is a necessary step before a
country can enter into a restructuring negotiation with creditors. Because of today’s architecture, this is
an inefficient, time-consuming procedure, and some small creditors remain unidentified even after the
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restructuring is completed. Thus potential gains in transparency through blockchain due to the ability
to identify the holders of a sovereign’s outstanding debt instruments could be extremely useful in avoid-
ing delays in debt restructuring.

The role of contractual innovations in reducing coordination problems and
facilitating debt resolution

Several contractual innovations can help overcome coordination problems and speed up the resolution
of sovereign debt. One innovation is collective action clauses (CACs), which could lead to faster resolu-
tion of sovereign debt restructuring and thus more stability.” Preliminary studies have found that these
clauses tend to reduce the presence of holdout creditors during restructuring. CACs that permit aggre-
gation, in which a majority of creditors can overrule a minority of holdout creditors, appear to be most
effective at achieving faster resolutions in restructuring negotiations.”

However, it may be too optimistic to assume that CACs are sufficiently embedded in debt contracts
to resolve debt crises in the near future. Indeed, it may be too early to claim that debt crises were in fact
shortened by the introduction of the newest generation of CACs in 2014.7° Recent analyses argue that
the sample on which preliminary findings were based is too recent and draws heavily from a period
of relative moderation.”” Moreover, shortening restructuring processes and shortening debt crises are
two different concepts.” First, historically bringing sovereign debt crises or default spells to an end has
required, on average, two restructurings.”® Second, it is difficult to argue that enhanced CACs are the
secure, de facto market standard because only about half of the outstanding stock of sovereign bonds
is estimated to contain these features, and a substantial portion of this legacy debt stock is still at least
10 years from maturity.®’ In addition, of the 62 countries for which bond data are available, 16 have
bonds with no CACs, as well as bonds with second-generation CACs or beyond (figure 5.7). This hetero-
geneity can complicate debt restructuring and highlights the need for broader changes.

Figure 5.7 Sovereign bond principal maturation in selected low- and middle-income countries,
by share and type of collective action clauses included in the bonds, 2021-33+
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Source: WDR 2022 team, based on data from Munevar (2021); Refinitiv, Refinitiv Data Catalogue (dashboard), https://www
refinitiv.com/en/financial-data.

Note: The data cover 62 low- and middle-income countries and bonds maturing in January 2021 and beyond. The figure
shows the share and type of collective action clauses (CACs) included in bonds issued by low- and middle-income countries.
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Recent debt negotiations, such as the Argentine and Ecuadorian restructurings of 2020, highlight
another practical limitation of CACs: debt contracts can be modified and renegotiated in ways that
weaken the efficiency-enhancing features of CACs. In response to Argentina’s proposed use of aggre-
gated voting and creditor designation mechanisms, certain creditors demanded a rollback to pre-
2014 CAC language.® Ultimately, negotiations led to a compromise that included changes to allow for
creditor redesignation (a provision through which Argentina could choose which creditors would be
pooled for voting) and the subsequent launch of a uniformly applicable offer (an exchange offer with a
menu of options deemed equitable to all creditors) once certain initial approval thresholds had been
met.® Unfortunately, like state-contingent contracts, only about half of outstanding debt contracts
carry enhanced CACs, and the share is even lower for low-income countries.®

Another type of contractual innovation that can accelerate debt resolution and shield countries from
unanticipated increases in sovereign debt is state-contingent debt contracts that insure the borrower
against disaster risk. Such contracts are especially useful as climate risks become more widespread. The
recent debt restructurings of Grenada (2015) and Barbados (2018), for example, have included natural
disaster clauses. To be effective, contingency triggers should be protected from manipulation or oppor-
tunism—that is, the terms of the contract (reduced debt service or access to additional liquidity) should
be triggered by an objective and independently verifiable event. By reducing a country’s debt service in
the event of an unanticipated shock, these types of contracts can free up fiscal resources when they are
needed most. In the aftermath of the COVID-19 pandemic or future events that trigger an increase in
sovereign debt, this safeguard could be especially useful for countries that are also exposed to height-
ened risk of natural disasters or climate change.

A final set of legal developments that can potentially improve creditor coordination and speed up debt
resolution are legal reforms that address problematic enforcement practices against states. Creditors
face legal and practical challenges when enforcing claims against a state. In response, specific creditors
(such as holdouts and so-called vulture creditors), have eschewed collective negotiation in favor of indi-
vidualized enforcement. This approach has jeopardized creditor coordination and payments to other
creditors, thereby preventing the prompt resolution of debt distress. Because of lack of a sovereign bank-
ruptcy mechanism that could incentivize coordinated action, several national jurisdictions have taken
legislative steps to address problematic credit enforcement practices. These have included profit-capping
statutes for vulture fund lawsuits (United Kingdom, 2010) and legal protections for payment-clearing
platforms, such as Euroclear (Belgium, 2015). In addition, international bodies have formulated non-
binding “soft law” guidelines and resolutions, such as the UNCTAD (United Nations Conference on
Trade and Development) Principles on Responsible Sovereign Borrowing and Lending (2012) and the UN
General Assembly Resolution on Basic Principles for Sovereign Debt Restructuring (2015). Although such
soft law guidelines do not carry penalties for violation, they reflect legal principles in certain domestic
jurisdictions and could represent emerging international norms. Further work to solidify these princi-
ples into national and international law would be beneficial for market efficiency.

Conclusion

The COVID-19 crisis has highlighted and aggravated preexisting vulnerabilities in public debt, particu-
larly among low-income countries. Addressing debt sustainability problems promptly and proactively is
crucial for a strong, equitable recovery. Because the historical track record on this front is not particu-
larly encouraging, it is critical that new initiatives, such as the Common Framework, be strengthened to
deliver more expedient outcomes.

Effective management of sovereign debt and resolution of debt distress play an especially important
role. In a crisis, governments can essentially act asalender of last resort to the economy, and well-designed
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fiscal support can act as a circuit breaker that can reduce financial risks in other sectors and prevent
them from affecting the wider economy. Such support, however, requires healthy public finances, which
enable governments to spend on public goods and provide households, firms, and the financial sector
with emergency support. When the government’s ability to carry out this function is compromised by
high debt burdens, its ability to support the recovery is limited—a challenge that an increasing number
of countries now face because the COVID-19 crisis has outlasted original expectations.

Policy actions to prevent or resolve debt distress depend on many economic, political, and social fac-
tors, and no easy one-size-fits-all solutions are offered here. Debt sustainability analyses are the instru-
ment most widely used to determine a country’s risk of debt distress and is therefore the right course of
action to prevent and resolve debt sustainability problems. For those countries already in debt distress,
it is paramount to recognize the problem and not delay the restructuring process. As in the resolution
of past crises, fiscal adjustment and structural reforms will be part of the debt restructuring process.
Where public debt is denominated in domestic currency (a rising trend in emerging economies), infla-
tion as well as financial repression measures have in some cases been used successfully to avoid default
when governments were not able to meet their domestic debt obligations. However, these measures
impose significant costs on citizens, especially the poor.

Countries that face sharply increased debt burdens as a result of the COVID-19 crisis have policy
options for reducing the risk of falling into debt distress, including debt reprofiling and preemptive nego-
tiations with creditors. For example, countries can take advantage of more favorable market conditions
to extend maturities or lower the cost of debt service. Negotiating better terms for a country’s debt is
much easier when the country still has a relatively solid credit standing than when it is on the verge of
default. Tracking credit market conditions can be very fruitful, as can taking advantage of the tools
available to low-income countries. Examples include SDG Bonds, which can provide better terms for
financing investments (see spotlight 5.1). Most emerging economies will need to make these types of
poverty-reducing investments in any case, and, by using these bonds, they can get better lending terms,
while improving their ability to attain the Sustainable Development Goals.

Beyond these more immediate actions, increasing debt transparency, adopting contractual innova-
tions that reduce coordination problems in debt resolution, and securing the tax revenue needed to pro-
vide public services as well as repay the debt are essential. Although these are medium- to longer-term
actions, they can significantly improve the resilience of government finances going forward.

Apart from debt reduction through sustained robust growth, all the approaches discussed here pose
their own brand of social and economic costs and aggravate many of the economic fragilities outlined
in chapter 1. A realistic assessment of past debt reduction strategies thus offers some guidance but does
not deliver silver bullets.
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