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How to prevent and resolve debt crisesin LICs?

Summary and policy recommendations

Theglobal financial crisis has had an impact on the debt levels of L ow Income Coun-
tries (L1Cs), with higher borrowing needs jeopardising debt sustainability in LICs.
According to the IMF, a country’s external debt may be seen as sustainable if the country
is able to meet all of its current and future debt-service payments without having to re-
structure its debt or the accumulation of debt, and without impairing its prospects of eco-
nomic growth. This definition is quite narrow from an overall development perspective
because it does not include domestic debt and therefore it does not extend to fiscal debt
sustainability. Nevertheless, this definition should mainly contribute to understanding the
external dimension of debt sustainability. Debt sustainability represents one important
prerequisite for sound growth and development.

However, the magnitude of these effects is still uncertain because data on debt levels
for 2009 are not yet available. Latest Debt Sustainability Analyses (DSAS) of the Inter-
national Monetary Fund (IMF) / World Bank (WB) show that nearly one third of LICs are
at high risk of external debt distress or are aready in debt distress. If we add countries at
moderate risk of debt distress, this share increases to nearly two thirds of LICs. The global
financial crisis has contributed in some graduated Heavily Indebted Poor Countries
(HIPCs), i.e. countries which have received debt relief under the HIPC-Initiative, to a de-
terioration of the debt situation because exports have declined in these countries and GDP
growth has been lower than projected before the crisis. It should be noted, however, that
these high debt levels are not due solely to the global financial crisis.

Many LICs have been and will continue to be unable to generate sufficient financial
resour ces to mitigate the effects of the present global financial crisis. Even though the
magnitude of the effects of the global financial crisis on the debt situation in LICs also
depends on policy responses and domestic factors as well as on the interaction of various
shocks, many LICs have been and will continue to be dependent on concessional donor
credits and grants. Since the cause of the global financial crisis was economic and finan-
cial mismanagement on the side of industrialized countries, they must be seen as responsi-
ble for the effects of the crisis in developing countries and should therefore provide addi-
tional financial resourcesto LICs.

New financing options need to be elaborated to augment subsidised lending to LICs
because current financial resources of major multilateral lendersto LICsare not suffi-
cient. However, new financing is useful only in the case that LICs have sufficient absorption
capacities. Problems in this area are generated by capacity deficiencies, structural economic
problems, or unsound macroeconomic policies. The recent global financial crisis has shown
that appropriate instruments for absorbing such an exogenous shock need to be flexible and
anti-cyclical. Moreover, alarge amount of money has to be available in the short-term.

What we find hereis a trade-off between two objectives. On the one hand, financing to
L1Cs needs to be increased which generates higher debt levels, but on the other hand, debt
sustainability should be maintained. Therefore, financing instruments of donors need to be
highly concessional. For achieving these two goals we have to distinguish between meas-
ures aimed at preventing and at resolving debt crises even if it is difficult to draw a clear
dividing line between these two categories because some measures are geared to both cri-
sis prevention and resolution.

German Development Institute / Deutsches Institut fir Entwicklungspolitik (DIE) 1
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Prevention of new debt crises

Better monitoring and assessment framewor ks as well as mor e concessional funds for
LICsarenecessary to prevent debt crisesin LICs. Viable policy instruments to prevent
debt crises in LICs include the general frameworks of the IMF and the World Bank in
L1Cs — the Debt Sustainability Framework (DSF), the Debt Limit Policy (DLP) and the
Non-Concessional Borrowing Policy (NCBP) assuming an important role in the global
debt governance. Nevertheless, there appear to be uncoordinated parallel structures for the
overall debt policy of IMF / World Bank because the DLP and the DSF adopt different
analytical frameworks for assessing capacity. These different analytical frameworks could
lead to different results concerning LICs debt sustainability. Therefore, these frameworks
have to be streamlined. In addition, the NCBP and the Fund’'s DL P should be harmonized
by using the same concessionality requirements and by using similar rules for providing
non-concessional loans. Moreover, it is questionable whether these frameworks have been
overly effective because debt sustainability of many LICs has been endangered.

The increase in the amount of concessional facilities of the IMF by up to US$ 17 bil-
lion through 2014 is in general appropriate to help to ensure debt sustainability in
LICs. Higher lending volumes of concessiona facilities would enable LICs to borrow
more on concessional terms rather than having to resort to non-concessional financing,
which could generate future debt service problems. However, the IMF has to ensure that
borrowings are used for increasing productive capacities. Another important question is
whether this new role of the IMF in LICs is appropriate or whether it negatively affects the
division of labour of the International Financia Institutions.

The new concessional lending instruments of the IMF include more flexible short-
term financing instruments in the event of exogenous shocks. However, the practice
will show whether this new lending architecture for LICs works. More flexible rules for
blending concessional financing with non-concessional financing is generally useful.
However, there should be an increase in non-concessional credits only in exceptional
cases when debt sustainability is not endangered.

Similarly, the International Development Association (IDA) has reacted to the crisis and
implemented appropriate reforms:

e |DA Fast Track Facility: In December 2008, the World Bank Group established this
facility amounting to US$ 2 billion to frontload grants and long-term, interest-free
loans designed to support LICs in their efforts to mitigate the effects of the global fi-
nancial crisis. Since this facility is part of the IDA 15 fund, these are not additional fi-
nancial resources.

e |DA guarantees: This instrument plays an important role to support countries in lev-
eraging IDA resources by mobilising private project financing and should thus be ex-
tended. For this reason, it was appropriate to establish IDA guarantees as a standard
instrument.

e |DA CrisisResponse Window: In December 2009, the World Bank established a new
pilot Crisis Response Window (CRW) in IDA for the remainder of the IDA 15 period
(January 2010 — June 2011); it has avolume of US$ 1.3 billion and its aim isto protect

2 German Development Institute / Deutsches Institut fir Entwicklungspolitik (DIE)
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LICs from future crises. Since the CRW supports LICs quickly in the event of exoge-
nous shocks, it is in this regard complementary to IDA loans and grants. However,
concerning financing conditions which are similar to IDA loans, i.e. long maturity,
grace period and service charges, it is to some extent questionable whether the CRW is
complementary to existing IDA instruments. A shorter repayment period is in some
cases preferable in that long maturities tie up concessional resources for alonger period
of time than necessary, because e.g. some countries may need such funds only for a
shorter period of time. For this reason there could be a need for a short-term flexible
concessional instrument. With regard to the division of labour between International
Financial Institutions, it is questionable, however, whether the IMF and the World
Bank both need short-term lending instruments.

The financial crisis has led to growing gover nment financing gaps as a consequence
of lower tax revenues and higher expenditure needs. One important measure to ensure
external debt sustainability is to improve capacity-building in LICs for public debt man-
agement (PDM) because a good PDM can help to identify and quantify the most relevant
risks associated with different financing options and, in addition, support an effective debt
management. The World Bank and the IMF have increased the debt management capacity
of borrowers and developed the so-called Medium-Term Debt Management Strategies
(MTDS). Thus, IFIs have already started with a large programme to enhance capacity
building in the field of debt management. These provisions have to be implemented for a
while and could then be evaluated.

The Counter-Cyclical Loan represents an innovative instrument to prevent debt cri-
ses which is currently used by the Agence Francaise de Développement (AFD). This
instrument provides the debtor country with the opportunity to suspend payments in the
event of exogenous shocks. In addition, this instrument could serve to improve the debt
management of partner countries. However, debt crises can only be prevented if donors
are coordinated. Inter-donor coordination is important for preventing a debt crisis in one
country because, relative to a country’s total debt, loans provided by one bilateral donor
represent only asmall share of the total credit involved.

Another option to reduce external debt vulnerability in LICsisto establish local cur-
rency bond markets. However, necessary structural conditions are not given in many
LI1Cs. For this reason, local currency bond markets represent a viable instrument to reduce
external debt only for afew LICs. In the future, it will be a promising instrument to reduce
external debt as many Middle Income Countries (MICs) have proven. For this reason do-
nor support to LI1Cs in developing their domestic debt markets have been stepped up. Do-
nor initiatives such as the World Bank’s Gemloc Program and the TCX initiative of bilat-
eral donors are an important step in this direction.

Resolution of debt crises

Viable policy instrumentsto resolve debt crisesincludefirst, an insolvency procedure
for sovereign debt because it offersthe opportunity to ensure a restructuring process
that proceedsin an orderly and predictable manner. In the current international finan-
cial architecture there is no comprehensive procedure, or roadmap, available to restructure
a country’s foreign debt. The lack of a comprehensive approach to restructure debt leads
to high costs resulting from delays in initiating restructuring processes. Due to heteroge-
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neous creditor groups debtors may have problems in reaching a timely agreement with
their creditors. In comparison with a timely restructuring, these delays generate high costs
such as losses in currency reserves and a decline in economic output. Moreover, a timely
restructuring contributes to preserving the value of claims.

Second, a moratorium on the debt service of LICs could contribute to debt sustain-
ability in the short-term. The main advantage of a moratorium is that it provides the
debtor time to improve his liquidity situation. However, a moratorium should only be im-
plemented in the case that it is the only instrument available in the short-term, because
moratoriums entail numerous problems. First, a moratorium violates the fundamental prin-
ciple on which all contracts are based, namely that terms and conditions need to be met in
full and on time. Second, a moratorium may encourage moral hazard on the part of debt-
ors. Therefore, a moratorium should be established only in exceptional cases and with
creditor consent. If a moratorium is established, it should cover debt service only, in that
its main intent should be to provide the debtor short-term liquidity. Eligibility should be
determined on the basis of criteria such as debt indicators and / or income level. Moreover,
the reason for high debt levels should be considered, i.e. a moratorium should be offered
to LICsonly in the case of exogenous shocks.

Third, debt swaps, in particular triangular agreements, present a viable instrument
to reduce debt, to increase the development leverage of donor countries and to increase
development measures in partner countries that would not have been implemented without
the debt swaps. Under trilateral debt swaps, the creditor and the debtor country cooperate
with athird party and the creditor usually places the fundsin atrust account that is admin-
istered by an independent body. By using trilateral agreements the problems posed by fi-
duciary risks and windfall effects could be reduced, because the money for devel opment
projectsis paid into a fund managed with established eval uation mechanisms.

4 German Development Institute / Deutsches Institut fir Entwicklungspolitik (DIE)
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1 Objectives of the study

The current global financial crisis has jeopardised the external debt positions of va-
rious low income countries (L1Cs) because revenues from exports and growth rates
have declined. In addition, remittances as a major source of external financing have de-
creased and Foreign Direct Investment (FDI) to LICs has also fallen. Many LICs will not
be able to close this financial gap with their own resources and have therefore to resort to
higher external borrowing (IMF / IDA 2009, 22; IMF 2009d and 2009e, 22; World Bank
2009a). Despite debt relief initiatives over the past decade, such as the Heavily Indebted
Poor Countries (HIPC)-Initiative and the Multilateral Debt Relief Initiative (MDRI) and
the establishment of the Debt Sustainability Framework (DSF), a new round of debt dis-
tressin LICs appearsto be likely, in particular in cases of exogenous shocks.

The objective of this paper isto assess various policy instruments used by donorsto
ensure debt sustainability in LICs. This study focuses mainly on those policy instru-
ments which are currently under discussion, including those which international financial
ingtitutions (IFls) have recently implemented.

Policy measures have to meet two opposing objectives. On the one hand, financial re-
sources to LICs need to be increased on account of the existing financial gap. The World
Bank has estimated that the financing gap for core spending on sectors important for pov-
erty reduction — health, education, safety nets, and infrastructure — amounted to about US$
11.6 billion in 2009 (World Bank 2009e, 2). On the other hand, debt sustainability should
be maintained and future debt crises should be prevented. In this regard, prudent lending
and borrowing plays an important role, which means in this context that additional finan-
cial resources need to be highly concessional. In addition, instruments for debt monitoring
and assessment have an important role to play. This paper presents and assesses various
policy instruments that can serve to extend financing for LICs without significantly en-
dangering their debt sustainability.

To attain these two goals we have to differentiate between measures aimed at pre-
venting and at resolving debt crises. This distinction plays an important role for adopt-
ing various policy instruments in situations which have not yet escalated into crises. How-
ever, it is not always possible to draw a clear dividing line between these two categories
because some measures are geared to both prevention and resol ution.

In view of the breadth of the topic, this study seeks more to provide an overview of
various policy instruments designed to prevent and resolve debt crises than to pre-
sent these policy instrumentsin detail. In addition, the paper concentrates on donor pol-
icy instruments and does not include policy instruments of recipient countries.

This paper is structured as follows. Chapter 2 presents briefly the current debt situation
and debt structure of LICs. Chapter 3 assesses policy instruments to prevent debt crisesin
L1Cs and chapter 4 discusses aternative policy instruments to resolve debt crisesin LICs.
Finally, chapter 5 concludes with areview of policy instruments and provides recommen-
dations.
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2 Current debt situation and debt structuresof LICs

A country’s external debt may be seen as sustainable if the country is ableto meet all
of its current and future debt-service payments without having to restructureits debt
or the accumulation of debt, and without impairing its prospects of economic growth.
This definition is quite narrow from an overall development perspective because it does
not include domestic debt and therefore it does not extend to fiscal debt sustainability.
However, this definition should mainly contribute to understanding the external dimension
of debt sustainability (IMF/ IDA 2001, 4).

The global financial crisis has affected debt levels of LICsin 2009. However, the mag-
nitude of these effects is still uncertain because data on debt levels for 2009 are not yet
available. Latest Debt Sustainability Analyses (DSAS) of the International Monetary Fund
(IMF) / World Bank (WB)* show that nearly one third of LICs are at high risk of external
debt distress or are already in debt distress. If we add countries at moderate risk of debt
distress, this share increases to nearly two thirds of LI1Cs. High risk countries or those that
are already in debt distress include eight pre-completion HIPC countries, six non-HIPC
countries, seven HIPC post-completion point countries / post-MDRI countries and one
non-HIPC / post-MDRI country (Table 1).

The global financial crisis has contributed in some graduated HIPCs to a deteriora-
tion of the debt situation because exports have declined in these countries and GDP
growth has been lower than projected before the crisis. Seven post-completion point
HIPCs which have in addition received debt relief under the MDRI are at high risk of ex-
ternal debt distress: Afghanistan, Burkina Faso, Burundi, Gambia, Haiti, Republic of
Congo and Sao Tomé and Principe.? It should be noted, however, that these high debt lev-
elsare not due solely to the global financial crisis.

The future debt situation could deteriorate even further. This is due to the fact that
these risk ratings are based on the most recent DSAs of IMF and World Bank, which have
mainly been carried out during 2008, 2009 and at the beginning of 2010. For this reason
the macroeconomic framework used in these DSAs may not fully mirror the unfavourable
effects of the current global financia crisis. Recent IMF and the World Bank simulations
reflecting the effects of the global financia crisis have indicated an increase in debt vul-
nerabilities for a number of HIPCs.

e Moderate risk countries: Five post-completion point HIPC countries could experi-
ence aggravated debt vulnerabilities: Ethiopia, Maawi, Mauritania, Nicaragua, and
Sierra Leone. However, in three countries, Ethiopia, Mauritania and Nicaragua, viola-
tions of DSA limits under the updated scenarios are temporary and / or small.

e Moderate risk countries: One country in this category, Mali (post-completion point
country), could be faced with increased debt vulnerabilities. However, this vulnerabil-
ity will probably not be serious (IMF / IDA 2009, 23-24).

1 DSAsavailable asof February 2010 or earlier, but DSAs are based on data of 2007 and 2008 (IMF 2010a).
2 Some country cases are presented in detail in the appendix of this paper.
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Table 1: List of LIC DSAsfor PRGF-Eligible Countries

Country Risk of debt Minimum grant | Country Category
distress® element for ex-
ternal financing
(in per cent)
Afghanistan High 60 HIPC post-completion
point + MDRI
Burkina Faso High 35 HIPC post-completion
point + MDRI
Burundi High 50 HIPC post-completion
point + MDRI
Comor os In debt distress 50 HIPC pre-decision point
Demaocratic Republic of Congo | In debt distress -- HIPC Interim
Republic of Congo High 50 HIPC post-completion
point + MDRI
Coéted’lvoire High 35 HIPC Interim
Djibouti High 35 Non-HIPC
Gambia High 45 HIPC post-completion
point + MDRI
Grenada” High 35 Non-HIPC
Guinea In debt distress 35 HIPC Interim
Guinea-Bissau In debt distress 50 HIPC Interim
Haiti High 35 HIPC post-completion
point + MDRI
LaoP.D.R. High -- Non-HIPC
Liberia® In debt distress 100 HIPC Interim
S&o Toméand Principe High 50 HIPC post-completion
point + MDRI
Sudan In debt distress -- HIPC pre-decision point
Tajikistan High 35 Non-HIPC MDRI
Togo In debt distress 35 HIPC Interim
Tonga High -- Non-HIPC
Republic of Yemen High -- Non-HIPC
Zimbabwe’ In debt distress - Non-HIPC

Source:  Modified version of IMF 2010a; IMF 2010b

a “All LIC DSAs are expected to include an explicit rating of the risk of debt distress. However, some DSAs contain a discussion of
the risk of debt distress, but no explicit rating. This has been the case for countries for which International Development Associa-
tion does not require arating for operational purposes (IDA-blend countries).” (IMF 2010z, 1)

b “PRGF-eligible non-IDA only countries.” (IMF 2010a, 1)

¢ “The program does not envisage any external borrowing.” (IMF 2010a, 1)
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Even if, according to IMF and IDA, a major debt crisis for HIPC countries is quite
unlikely to occur in the aftermath of the global financial crisis, recent DSAs have
pointed to higher debt vulnerabilities in severa HIPC countries (IMF / IDA 2009, 24). For
this reason, prudent lending and borrowing is central to ensuring debt sustainability in
these countries. New and existing instruments for preventing and resolving debt crises
need to be assessed.

Appropriate instruments have to take into account specific features of LICs with
respect to their debt structure. LICs tend to borrow more from officia creditors, while
more advanced economies tend more to be indebted with private creditors. Official multi-
lateral and bilateral creditors account for a large share of external financing to LICs. In
2008 long-term external outstanding and disbursed debt of officia creditors accounted for
more than 87 per cent of total long-term external outstanding and disbursed debt, while the
figure for private creditorsin LICs was less than 13 per cent. Multilateral creditors of LICs
accounted in 2008 for 52 per cent of total long-term external debt, and among these IDA
accounted for 35 per cent, IBRD 1.6 per cent and the IMF for 4.5 per cent of total long-
term external debt (World Bank 2009f). Similarly, the financial terms for credits differ
between LICs and MICs. LICs tend to borrow mainly on concessional terms. Governments
of LICs borrow chiefly from external sources, and this leads to a closer link between
external and public debt sustainability (Barkbu et al. 2008, 3 and 7).

Appropriate policy instruments need to take into account the specific economic fea-
tures of L1Cs, because their specific economic structures contribute to their lack of capac-
ity to generate enough revenue to repay their debt and render them vulnerable to greater
solvency and liquidity risks. Among the specific economic characteristics of LICs are a
narrow production base and export structures that are often focussed on a small number of
commodities, and with prices decided in world markets, this leads in L1Cs to high vulner-
ability to exogenous shocks. Other such features include shallow financial markets, rela-
tively inefficient tax systems, high dependence on aid flows that tend to be difficult to
predict, and policies and institutions of weak quality, in particular when it comes to pro-
ject and debt management (Beddies et al. 2009).

Moreover, different financing instruments are not appropriate for all L1Cs because
countries belonging to this country category are at different stages of development.
LICs include countries with Gross National Income (GNI) per capitain 2008 of US$ 975
or less, as defined by the World Bank. Currently 43 countries belong to this group. How-
ever, this per capitaincome limit is not identical with the per capitaincome limit for coun-
tries qualifying for IDA credits and grants, because IDA countries are countries that had,
in 2008, a GNI per capitaincome of US$ 1,135 or less. This group is further divided into
two subgroups:

e |DA-only countries: The first group is called IDA-only countries; these receive only
IDA credits and grants. Currently 49 countries belong to this sub-group. These coun-
triesare only eligible for IBRD loans within the IBRD Enclave Framework.

e Blend countries. The second group is caled blend countries; these are eligible for
IDA loans because of their low per capita incomes. However, blend countries are also
eligible for IBRD loans because they are creditworthy enough to borrow from the
IBRD. Currently there are 15 blend countries (World Bank 2009c).
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3 Policy instrumentsto prevent debt crisesin LICs

Policy instruments used for crisis prevention include in particular instruments that
accord consideration to prudent lending and borrowing. What this means in this con-
text is that the debt situation in LICs should be monitored and assessed and that donors
mainly provide concessiona loans or grants to LICs. Debt monitoring and assessment
frameworks, such as the Debt Sustainability Framework (DSF), the Non-Concessional
Borrowing Policy (NCBP) of IDA, and the Debt Limit Policy (DLP) of the IMF, assume
important roles here. Similarly, donor concessional financing facilities are necessary to
prevent debt crisesin LICs. In addition, counter-cyclical loans for the event of exogenous
shocks, development of local currency bond markets and adequate debt management rep-
resent important policy instruments to prevent debt crises (Figure 1).

Figure1: Overview of policy instrumentsto prevent and resolve debt crises

Prevention of debt crises \

L e

IFIS Debt Moni- IFIS concessio- gléﬁgfmans Local currency
toring Frameworks nal Financing bond markets
Facilities

Source:  Own design

3.1 IFIs frameworks on the macro level to ensure debt sustainability

The lending framework of the Fund and the Word Bank consists of two pillars. The
first pillar comprises three instruments at the macro level to monitor and assess the debt
situation in LICs and to implement appropriate measures, which could be referred to as
global debt governance.® The second pillar includes financing and guarantee instruments
of IFIsfor LICs. The IMF has recently established three new concessional financing facili-
ties: The Emergency Credit Facility (ECF), the Standard Credit Facility (SCF), and the
Rapid Credit Facility (RCF), and the World Bank provides concessional loans and grants
through IDA (Figure 2).

3 Other ingtitutions of global debt governance include the Paris Club and the London Club.
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Figure2: Instruments and framewor ks of the IMF and WB to prevent and to resolve
debt crisesin LICs

1. Pillar: Frameworks
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Source:  Own design

The first pillar comprises three instruments: The DSF of World Bank and IMF, the
DLP of the IMF and the NCBP of IDA — while the DSF represents a common framework
of IMF and World Bank for debt monitoring and assessment. The second and the third
instrument are frameworks of the IMF —the DLP — and of IDA —the NCBP, both take the
DSF into account. These three frameworks function as guidelines for the adoption of lend-
ing instruments and set limits and guidelines to further lending of official multilateral and
bilateral donors.

The DLP and the NCBP in particular have been established in response to donor
concer ns about the generation of freerider problems.” Thereisarisk that debt relief or
grants could potentially cross-subsidise lenders that provide non-concessiona loans to
debtor countries, i.e. non-concessional lending in grant-eligible and post-MDRI countries,
because debt relief and IDA grants have opened up room to accumulate new debt.

4 These risks tend to be high in resource-rich grant-recipient countries which have the opportunity to
borrow on non-concessional terms due to potential future export receipts.

10 German Development Institute / Deutsches Institut fiir Entwicklungspolitik (DIE)



How to prevent and resolve debt crisesin LICs?

Thesefreerider problemsinclude, on the one hand, collective action problems on the
creditor side, because there are differences between collective and individua interests. A
creditor has an incentive to provide non-concessional loans to recipient countries which
have substantially improved their debt levels by means of debt relief initiatives. On the
other hand, moral hazard arises on the debtor side because IDA grants and debt relief have
also opened up room for borrowers to accept non-concessional |oans from other creditors.

One main problem isthat IMF and World Bank have established parallel structures
for global debt monitoring; these frameworks have on the one hand the same functions,
but on the other hand they use different instruments to assess debt sustainability. Adoption
of these different instruments could lead to different results concerning debt sustainability.
For this reason these three frameworks need to be aligned.

3.1.1 Reform of the Debt Sustainability Framework

The DSF presentsa common tool of World Bank and IMF to monitor and assess debt
levelsin L1Cs. The current reform of the DSF includes various instruments to enhance the
flexibility of the DSF, but it does not address problems related to the comprehensiveness
of the three instruments of IMF and World Bank — the DSF, the DL P and the NCBP.

One option for accelerating financing to L1Csisto increase the flexibility of the DSF,
because concer ns have been raised that the DSF improperly limits LICsin financing
their development goalsin light of the current crisis. It was with a view to improving
the analysis of the debt policies of LICs and to averting new rounds of debt distress in the
future that the IMF and the World Bank established the DSF, an analytical framework (see
Appendix Box 7). It was put in place in 2005 to supervise and examine the sustainability
of external and public debt in LICs. In this regard, the DSF offers guidelines for prudent
borrowing on the debtor side and prudent lending on the creditor side. In addition, it is
based on the DSA framework for MICs, which was established by the IMF in 2002 and
takes into account the specific features of LICs.

One point of concern in view of the current global financial crisis is that the DSF
could prove to be pro-cyclical, because a deterioration of the macroeconomic situation
generates higher debt ratios followed by a mechanical downgrading of risk rating, and
therefore also by tighter borrowing thresholds, even though more financing may be needed
in times of temporary shocks (World Bank / IMF 2009b, 1). Two safeguards against the
DSF' s pro-cyclical effect exist:

e Inter-temporal approach: The DSF is an inter-temporal framework which guarantees
that short-term macroeconomic fluctuations do not significantly affect risk ratings, in
this way addressing concerns about pro-cyclical effects. The DSF represents a dy-
namic approach to DSAS, one in which risk ratings are based on 20-year projections
and not only on current debt ratios. For this reason temporary changes in the macro-
economic environment probably have only alimited effect on DSAS.

e Requirement to carry out judgmental in assigning risk ratings. The evaluation of
risk ratings is based not only on a mechanistic use of thresholds but on a judgemental
approach which is adopted, for example, in cases that involve a marginal and tempo-
rary breach of thresholds or in which it is difficult to compile a Country Policy and In-
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stitutional Assessment Index (CPIA) rating. In severa cases the World Bank and the
IMF have not adopted thresholds mechanically, e.g. in the cases of Mongolia (2009),
Madagascar (2008), Mali (2008) and Bhutan (2007) (World Bank / IMF 2009b, 3-5).

Another point of concern has been overly optimistic growth and export growth pro-
jections compared to actual and historical levels justifying relatively high levels of
new loans to LICs. For this reason IFls should use more conservative GDP and export
growth projections (Leo 2009). To increase the flexibility of the DSF the following re-
forms have been implemented:

I nvestment-growth linkage: One weakness of the DSF is that the effect of investment on
growth financed by credits has not been given due consideration, a circumstance that has
led to conservative borrowing policies. On the one hand, fiscal deficits rise to finance pub-
lic investment in the short-term, but on the other hand, productive public investment gen-
erates positive returns in the long run. This policy could have a negative bias on projects
with high returns (World Bank / IMF 2009b 8-10; IMF 2009c). However, quantitative ex-
ante measurement of returns on public investment poses difficulties, because it is difficult
to trace and evaluate ex-ante a large number of benefits and costs. In addition, estimates
conducted ex-post are often neither available nor robust. Moreover, ex-post assessments
are done within a specific context, and this prejudices their adoption for new projects
(Misch / Wolff 2008).> To address this problem the World Bank and the IMF will opera-
tionalise the current research of the Fund and the World Bank on the investment-growth
linkage and including the results in DSAS, wherever possible.

Formal consideration of remittances: Another reform measure addresses remittances.
Since remittances represent an important source of foreign income, they will in the future
be considered with more flexibility when risk ratings are set. However, since data are of -
ten not available and reliable on account of substantial measurement changes, DSF thresh-
oldswill not be re-estimated for all LICs (World Bank / IMF 2009b, 17-21; IMF 2009c).

State owned enter prises (SOEs): Another reform is to exclude debt from public and pub-
licly guaranteed external debt in case the SOE can lend without a public guarantee and its
operation poses constrained fiscal risks for the government because this would not lead to
situations in which such debt could overly affect a country’s risk rating. In the former
framework inclusion of external debt of SOEs is considered to be too rigid (World Bank /
IMF 2009b, 32-33; IMF 2009c). However, it might be difficult to evaluate ex-ante
whether this type of debt poses arisk for the government or not. In additional, the amount
of this type of debt could vary substantially from country to country. For this reason it is
necessary to carefully assess on a case-by-case basis whether this type of debt would pose
arisk to acountry’s budget or not. Uniform treatment of all LI1Cs should be guaranteed.

Addressing “threshold effects’: One point of criticism of the DSF has been that small
changes in CPIA scores have a large impact on thresholds and thus a significant effect on
risk ratings and recommendations on borrowing. For this reason more flexible thresholds
should be used. The World Bank and the IMF have made one reform to mitigate these
threshold effects. This reform includes an increase in the inertia of changes in applicable

5 For afurther anaysis of the link between debt-financed investment and growth, see IMF 20063, 56-60.
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debt thresholds due to changes in country CPIA ratings.® The main advantage of this re-
form is that all countries with CPIA ratings near the performance category boundaries
would benefit from the inertia. One disadvantage of this reform is that maintained im-
provements in CPIA ratings may be translated into higher applicable debt categories only
with atime lag (World Bank / IMF 2009b, 21-26).

In sum, these reforms of the DSF improve the application of this framework, but most of
them will probably only have incremental effects on single countries and will not substan-
tially increase flexibility of the DSF for both donors and partner countries.

3.1.2 Reform of the Fund’s current Debt Limit Policy

The Fund’s Debt Limit Policy (DL P) functions as a mechanism to maintain debt sus-
tainability and debt limit setting framework of the IMF. It is designed to contribute to
prevent an accumulation of external debt in LICs. It was introduced thirty years ago and it
applies for all members with a Fund-supported programme. On the one hand, L1Cs have to
meet development objectives requiring higher external resources. On the other hand, sus-
tainable debt positions have to be ensured. The response of the international community to
this dilemma has been to provide mainly concessional external financing. In Fund sup-
ported programs for LICs the current DL P means that, in general, no limitations are set for
concessional financing,’ zero ceilings are set for non-concessional borrowing.?

However, there has been some flexibility: Non-concessional lending has been adopted
on a case-by-case basis. In nearly 40 per cent of IMF programs in LICs in place as of
mid-January 2009 non-concessiona loans have been allowed. Non-concessiona loans
have been allowed first, to finance specific projects for which concessional |oans were not
available, e.g. infrastructure projects and second, to promote a gradual move from conces-
sional to market based finance (IMF 2009a, 9-10). In addition, it could prove difficult for
the IMF to keep track of all non-concessional loans to LICs, in particular those credits
provided by non-Development Assistance Committee (DAC) creditors or private credi-
tors.

The IMF has established a new approach for the DLP, one that, moving away from a
single design for concessionality requirements, is geared more to a menu of options (Box
1). The aim of the new approach is to accord more consideration to DSF and DSA as well
as to the diversity of situationsin LICs with respect to the extent of debt vulnerability and
macroeconomic and public financial management capacities. Concessionality require-

6 Thisreform is based on the following rules: First, a three-year moving average CPIA rating (not a sin-
gle-year rating) to assess performance is applied. Second, in case a country’s three-year moving average
CPIA rating breaches the applicable CPIA threshold, there are two cases: In the event that the amount of
the breach is above 0.05, the country’s performance would change immediately. Should the magnitude
of a breach be at or below 0.05, the country’s performance category would change only if the breach
were continued for two consecutive years.

7 This means that the general practice has been not to limit concessional financing and to prevent non-
concessional financing. In addition, fiscal programs include targets that are in line with the design of
these external debt limits.

8 The following types of debt are covered by the external debt limits. Official and officially guaranteed
foreign debt. The definition of external debt is based on the creditor’ s place of domicile (IMF 2009a).
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ments should no longer be adopted for most advanced LICs, i.e. countries with higher per
capita income, a strong track record in macroeconomic and public financial management,
significant market access, and experience in dealing with non-concessional financing
(IMF 20093, 16-20).

There are several advantages of the new approach. It increases flexibility for both len-
der and borrower. It is possible to take into account different situations of LICs, in particu-
lar the extent of their debt vulnerability and macroeconomic and public financial manage-
ment capacity. LICswith higher capacities benefit from more financing options. LICs with
lower capacities benefit from a more flexible use of the current approach in that they
would have more financing choices. The debt situation in LICs varies considerably: About
30 per cent of LICs are assessed as being at low risk of debt distress. These countries
could also borrow in part on a non-concessional basis without jeopardising their debt situ-
ation (IMF 2009a, 21).

One matter open to question is, however, whether the above mentioned parallel
structures will be dissolved with the reform of the DL P. Compared to the former DLP,
the Fund has taken one important preliminary step in the right direction by reforming its
DLP. The new approach links together various methodological instruments of IMF /
World Bank. The new proposal links the DLP more closely to the DSAs in that in the new
approach one of the two decisive criteria— the extent of debt vulnerabilities —is based on
the DSAs (Box 1).

In spite of this useful reform, the link to other important frameworks of global eco-
nomic debt governance, in particular to the DSF, is not complete. For the DLP and the
DSF different analytical frameworks for assessing capacity are used. While for the DSF
the CPIA Index is applied for which scores are set by the World Bank without the support
of the IMF, for the DLP a sub-CPIA Index, the PEFA and other sources of information to
assess a country’ s capacity are used. Due to these different analytical frameworks adopted
for the DSF and the DLP, countries could be classified differently. Moreover, the new
DLP has some additional shortcomings. The new approach is far more complicated than
the old. In addition, there is no uniform methodology for different country types in the
new proposal, and this works counter to comparability and uniformity of treatment across
various country types.

Thereis some question first, asto which donors and creditors are committed to mak-
ing their lending consistent with Fund (and Bank) concessionality requirements, e.g.
OECD export credit agencies, other multilaterals, etc., and second, which donors
have actually applied these concessionality requirements. A survey of the IMF asking
bilateral creditors and Multilateral Development Banks about their lending practices came
to the conclusion that about one third of respondents use IMF/IDA minimum concession-
ality9 requirements in deciding on the level of concessionality of their loans (IMF 2009a,
27).

9 Inassessing these results, it important to note that the response rate was low (about 35 per cent).
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Box 1: New Debt Limit Policy of the IMF

In the new approach for the DLP two criteria are decisive:

e The extent of debt vulnerabilities: If a country isin a situation of high debt distress, there will be
general limits not only on non-concessional debt but as well on total debt and / or higher minimum
concessionality requirements. Two categories are established. In the lower vulnerability category there
are countries with alow or moderate DSA risk rating, and the higher vulnerability category contains
countries with a high risk rating or in debt distress.

e A country’s macroeconomic and public financial management capacity: The former approach did
not require strong public financial management capacities and methodology and information require-
ments were low. The former approach should be adopted for countries with lower capacities, but with
more flexibility and a more systematic link to DSAs. By contrast, a more sophisticated approach
would be appropriate for countries with strong capacities and a good track record in macroeconomic
discipline.

For assessing this capacity the Fund has established a two-step process. In the first step two quantita-

tive indicators are adopted to ensure uniform treatment of al LICs. One indicator is the so called sub-

CPIA Index including those five elements of the CPIA Index which are relevant for a country’ s macroeco-

nomic and public financial management capacity: Fiscal policy, debt policy, the quality of budgetary and

financial management, the quality of public administration, and transparency, accountability, and corrup-
tion in the public sector. The second indicator is the Public Expenditure and Financial Accountability

(PEFA) framework measuring the performance of a country’s public financial management. In the second

step all other information of the country related to a country’s capacity are taken into account such as the

Fund Staff’s opinions on relevant recent economic developments or reforms as well as formal assessments

such as fiscal reports on the Observance of Standards and Codes or the Debit Management Performance As-

Sessments etc.

To define thresholds for higher capacity countriesthe Fund uses the aver age scor e of countries clas-
sified as “blend” countries by IDA because these countries are regarded as being adequately creditwor-
thy to lend from International Bank for Reconstruction and Development (IBRD). All countries having
scores of the sub-CPIA Index and PEFA above these thresholds are classified as high capacity countries.
Countries with both scores below threshold are classified as low capacity countries and those countries
with one score above and below threshold would be temporarily in the grey arealeading to a more detailed
assessment in the second step.

The new DLP isbased on a menu of options relying on DSAs. Decisions taken under the new approach
for any option concerning concessionality requirements are based on the two criteria named above. Conse-
quently, there are four different cases:

e Lower capacities/ higher vulnerability: For countries of this type the concessionality level is 35 per
cent or more. Non-concessional debt is generally precluded from the performance criterion on external
debt.®

e Lower capacities/ lower vulnerability: The concessionality level for countries of thistypeis at least
35 per cent. The performance criterion generally adopts alimit on the volume of non-concessional ex-
ternal debt.

e Higher capacities/ higher vulnerability: For countries of this type there is a debt limit in present
value terms on externa debt.

e Higher capacities/ lower vulnerability: For countries of this type the performance criterion is gen-
erally based on the average concessionality of new external debt. For this purpose the most recent
DSA isused (IMF 20094, 18-19; IMF 2009h; IMF 2009g, 8-9).

a  Performance criterion on external debt includes debt which is a current and not contingent liability under a*“contractual arrange-
ment through the provision of value in the form of assets (including currency) of services’. (IMF 2009g, 9)
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3.1.3 Reform of IDA’s Non-Concessional Borrowing Policy

IDA’s Non-Concessional Borrowing Policy (NCBP) represents a specific mechanism
of IDA at the macro level to ensure debt sustainability and which isthe equivalent to
the IMF's DLP. It outlines IDA’s proposed response to the free rider risks stemming
from non-concessional borrowing after grants and debt relief have been provided.

To address these free rider problems, the Bank has established a strategy consisting
of two pillars. The first pillar of the NCBP is concerned with outreach to other creditors.
The aim of the NCBP is to increase awareness and to encourage other creditors to include
debt sustainability and the DSF in their lending decisions. Having in mind these difficul-
ties and the complex process to coordinate various multilateral and bilateral donors the
World Bank has been successful in outreaching other creditors because many multilatera
and bilateral donors have used grant allocation systems similar to that of the IDA (Box 2).

Box 2: Non-Concessional Borrowing Policy (NCBP) and its outreach to other creditors

Many multilateral creditorshave used grant allocation systems similar to that of the IDA, including
e.g. the AfDB, the ADB, and the International Fund for Agricultura Development (IFAD). By contrast,
the IADB accepts the risk of debt distress in coming to decisions on the level of concessionality proposed
to borrower countries (ADB 2009b; AfDB 2009c; IDA 2008a, 1-2).

Similarly, many bilateral creditors have made efforts to incorporate debt sustainability and the
DSF into their lending decisions. OECD member countries have agreed to establish a set of principles
and guidelines on sustainable lending within the Working Group on Export Credits and Credit Guarantees
(ECG) (Box 8 in the Appendix).

Some progress has also been made on dialogues with bilateral emerging market creditors, eg. aMem-
ory of Understanding for cooperation with the China Eximbank was signed in 2007. Despite some success in
creditor outreach, further discussion with a small number of multilateral creditors, private creditors and non-
OECD hilatera creditorsis necessary (Azizali 2008, 10; IDA 20083, 1-2; 2008b; 2007, 16-21 and 2006, 2).

The second pillar incorporates measures aimed at helping borrowers to reduce the
risk of debt distress. These measures include improved capacity-building support for
debt management in L1Cs and reporting requirements for borrowers concerning their plans
for non-concessional borrowing. NCBP concessionality requirements are an incentive for
governments to negotiate better financing terms. The NCBP adopted a rule requiring all
IDA Credit and Grant Agreements to include, in a supplemental letter on financial and
economic data, an advanced reporting requirement for the borrower. This includes a rule
obliging countries to report to the Bank about their plans for non-concessiona borrowing
before contracting a loan. Consequently, Bank staff and authorities of grant-eligible and
post-MDRI countries need to discuss alternative financing scenarios and the implications
of such borrowing. This pillar aso includes possible IDA responses to non-concessional
borrowing, such as reduction of the volumes of IDA assistance and adjustment of IDA
lending terms (IDA 2008a, 1-2 and 2006, 2).

In exceptional cases and under specific criteria the NCBP allows non-concessional
loans that serve to promote economic growth. These specific criteria include, first,
country-specific criteria, such as e.g. a country’s overall borrowing plans, the impact of
borrowing on the macroeconomic framework, the impact on the risk of debt distress, and
the strength of policies and institutions. Second, loan-specific criteria are included, such as
the development content and potential impact of aloan, the estimated economic, financial,
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and social returns on investment of a project, the lender equity stake in a project, a re-
quirement that no additional costs should be associated with the loan and that no other
sources of additional concessional financing are available. In addition, concessionality is
required for the overall financing package for a particular investment (IDA 2008a, 20).

The NCBP represents a case-by-case approach which allows for flexibility in specific
circumstances. The Bank has established a process to analyse non-concessional borrowing in
countries subject to the NCBP: Thefirst step involves an assessment of whether public or pub-
licly guaranteed non-concessiona borrowing has been contracted. In the next step country
teams discuss the new non-concessional loan with the authorities. The NCBP committee
drafts and discusses an internal Bank note and writes a recommendation for the management,
which then discusses and decides on the gppropriate IDA measures. Before the next project is
shown to the Executive Board, the NCBP committee informs the Board of any disincentive
measures. By September 2009 there had been two cases of hardening of terms (Angola and
Ghana) to mirror the countries improved market access. In addition, in SIX cases exceptions
with regard to the NCBP have been made: Cameroon, Democratic Republic of Congo, Mdli,
Republic of Congo, Rwandaand Senegal (IDA 20083, 8-13 and 2009c, 13).

The NCBP iswell integrated into the lending ar chitecture of the World Bank in that
it represents a policy complementary to other policies and tools the World Bank has
established to ensure debt sustainability in LICs, including e.g. the DSF and additional
capacity building in debt management and the development of medium-term debt man-
agement strategies provided in connection with the new Debt Management Performance
Assessment (DeMPA).

However, sometimes the NCBP’s options to influence policy decisions are limited.
Thisisin particular the case when IDA financing is low relative to other external financ-
ing sources and when information is inadequate. For example, IDA financing for Angola
has been low relative to the country’s total external financing (IDA 2008a, 13-14). There
is a good basis for close coordination in that IMF and IDA’s concessionality policies
adopt the same definitions of grant element and have a harmonised approach for non-
concessional borrowing.*°

The NCBP has some shortcomings. One main problem involved in the use of the above
mentioned sanctions is that these measures entail trade-offs at the country level in that a
cut in the volume of IDA reduces resources available to reach Millennium Development
Goals (MDGs) and harder lending terms endanger debt sustainability. Countries may re-
sort to further non-concessional borrowing from other creditors. This kind of risk is lower
for countries with an IMF programme because a breach of the Fund’ s performance criteria
on minimum concessionality would endanger disbursements under the Fund programme
as well as from those donors that adhere to the Fund’ s performance criteria (IDA 20083, 1-2
and 2006, 23). Problems in implementing the NCBP include a lack of available information
and reporting lags. The awareness of countries that IDA may reduce volumes in response to
a breach of the NCBP may be an incentive for countries not to inform IDA on their borrow-

10 One key element of the NCBP is minimum concessionality requirements for grant-eligible or post-
MDRI IDA-only countries. This is complementary to the concessionality requirements of the IMF. Un-
der the NCBP the minimum grant element required is 35 per cent or higher if ahigher minimum level is
required under an existing IMF arrangement.
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ing on non-concessiona terms (IDA 2006, 23; IMF 2007). Another main disadvantage of
the NCBP isthat it restricts debtor countries’ freedom to borrow (Azizali 2008, 9).

To ensure close coordination, a reform of the NCBP should be in line with a reform
of the Fund’s Debt Limit Policy. The IMF and IDA concessionality policies have al-
ready adopted the same definitions of grant element. However, the Fund's new approach
and areform of the NCBP should be consistent.

3.2 IFIs financing facilitiesfor LICs

The second pillar includes IFI concessional and non-concessional financial instru-
ments for LICs. The design of these instruments contributes to crisis prevention because
inadequate terms for IFI financing facilities for LICs could endanger debt sustainability in
LICs. For this reason prudent lending is important. Tranglated into IFl instruments, pru-
dent lending means that terms for credits to LICs need to secure debt sustainability, i.e.
they need to be highly concessional. IMF concessional financing facilities include the
Emergency Credit Facility (ECF), the Standard Credit Facility (SCF) and the Rapid Credit
Facility (RCF). Accordingly, this study proposes policy instruments for these two pillars.
In addition, an appropriate amount of such concessional loans is needed for LICs to pre-
vent them from falling back on non-concessional |oans.

Oneoption for extending financing to LICsisto increase the flexibility of IFI lending
frameworksto L1Cs. In this section the focus is on policy instruments for Bretton Woods
institutions — the World Bank and the IMF — because other multilateral donors such as the
Regional Development Banks (RDBs) — The African Development Bank (AfDB), the
Asian Development Bank (ADB) and the Inter-American Development Bank (IADB) —
have only adopted a few reform proposals for LICs in the aftermath of the current global
financial crisis — with the exception of the European Union (EU), which has temporarily
(2009/10) established a so-called “EU Vulnerability Flex,” with a volume of € 500 million,
to provide short-term support to the African, Caribbean and Pacific Group of States (IDA
2009b). However, some RDBs have increased their financial support to L1Cs (Box 3).

Box 3: I nstruments of the Regional Development Banksin the aftermath of the global financial crisis

The ADB has approved payment of an additional US$ 400 million to the Asian Development Fund, and
borrowers of this fund are alowed to front-load their complete 2009-2010 biennia alocation. In addition
to that, the ADB has increased its crisis related lending by more than US$ 10 billion for 2009-2010, lead-
ing to total ADB assistance for this period of about US$ 32 billion (ADB 2009a; 2009b; 2009c). However,
thus far there is no officia information available on the exact amount of additional resources specifically
directed to LICs in this region. In addition, the ADB has established a Counter-Cyclical Support Facility
with a volume of US$ 3 billion. However, this facility is offered on non-concessional financia terms and
therefore keyed to MICs (ADB 2009d).

The AfDB has contributed US$ 500 million to the Globa Trade Liquidity Program, a temporary donor
crisis-response initiative (AfDF 2009d). In addition, the AfDB has set up a US$ 1.5 billion Emergency
Liquidity Facility that provides non-concessional loansto MICs (AfDB 2009a).

The |ADB intends to provide additional resources to all countries in the region (IADB 2009), but at pre-
sent there isno official information available on the exact amount of additional resources directed specifi-
caly to LICs in this region. Furthermore the IADB established a “Liquidity Program for Growth Sustain-
ability” for regulated financial institutions faced with reduced access to foreign and inter-bank credit lines;
it amounts to US$ 2 billion. Additional resources for IADB’s concessional window have been mobilised
internally.
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3.2.1 Reform of IMF financing conditions for LICs

a) Increase of concessional financial resourcesto LI1Csand of general concessionality

To meet higher financing needs of L1Cs and to ensure debt sustainability, the IMF
has increased the amount of concessional financing it makes available: The Fund's
concessional lending capacity has been raised to US$ 17 billion through 2014, including
up to USS$ 8 hillion in the first two years. This amount is higher than what was called for
by the Group of Twenty in the spring of 2009, namely to increase new lending over two to
three years by US$ 6 billion. In the previous 3 years the average concessional lending was
about US$ 1 hillion per year (IMF 2009j, 1). This higher amount of concessional lending
will be channelled through new access policies for LICs for the Fund's concessional lend-
ing facilities. Moreover, the Fund has offered interest relief to LICs, which are not re-
quired to pay interest on outstanding IMF concessional loans through the end of 2011, and
interest rates for al concessiona facilities have been reduced by 0.25 per cent (IMF
2009i).

b) Reasonsfor areform of the Fund’slending framework

In view of the global financial crisis, the Fund’s financial support to LICsneedsto be
mor e flexible. In July 2009 the IMF has simplified and strengthened the lending facility
architecture and financing framework for LI1Cs (IMF 2009f). Reform of the current archi-
tecture of the Fund's financing facilities for L1Cs has been implemented because the two
existing financing instruments on a concessional basis — Poverty Reduction and Growth
Facility (PRGF) and the Exogenous Shocks Facility (ESF) — have not proven flexible
enough to cope with the current global financial crisis.

Box 4: Theformer concessional lending facilities of the IMF: PRGF and ESF

The PRGF was a concessional medium-term financing instrument designed to address protracted balance-
of-payments problems, and it included a three-year programme. The following problems were associated
with the PRGF. First, concessional resources were in this way tied up for a longer period of time than
necessary, because e.g. some countries may have needed such funds only for a shorter period of time.
Second, PRGF-programmes were subject to intense structural conditionality and provided only modest
flexibility in the timing of the adjustment process. Third, countries may have had the perception that Pov-
erty Reduction Strategy Paper requirements were too rigid. Another problem was that some countries used
PSI or surveillance-only engagement instead of the PRGF. These members may not be willing to return to
an instrument related to poverty reduction and HIPC debt relief (IMF 2009b, 24; IMF 2009f, 15).

The ESF offered short-term concessional credits to address exogenous shocks. The ESF had two compo-
nents: The ESF Rapid Access Component (RAC), which was used for rapid assistance for exogenous
shocks on the basis of a commitment to adequate policies, and the ESF High Access Component (HAC), a
1-2 year programme that was adopted for exogenous shocks. However, this instrument could not be used
in the case of domestic problems such as banking troubles or a decline in confidence. In addition, it was
difficult to distinguish between exogenous and endogenous contributions to balance-of-payments prob-
lems (IMF 2009b, 23; 2009f, 20). In view of the deeper integration into global markets and their develop-
ing financial sectors precautionary facilities would be important for LICs. But none of the concessiona
financial facilities address potential balance of payments problems (IMF 2009f, 20).
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Consequently, in a context characterised by increasing global volatility and diverse
needs of LICs, the Fund’s instruments for L1Cs were not sufficient. The following
gaps had emerged in the Fund’ s concessional facility architecture:

¢ A flexible short-term financing instrument,
e aprecautionary instrument, and

e a flexible emergency financing instrument, also for LICs in fragile situations (IMF
2009b, 23).

c) Reform of the Fund’slending framework for L1Cs

The IMF's concessional lending facilities have been modified to strengthen the
Fund’s lending tools in the following way. The new architecture offers a unified facili-
ties framework under the new Poverty Reduction and Growth Trust, including three new
concessional lending facilities and one non-financial instrument:

e TheExtended Credit Facility (ECF): The PRGF is replaced by the ECF, which offers
medium-term support to LICs with protracted balance-of-payments problems. The re-
payment period is 5.5 — 10 years. The ECF maintains the basic structures and most im-
portant requirements of the former PRGF. However, some weaknesses of the PRGF
have been addressed by allowing more flexibility concerning the timing of Poverty Re-
duction Strategy documents. Besides, the length of the arrangement is more flexible. In
addition, more flexibility in the country’s choice of its adjustment path is recognised.

e The Standby Credit Facility (SCF): The SCF has been established to address short-
term balance-of -payments needs, including those generated by exogenous shocks. As
this facility also addresses exogenous shocks, it supersedes the High Access compo-
nent of the ESF. Maturity would be between 12 — 18 months and use limited to two
and a half of afive-year period. A country could obtain financial resources even in the
event of a balance-of-payments need that is seen as potential but not immediate. The
repayment period is4 — 8 years.

e TheRapid Credit Facility (RCF): Thisfacility takes on the role of addressing urgent
bal ance-of-payments needs. It provides an outright disbursement and is therefore sub-
ject to only limited conditionality, i.e. it is founded on ex-ante policy undertakings and
under it there is no need for a review-based programme or ex-post conditionality. This
facility can be provided in the event of natural disasters or other exogenous shocks,
and it thus substitutes for the Emergency Natural Disaster Assistance and the Rapid
Access Component of the ESF. In addition, the RCF can be adopted repeatedly, based
on a performance track record, and it also substitutes for the subsidised Emergency
Post Conflict Assistance.

e The Policy Support Instrument (PSI): This instrument has not changed significantly
in that it still represents the Fund’s non-financial policy support tool. It can be used to
ease access to the SCF and the RCF (IMF 2009f).

The adoption of these new financing facilities will show whether they can address the three

gaps of the former instruments mentioned above, i.e. a more flexible short-term financing in-
strument, a precautionary instrument, and more a flexible emergency financing instrument.
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d) Increased flexibility of rules for blending concessional financing with General
Resour ce Arrangement funds

In light of the evolving financing needs of LI1Cs, another possibility available to increase the
flexibility of the IMF s lending policy would be to revisit the application of rules for blend-
ing concessiona financing with General Resource Arrangement resources which are non-
concessional resources. In addition to the higher access to financing, blending arrangements
have another advantage for recipient countries — positive signalling. By making use of
blending arrangements a country shows that it is able to repay credits with non-concessional
term. For the IMF, blending arrangements offer the opportunity to provide scarce resources
for those L1Cs not having access to non-concessional resources (IMF 2009f, 39).

Eligible countries for blend arrangements have often chosen to use either General
Resour ce Arrangement financing only or PRGF financing only. One explanation for
thisisthe rigid concessional component of blended arrangements which can be very small
for countries having used PRGF in the past. In addition, blending has not been used with
the former Exogenous Shock Facility (IMF 2009f, 39). For a PRGF credit countries would
have required a PRSP which would have taken time. Since 2004 some countries that have
met the criteria for blend arrangements have chosen General Resource Arrangement fi-
nancing only (Pakistan, Georgia, and Honduras) (IMF 2009b, 24; 2009f, 39).

In the cour se of the last ten years, blend arrangements have played a minor role. The
IMF Board has only approved four blend arrangements (Albania, Liberia, FY R Macedonia
and Sri Lanka) (IMF 2009f, 39). In Albania, for example, a three year PRGF-arrangement
(SDR 8.5 million or 17.5 per cent of quota) had been blended with a three year Extended
Fund Facility in the same amount because of a rapid income growth in the past 10 years
(IMF 2006b).

For these reasons the Fund has reformed the current guidelines on blend arrangements,
including the following preconditions for a blended arrangement:

e A member’'s per capita income limit for blending is increased to the current IDA op-
erational cut-off (US$ 1.095), or

e a member needs to have received significant recent or prospective non-concessional
borrowing from private capital markets or the hard windows of officia bilateral and
multilateral lenders.

e To limit recourse to General Resource Arrangement financing, access to concessional
financing in a blended arrangement is limited normally to half of total access.

e Blended arrangements are only for those countries that meet minimum standards of
debt sustainability within the DSA.

e The blending mechanism applies consistently for all facilities.

e Blending isallowed in exceptional cases, e.g. for arrears clearance operations.

e Accesslimits under the concessional facilities and the General Resource Arrangement-
based facility will be decided on a case-by-case basis, for which criteria such as bal-

ance of payments, strength of the programme and debt sustainability are important
(IMF 2009f, 39-40).
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In the case that none of these preconditions is met, the respective country is eligible only
for concessional financing.

In sum, an increase of blend arrangements is one viable policy option to expand financial
resources to LICs. However, blend arrangements should not endanger debt sustainability
of L1Cs because loans are provided on non-concessional terms.

3.2.2 Reform of IDA financing conditions for LICs

In the aftermath of the global financial crisis and the global food crisis, two main reforms
have been carried out in IDA to absorb these exogenous shocks in LICs in the short-term:
The establishment of the Fast Track Facility and the Crisis Response Window.**

IDA: Fast Track Facility

In December 2008, the World Bank Group established a Fast Track Facility amount-
ing to US$ 2 hillion to frontload grants and long-term, interest-free loans designed to sup-
port LICs in their efforts to mitigate the effects of the global financial crisis. Since this
facility is part of the IDA 15 fund these are not additional financial resources and the ques-
tion of compensation is not addressed. The standard frontloading rule allowing countries
to frontload up to 30 per cent of their annual allocation has been extended to 50 per cent of
their annual allocation. This facility offers rapid financial resources to LICs for pro-
grammes or projects intended to mitigate the effects of the global financial crisis in the
following sectors: Social safety nets, infrastructure, education, and health. Rapid dis-
bursement has been made possible by shortening the review period (World Bank 2008;
World Bank 2009d).

Crisis Response Window

In December 2009, the World Bank established a new pilot Crisis Response Window
(CRW) in IDA for the remainder of the IDA 15 period (January 2010 — June 2011); it
has a volume of US$ 1.3 billion and itsaim isto protect L1Csfrom future crises (World
Bank 2009g; IDA 2009b). With the implementation of the pilot CRW, IDA has responded
to requests by the G20 and the Bank’s Development Committee to assess the advantages of
a new crisis response mechanism (G20 2009; World Bank 2009g). This facility should be-
come one part of the world financia architecture (Zoellick 2009; World Bank 2009e, 23).

To implement the CRW, the World Bank has suggested an approach with two pha-
ses. In the first phase a pilot CRW will be established in the second half of IDA 15 (Janu-

11 In addition, the World Bank Group has launched a bundle of initiatives to mitigate the effects of these
crises on poor countries, including e.g. the Vulnerability Finance Facility, comprising the Globa Food
Crisis Response Program, and the Rapid Social Response, as well as the Infrastructure Recovery and
Assets Platform, a multi-donor programme designed to support spending on infrastructure during the re-
cent global financial crisis. Moreover, the International Finance Cooperation has established several cri-
sis response initiatives, including the Global Trade Finance Program and a new Global Trade Liquidity
Program, a new Infrastructure Crisis Facility and the Microfinance Enhancement Facility (IDA 2009c).
However, it is not yet clear what share of the financial resources from these initiatives is provided to
LICsand what share is provided additionally to the resources already committed for LICs.
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ary 2010 — June 2011) and in the second phase the World Bank will present a more gen-
eral CRW in the course of the IDA 16 replenishment process (IDA 2009b, 14).

Non-ail exporting IDA-only countries (56) only are digible for thisfacility. The follow-
ing types of IDA countries are excluded from the CRW. IDA blend countries do not have
access to this facility because these countries have some access to IBRD and market based
finance. Moreover, net oil exporters — Angola, Chad, Republic of Congo, and Nigeria— are
excluded from the CRW because they have recently made high wind-fall gains from rapidly
increasing oil prices, which will probably stay above pre-crisis levels in the medium-term.
In addition, four countries with IDA and IBRD loans and credits in protracted arrears,
Myanmar, Somalia, Sudan, and Zimbabwe, do not have accessto the CRW (IDA 2009b, 14).

The allocation process for this facility includes two steps: In the first stage, 85 per cent
of resources will be alocated by means of a rules-based approach, i.e. resources are pro-
vided in accordance with the growth impact of the crisis and per capita income levels. In
the second stage, 15 per cent of resources would be allocated to regions to address country
specific needs which are not appropriately mirrored in the rules-based allocations (IDA
2009b, 14). The terms of assistance under the CRW are identical to those under which IDA
resources are offered (IDA 2009b, 22).

The aim of the CRW isto support LI1Cs quickly in the event of exogenous shocks. For
this reason resources are to be utilised rapidly, including fast processing and approval of
funds, i.e. shortened management review periods and application of crisis response provi-
sions in line with the World Bank’s existing operational policies.*? Resources that have not
been committed six months after the initial alocation will be reallocated to the region for
other countries there which need funds in the aftermath of the crisis and which are able to
use these resources effectively for a crisis related purpose. This facility is designed to pro-
vide resources quickly to safeguard core spending on health, education, social safety nets,
infrastructure and agriculture (Zodllick 2009; World Bank 2009¢, 23; IDA 2009b, 20-21).

This facility will be financed through a redeployment of internal DA resources and
through voluntary donor contributions. Interna resources include donor reimbursement of
arrears clearance costs funded from the IDA 14 commitment authority and resources set aside
for arrears clearance during IDA 15, as well as extraordinary investment income from IDA
resources during the 2009 fiscal year (July 2008 — June 2009) (World Bank 2009g, 22-23).

In general, implementation of a CRW is useful because it rapidly provides financial
resourcesto LICsin the event of exogenous shocks. Speedy processing and approval of
funds could ensure fast disbursement and utilisation of funds. Another advantage of the
CRW isthat it is closdy linked to IDA instruments and operationa policies because of the
application of IDA’s lending instruments for delivery of CRW resources, including e.g. Op-
erational Manua (OP) 8.60: Development Policy Lending, OP 8.00: Rapid Response to Crises
and Emergencies and OP 10.0: Investment Lending (World Bank 1994; 2004; 2005 and
2007).

However, it is to some extent questionable whether the CRW is complementary to
existing I DA instruments, because the financing conditions are similar, i.e. long maturity,

12 For adetailed description of implementation and accountability mechanisms, see IDA 2009b, 20-22.
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grace period and service charges. A shorter repayment period isin some cases preferablein
that long maturities tie up concessiona resources for a longer period of time than neces-
sary, because e.g. some countries may need such funds only for a shorter period of time.
For this reason there could be a need for a short-term flexible concessional instrument, i.e.
because IDA credits have long maturities: 20, 35 or 40 years with a 10-year grace period
before the start of repayment of principal.

The new CRW should be integrated into the international aid architecture. Compati-
bility with the international aid architecture means that this is an instrument complementary
to other instruments of other multilateral lenders and that it does not undermine the effects
of other instruments. On the one hand, the CRW is complementary to the recently intro-
duced instruments of the IMF, including short-term concessional facilities for LICs such as
the Rapid Credit Facility and the Standby Facility, because these latter instruments address
stabilisation of the macro economic situation. In contrast, the CRW should support key
public spending on health, education, social safety nets, infrastructure and agriculture. On
the other hand, it is questionable whether this instrument is compatible with instruments of
other multilateral and bilateral donors. Another problem associated with the new CRW
could be difficulty in differentiating between countries that have exogenous shocks-related
needs and those that have general needs. Nevertheless, the CRW, with an appropriate de-
sign, should become a standard instrument of IDA in the future because it represents one
important concessional financing window for LICs in the event of shocks.

World Bank guarantee programme: | DA guarantees

Another option to increase lending to LICs isto extend IDA guarantees. The global
financia crisis hasled to adeclinein FDI in IDA countries. Private investors have become
more risk-averse and are calling for more risk mitigation instruments such as IDA guaran-
tees which are one part of the World Bank Guarantee Programme (Box 5) (IDA 20093, 4).

Box 5: World Bank Guarantee Programme

The World Bank established the guarantee programme in 1994 to mobilise private sector financing. The
guarantee programme could prove to be a catalyst for new sources of finance. Private sector involvement
in developing countries should be encouraged by facilitating the mitigation of risks that lenders are unable
to assume. The Bank can provide guarantees for private loans with or without an associated Bank loan
(World Bank 2005, 1 and 2009b).

The World Bank guarantee programme provides for two basic kinds of guarantees:

e Partial credit guarantee (PCG): The aim of the PCG is to buttress government commercial borrowing
by means of enhancing credit terms. This type of guarantee includes debt service defaults on a specified
portion of credit, usually for a public sector project.

e Partial risk guarantee (PRG): The aim of the PRG is to support private sector investment in develop-
ing countries by reducing political risk. This type of guarantee includes debt service defaults on aloan,
usually for a private sector project in the event that such defaults are generated by a government’s fail-
ure to fulfil its commitments under project contracts.

The World Bank guarantee programme includes four types of guarantees:

e |IBRD project-based guarantees that cover both partial risk and partial credit structures,
e IBRD policy-based guarantees that cover the partial credit structure,

e IBRD enclave guaranteesin IDA-only countries that cover the partia risk structure, and
e |DA guaranteesthat apply to the partial risk structure only.
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Under the IDA guarantee programme established in 1997, IDA can provide, in IDA-
eligible countries, partial risk guarantees to private lenders for private sector investment
projects. The aim is to support countries in leveraging their IDA resources by mobilising
project financing. Until the summer of 2009 this leverage was ten times higher than the
IDA commitment. In the summer of 2009 the total amount was increased to US$ 1.5 bil-
lion from initially US$ 500 million. In addition, the pilot status of this programme ended
in the summer of 2009 (IDA 2009a, 5). For this reason, the structure of this type of lend-
ing has been maintained. The following preconditions for receiving these guarantees have
to be met:

e Thistype of guarantee can be applied to projects which are not sufficiently supported
by IFC or MIGA and are not eligible for an IBRD enclave guarantee.

e |DA guarantee operations are possible only for projects in sectors for which the part-
ner country putsin place apolicy framework accepted by IDA (World Bank 2005, 2).

The IDA guarantee programme has the following advantages:

e Integration within the World Bank financial architecture for LI1Cs: This instru-
ment is well integrated within country assistance strategies and the World Bank’s poli-
cies and procedures (IDA 2009a).

e Reaching development objectives. This programme has contributed to attaining de-
velopment objectives, because IDA guarantees have enabled IDA countries to attract
private capital for complex infrastructure projects in difficult economic and political
circumstances (IDA 2009a, 12).

e Increasing project efficiency: This instrument has contributed to increasing devel-
opment efficiency in IDA countries by increasing private sector participation in proj-
ects (IDA 20093, 13-14).

e Improvement of financial terms for IDA countries: IDA guarantees have led to an
improvement of borrowing costs and an extension of maturity beyond maturity under
the Bank guarantee (IDA 2009a, 14-15).

By providing IDA country governments access to lower-cost and longer-maturity debt
financing than would otherwise be accessible to them in national or international markets,
IDA contributes to closing the financial gap caused by the global financial crisis (IDA
20093, 27).

Another option to support an increase in financing for LICs would be to extend the
spectrum of IDA guarantee instruments. While current IDA guarantees include only
PRGs, the IBRD also provides PCGs that consist of two different instruments. The first
instrument consists of PCGs which are normally adopted to support loans of sovereign
governments (or state-owned public entities) from the international financial markets in
combination with Bank-supported investment operations. The second instrument consists
of policy-based guarantees (PBGs) for fiscal support in combination with development
policy lending. The main difference between these instruments is that PCGs support in-
vestment lending and PBGs support development policy lending (IDA 2009a, 26). This
option is currently under discussion at the World Bank.
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IBRD Enclave Framework

Another option to increase financing for LICs is to provide additional IBRD re-
sources to IDA-only countries within the IBRD Enclave Framework including guar -
antees and loans.”* IDA-only countries, which are by definition not creditworthy for
IBRD lending, are only permitted to receive financial support for projects from IBRD
within this framework. IBRD enclave loans and guarantees present important parts of
IBRD financial instruments. However, the utilization requires very specific circumstances
and conditions, i.e. each potential enclave project must fulfil Board authorized credit en-
hancement criteria. In addition, such a project needs to support a strong development.*

IBRD enclave guaranteesin IDA-only countries is therefore one of four parts of the
World Bank guarantee programme (World Bank 2005, 1). The guarantee amount is
limited to 25 per cent of the financing needed for one enclave project and an aggregate
guaranteed amount of US$ 300 billion annually. Generally, enclave guarantees cannot be
accelerated, i.e. under such guarantees the IBRD’ s payment obligations to the lender can-
not exceed the annual principal and interest obligations originally agreed under the guar-
anteed loan (World Bank 2005, 2).

The preconditions for an IBRD enclave guarantee in IDA-only countries are:

e Theguaranteeis used for commercia private projectsin IDA-only countries which are
expected to generate foreign exchange outside the country.

e The country should have enough foreign reserves to be able to meet payments subject
to the IBRD guarantee if the guarantee is called.

e The country uses revenues generated by any projects with such a guarantee for produc-
tive development purposes (World Bank 2005, 2).

IBRD enclave PRGs are used for private sector projects with strong credit-
enhancing features that alleviate risks to the IBRD. When providing PRGs, the World
Bank works together with IFC/MIGA where appropriate. For example, enclave PRG sup-
port for the South Africa Regional Gas Project (2003) was provided within a cooperation
framework with IFC and MIGA. The IBRD enclave guarantee programme has the follow-
ing main advantages. First, guarantees can lead to an improvement of borrowing costs and
an extension of maturity beyond the maturity under the Bank guarantee. Second, guaran-
tees can increase the flexibility of financing terms.

IDA-only countries are also eligible for IBRD loans within the IBRD Enclave Fra-
mewor k. One important eligibility criteriafor IBRD enclave loansis that loans have to be
used for critical investments with high return rates in the following sectors: Infrastructure
and natural resource projects.

13 There are only a few information available about the working IBRD Enclave Framework. In addition,
no empirical data about the amount of IBRD enclave loans and guarantees etc. have been published.
However, for this study the staff of the World Bank has provided some information on the IBRD En-
clave Framework.

14 Thisinformation has been provided by the staff of the World Bank.
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IBRD enclave loans represent an important opportunity for IDA-only countries to
obtain non-concessional loans for certain economically and financially viable pro-
jects. One main benefit is that the commercial discipline required for loans and guarantees
within the Enclave Framework generates high efficiency in development terms. In addi-
tion, requirement of a government counter-guarantee makes certain that the project is
among the top development priorities of the government, taking into account the higher
costs compared to IDA terms.

However, the volume of IBRD loans and guarantees has been small. Since 1968 the
World Bank has provided US$ 787.7 million within the Enclave Framework, including 14
IBRD loan operations with 2 IBRD Partial Risk Guarantees (for 1 project). In 2000 the
Board of the World Bank authorised the last enclave loan and in 2003 the Board approved
the most recent enclave project (Southern Africa Regional Gas Project Guarantee). How-
ever, within the World Bank Guarantee Programme IDA has offered PRGs and both IFC
and MIGA have been actively providing their own guarantee instruments. One reason for
the low interest on enclave loans and guarantees has been that there had been mixed per-
formance for past projects, with six of the 14 projects rated unsatisfactory.*

Another problem could be that debt sustainability might be undermined because
loans ar e offered on non-concessional terms. However, according to World Bank staff,
loans provided within this framework have been designed with the aim of not endangering
debt sustainability by choosing export oriented projects which have the capacity to gener-
ate foreign exchange and good rates of return. Since IBRD enclave loans could have im-
plications for the NCBP, it would be necessary to test them, on a case by case basis, for
consistency with the current NCBP policy. However, enclave loans will probably fulfil
criteria for an exception to the policy because these loans usually have been high-return
investment projects that meet priority development needs and generate their own export
receipts. Other points of concern are that IBRD enclave loans could use up scarce IBRD
resources in LICs, which may have more difficulties in repaying them than IBRD coun-
tries. Moreover, it is usualy more time-consuming to assess IBRD enclave loans than
IBRD loans because it is more difficult to identify and assess critical investments with
high return ratesin LICs.

In sum, the IBRD Enclave Framework represents an important opportunity for IDA-only
countries to obtain additional financial resources and it is an important step towards more
market orientation. However, it is important to ensure that debt sustainability is not jeop-
ardised by providing loans for projects with high return rates.

3.3 Capacity-building in LICs to manage debt

The financial crisis has led to growing government financing gaps as a consequence
of lower tax revenues and higher expenditure needs. One important measure to ensure
external debt sustainability is to improve capacity-building in LICs for public debt man-
agement, because better debt management contributes to improving the quality and com-
prehensiveness of debt data and information systems. In addition, better debt management

15 These data have been provided by the staff of the World Bank.
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facilitates the development of sound and efficient domestic debt markets, which could be
an alternative source of financing for governments of LICs (Domeland / Braga 2009, 7).

The Bank and the IMF have increased the debt management capacity of borrowers and
developed so-called Medium-Term Debt Management Strategies (MTDS). Thus, IFIs ha-
ve already started with alarge programme to enhance capacity building in the field of debt
management. These provisions have to be implemented for a while and could then be eva-
luated.

In November 2008 the Bank set up a multi-donor trust fund, the Debt Management
Facility (DMF), for LICs, a grant facility financed by a multi-donor trust fund with
commitments of US$ 12 million over 4 years. The aim of the facility is to strengthen debt
management capacity and institutions in developing countries, using the following instru-
ments:

e Medium-Term Debt Management Strategy (MTDS): This is a toolkit used to for-
mulate and implement a debt management strategy for the medium-term for each
country; in particular thisinstrument is used to determine the right composition of debt
portfolios based on macroeconomic indicators and the market environment.

e Debt Management Performance Assessment (DeMPA): This is a methodology for
analysing public debt management performance on the basis of a set of indicators that
include all government debt management functions. The Bank / IMF support the sys-
tematic adoption of the DeMPA tool in LICs.

e Targeted capacity-building and technical assistance: This includes, for example, a
debt management practitioner’s programme, including training and outreach to pro-
mote learning and knowledge generation (World Bank / IMF 2009a).

Since internal and external debts are closely related and the DeMPA, MTDS, and
DSF address debt issues, these frameworks should closely be linked. DeMPA and
MTDS represent targeted debt management frameworks that focus on how the composi-
tion of debt is managed. By contrast, the DSF concentrates on how long-term debt sus-
tainability is affected by the level and composition of debt. The linkages between these
three frameworks become obvious when sovereign debt management has the task to set up
and execute a strategy for managing the government’s debt (World Bank / IMF 20093, 9).
The aim of this process is to reach government sovereign debt management goals, for ex-
ample by increasing the required amount of funding or building and maintaining an effi-
cient market for government securities.

The MTDS represents a framework for formulating and establishing a debt man-
agement strategy that leads to the required amount of funding. Here a government’s
risk and cost objectives need to be attained and they need to be in line with debt sustain-
ability. The main task of MTDS is to decide on the adequate composition of debt portfo-
lios in the light of macroeconomic and market environment and related vulnerabilities.
The MTDS is used to decide on a government’s plan to attain the desired portfolio compo-
sition in the medium-term.

The DeMPA has the task of assessing the effectiveness of the processes involved in
sovereign debt management and highlighting their strengths and weaknesses. This
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framework analyses all functions of debt management that affect a government’s ability to
effectively formulate and put into practice a credible MTDS. In this context the DeMPA
analysis can contribute to debt sustainability in the long-term by pointing to areas that
need to be improved to achieve sound debt management practices.

The main role of the DSF isto determine a level and terms of borrowing that can be
maintained. This framework assesses whether the level and terms of current and expected
future borrowing, combined with a medium-term macroeconomic framework, will lead to
debt sustainability (World Bank / IMF 2009a, 9). The DSF can support developing coun-
tries in working out their own MTDS. It offers a platform for developingan MTDS and is
designed to support countries in operationalising their debt management objectives on the
basis of an analysis of the cost-risk trade-offs involved in matching a government’s fi-
nancing needs with its payment obligations (Barkbu et al. 2008, 17; Beddies et al. 2009).
Good debt management practices are also important for developing markets for domestic
government debt.

On the whole, improvement of public debt management and an effective use of these
frameworks is important. Capacity-building in LICs to manage debt represents an im-
portant measure to ensure external debt sustainability. The main tasks of the IFIswill be to
successfully implement these frameworks and to monitor and evaluate them continuously.
While these frameworks present valuable provisions, they are not discussed controver-
sidly because there is an agreement among experts that these measures are needed and
should be used in practice for awhile and then to be evaluated.

3.4 Flexible Counter-Cyclical Loan in the event of exogenous shocks

Lending instruments with flexible repayment conditions could contribute to prevent
ex-ante debt crisesin LICs. To mitigate the effects of exogenous shocks, such as export
shocks, and to ensure that countries will be able to repay debt in times in which shocks
occur, lending instruments of bilateral donors need to have flexible repayment conditions.

One option open to bilateral donors to increase the flexibility of their repayment
structure in times when shocks are anticipated is to link their debt instruments to
exogenous shocks. In the event of an exogenous shock, terms of payment could be chan-
ged automatically, i.e. loans could be converted into grants, interest rates lowered, or re-
payment periods extended. To ensure debt sustainability, a country’s debt principal re-
payment could be linked to its export revenues. The effect of this instrument is, however,
constrained because the volume of this instrument is likely to account for only a small
share of a country’s total debt. In addition, some donors provide to LICs only grants and
not loans.

A new instrument, called the Counter-cyclical Loan (CCL), has been proposed by
Cohen et al. (2008). The aim of this instrument would be to prevent debt crises ex-ante
and to avoid costly debt restructuring processes (Valadier 2008, 6). In the event of changes
in export earnings, public debt service would be automatically adjusted, leading to a re-
duction of debt service during crises. Faster repayment would be required during boom
periods.
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There are other proposalsthan export data on linking debt repayments to exogenous
shocks and reflect a country’s capacity to repay debt, such as terms of trade, GDP, fiscal
revenues, commodity prices or the exchange rate. Criteriafor appropriate variables are:

e Good indicator for repayment capacity: Variables should represent a good proxy to
reflect a country’s repayment capacity, i.e. changes of these variables should directly
affect repayment capacities and could represent one cause of debt crises (Gilbert /
Tabova 2004, 9).

e Timeliness of data: Variables need to be accessible rapidly, because, first, the
counter-cyclical effect of the instrument needs to be guaranteed. Second, rapid access
to datais necessary for operational reasons. The former EU Stabex regime, for exam-
ple, was based on export revenues for which data were available only with a signifi-
cant time lag, and this led to a pro-cyclical instead of a counter-cyclical effect (Gilbert /
Tabova 2004, 9).

e Constancy of data: Asthe repayment schedule for this instrument is based on data for
exports, the data need to be constant. This rules out the use of data corrected over time.
For example, GDP data are often corrected over time because complete data are often
available only with atime lag.

e Redliability of data: In the case that data are reported by debtor countries, the data
could be misreported or manipul ated.

e Avoidance of distortionary effects: Substitution effects should be avoided.

Exports may be viewed as an appropriate trigger in that, first, export shocks affect re-
payment capacity and represent one of the main causes of debt crises (Gilbert / Tabova
2004, 9). Empirical evidence for the relation between export shocks and debt crises in
LICs can be found in an analysis by Cohen et al. (2008, 5). These authors have looked at
90 debt distress episodes between 1970 and 2004 and found that the probability of a debt
crisisis substantially higher if a country has had an export shock in three preceding years.
LICs vulnerability to export shocks results from their dependence on a small number of
commodities. Second, data on merchandise exports are available rapidly, guaranteeing
counter-cyclicality. Third, compared to commodity prices and terms of trade, exports in-
clude both price and quantity effects, avoiding substitution effects (Cohen et a. 2008,
20).%® According to an empirical analysis by Gilbert / Tabova (2004, 35-36), export
changes usually reflect the same magnitude of quantity and price changes, while quantity
effects tend to exceed price effects.’

There are some operational challenges associated with exports. LICs may have an in-
centive to misreport their trade statistics. Mirror trade statistics, i.e. other countries im-
ports from the borrowing country, are used for this reason. In addition, there is a problem
with time lags, as in the case of the former EU’s Stabex scheme, the reason being that
publication of export data involves time lags that affect the counter-cyclicality of credits.

16 If the trigger was a qualitative shock such as a natural disaster or political shock, these events would be
mirrored in export statistics, which represent an appropriate indicator for this type of shock.

17 However, thisanaysisis based only on ten countries (Gilbert / Tabova 2004, 35).
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One possibility to reduce time lags is to use data on merchandise exports, which are avail-
able earlier than those for total export earnings. Nevertheless, the possibilities available to
misuse the scheme in such a manner is limited because suspensions are restricted to five
years at most (Cohen et al. 2008, 21).

Commodity prices also represent a good indicator because they have an influence on
a country’s repayment capacity. A major part of Least Developed Countries' exports
(70 per cent of total exports) are unprocessed primary commodities (Valadier 2008, 5). In
the event of volatile commodity prices, export revenues will necessarily aso be volatile.
In addition, commodity prices are available rapidly, and the data are reliable because they
cannot be manipulated by debtor countries.*® There are three main disadvantages: First,
guantity effects are not represented and second, manufactured goods are not captured.
These two disadvantages would also apply for terms of trade. Moreover, the exporting
countries have no incentive to shift their export structures away from commodities (Cohen
et al. 2008, 21; Djoufelkit-Cottenet / Valadier 2008, 20-21).° The other variables men-
tioned above are not appropriate for the following reasons. Data on GDP and fiscal reve-
nues are not available rapidly. In addition, exchange rates only reflect price effects and not
guantity effects.

Another question is the term of payment to which the instrument should be linked,
i.e. interest rates, maturity, or grace period. Usually concessional loans offered to LICs
by multilateral and bilateral donors have the following payment structure: Long maturities,
long grace periods and low interest rates. For example, an IDA loan has a maturity of over
40 years, agrace period of 10 years and an interest rate of 0.75 per cent. Low interest rates
are granted because these countries’ repayment capacity is low. Long maturities are used
to stretch repayment (Djoufelkit-Cottenet / Vaadier 2008, 19-20).

The Counter-Cyclical Loan of the AFD

Agence Francaise de Développement (AFD) has been using such an instrument —
Counter-Cyclical Loan — with innovative financing terms. The aim is to find instru-
ments that preserve debt sustainability without initiating a new round of debt relief. For
this reason instruments should be designed in such a manner that they address the causes
of debt crises, such as exogenous shocks to export revenues. AFD’s new lending instru-
ment is built on the assumption that export shocks are one of the most important causes of
debt crisesin LICs.

AFD has proposed flexible loans based on the following principle: In the event of a
shock, the debtor country has the opportunity to suspend its capital repayments up to a
defined number of suspensions. The grace period of a loan is divided into a fixed initial
grace period and a moving grace period, which can be used in the event of a shock.

In the event of an export shock a country can make use of its floating grace period,
i.e. postpone its capital repayments that year. A country’s permission to suspend ex-
pands as time passes, i.e. repayments made between year 6 to year 10 could be placed in a

18 Gilbert / Tabova (2004) analyse the possibility of indexing loans to commaodity prices.

19 The AFD has adopted a credit scheme whose maturity changes with changes in cotton prices (Djoufel-
kit-Cottenet / Valadier 2008, 19 FN 6)
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fund whose return can be redeemed to the country in the form of additional suspensions.
Should no shock occur in a country, loan maturity would be reduced, and the country’s
rights to suspension would also be redeemed, net of the grace period (Box 6) (Cohen et al.
2008, 18-20).

Box 6: AFD-Instrument: Debt scenarios

The debt instrument has the following features. A 30-year |oan with afixed initial 5-year grace period and
aminimum floating grace period of 5 yearsinstead of the fixed ten-year grace period typically granted for
a concessional loan. The grace periods of up to 5 years can be used by a country in the event an export
shock occurs. An export shock is defined as a downward deviation of 5 per cent of export earnings from a
5-year moving average of their past values (Cohen et al. 2008, 5). The interest rate is 1 per cent (1.5 per
cent). Two cases are modelled:

e No export shock: A country starts to repay the loan in the sixth year. The debtor country can invest
repayments from year 6 to 10 at a 6-month EURIBOR rate — 1 per cent (1.5 per cent). Interest on
these capital repayments can be redeemed to the country in terms of additional suspensions of capital
repayments. In the event the country never uses its right to suspend the payment of the principal, the
repayment period would be reduced by 5 to 7 (6 to 9) years. Due to the investment, the reduction of
the repayment period could be more than 5 years.

e Worst case scenario: An export shocks directly after the initial grace period lasts for 5 years. The
debtor country can draw on its five floating grace periods directly after theinitial five grace years.

Source:  Cohen et a. 2008, 10; Djoufelkit-Cottenet / Valadier 2008, 19-20

Countries eligible for access to the AFD instrument need to meet two criteria. First,
these countries have to have completed the HIPC-Initiative and taken part in the MDRI.
Second, these countries need to be so-called green light countries as per the DSF.° The
AFD has established this instrument in autumn 2007. Until July 2009 three countries have
adopted this instrument. Until now no experience of rescheduling in case of exogenous
shocks exists because the fixed grace period is still in use.

The instrument offers several advantages for both of the parties involved, develop-
ment agencies and debtor countries:

e Prevention of debt crises. This instrument contributes to preventing debt crises be-
cause it ensures that money is available in times of exogenous shocks resulting from
reduced debt service. In relation to a country’ s total debt, however, credits provided by
AFD are likely to account for only a small share. What would be needed to prevent a
debt crisisin one country isinter-donor coordination. First, other donors would need to
have used a similar instrument. Second, to ensure that an effect on debt service materi-
alises at the same time, the definition of shock would need to be identical.

e Ex-ante disciplining effect: Debt service from year six to ten has been invested in a
conservative way (6-month EURIBOR), and not been put in arisky investment.

20 Currently, AFD analyses opportunities to apply this instrument to LMICs. Financing terms of loans to
LMICs differ from those to LICs; in particular, loans to LMICs usually have shorter grace periods or
none at al and shorter repayment periods.
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Farsighted instrument: This instrument facilitates debt management for partner
countries and would therefore enable partner countries to use credits instead of grants
only.

Development agencies have the following specific advantages:

Lower risk: In case the debtor does not need flexible grace periods, compared to a
loan without flexible grace periods the debt is repaid earlier leading to a shorter re-
payment period.

Lower degree of concessionality: The shorter repayment period generates a lower
grant element.

Development agencies ar e faced with the following specific disadvantages:

Increase in administrative costs. Introducing such a new instrument would increase
specific administrative costs for development agencies, including e.g. monitoring costs
for trigger conditions. In addition, development agencies could encounter accounting
difficulties. For the financial departments of development agencies, use of this new in-
strument is more complicated than standard instruments of financial cooperation, be-
cause rescheduling of loans needs to be considered in accounting. Moreover, technical
problems could occur. Usually the IT systems of development agencies are designed
for particular types of loans. For thisreason IT systems have to be adjusted for new in-
struments. Due to these implementation problems, initial fixed costs (that is, technical
costs) are quite high for development agencies. However, if the number of countries
using this innovative instrument could be extended, for example to cover LMICs*
and if this instrument became a standard financing instrument, these fixed costs could
be reduced thanks to economies of scale.

L oss of competitiveness vis-a-vis other donors: If other donors offer better financing
conditions, debtor countries would opt for other donors financia instruments. Al-
though, there is already such competition among donors, because various donors cur-
rently provide loans with different financing conditions. However, many bilateral do-
nors offer L1Cs credits for IDA conditions.

Moral hazard problems: In addition, moral hazard problems on the debtor side could
occur. The debtor could e.g. have an incentive to opt for overindebtedness because his
debt service isin the future. Again, the opportunity to incentives of thistypeislimited
because suspensions are limited to five years at most.

Limited applicability: This instrument can only be applied to loans with long maturi-
ties.

21

One disadvantage involved in the use of LMICsis that it might make donor coordination more difficult
because LMICs are not indebted mainly to official creditors such as LI1Cs but also to private creditors. In
addition, the maturity structure of credits to LMICs differs because this type of country also borrows for
short time periods.
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The debtor countries are faced with the following specific disadvantages:

e Lower grant element: If the debtor does not need the additional five flexible grace
periods, the repayment period would be shortened leading to a lower subsidy despite
the shorter repayment period.

e Opportunity costs for the debtor: On the one hand, debtors have the opportunity to
invest their repayments from year 6 to 10 at a 6-month EURIBOR rate, i.e. on market
terms. On the other hand, debtor countries have opportunity costs because these coun-
tries have to invest in a quite conservative way (at a 6-month EURIBOR rate) and
cannot invest this money in other projects that might provide higher rates of return. In
this way money could be diverted away from alternative investment opportunities.

e Lower volume of investments in development programmes. In case of flexible
grace periods it is questionable whether repayments from year 6 to 10 are used for de-
velopment purposes.

e Disincentive for politicians: Since politicians are elected for a short time period, they
have a shorter time horizon and thus a higher discount rate. Politicians who have the
choice between an immediate grace period of five years and a grace period provided
only in times of shocks would probably choose the first alternative. In the case of the
AFD-instrument, politicians of debtor countries have no aternative within the French
Financial Cooperation because countries eligible for this instrument have no aterna-
tive to this kind of financial support. However, as mentioned above, debtor countries
could choose to use loans offered by other donors.

On the one hand, this is an interesting innovative instrument. The instrument could
represent an appropriate instrument to prevent debt crises in that the debtor country would
have the opportunity to suspend payments in the event of exogenous shocks. In addition,
this instrument could serve to improve the debt management of partner countries. How-
ever, debt crises cannot be prevented unless donors are coordinated. Inter-donor coordina-
tion isimportant for preventing a debt crisisin one country because, relative to a country’s
total debt, loans provided by one bilateral donor represent only a small share of the total
credit involved. If donors were to implement the instrument in a coordinated way, it would
have the potential to mitigate the adverse effects of exogenous shocks on LI1Cs by means
of automatic stabilisation.

On the other hand, it would be difficult to implement this instrument. It can only be
applied for asmall group of countries because, first, only LICs are eligible to receive high-
ly concessional credits with long maturities. A flexible grace period can be included only
in the case of long maturities. Second, only those LICs with a green light in the IDA traf-
fic light system would have the opportunity to use this instrument. In addition, timely
availability of export data is questionable, and this might lead to pro-cyclical instead of
counter-cyclical effects. Moreover, there are several disadvantages for debtor countries:
Lower grant element, high opportunity costs for the debtor, lower volume of investments
in development programmes and disincentives for politicians. The low volume of the AFD
might also reflect these practical difficulties. Nevertheless, it is open to question whether
bilateral donors need a shock facility for LICs which some multilateral institutions already
have or are about to establish: The IMF has recently established the Stand-by Credit Facil-
ity and the Rapid Credit Facility to address exogenous shocks as well as urgent balance-
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of-payments needs. In addition, IDA has recently established a Crisis Response Window
for LICsfor the remainder of the IDA 15 period.

3.5 Development of the local currency bond markets

For reducing external debt local currency bond markets for L1Cs could take on an
important role, in particular local government bond markets. However, in many LICs
necessary structural conditions are not met. Consequently, this presents an instrument
which is currently not important in many LICs, but will be a promising instrument to re-
duce external debt in the future.

The development of domestic government debt markets plays an important role,
first, in reducing the dependence of L1 Cson external finance such asin Sub-Saharan
Africa (SSA). As the external debt of LICs consists mainly of government debt, the local
currency government bond market is more important for ensuring external debt sustain-
ability than the local currency bond market for enterprises. In addition, a developed public
bond market is a prerequisite for private debt markets, because government securities
function as a benchmark to establish a risk-free yield curve that provides the opportunity
to price corporate risks appropriately. Moreover, public debt markets support the estab-
lishment of good legal and technical infrastructures for debt instruments. Relatively low-
risk government securities serve to familiarise new investors with debt instruments (IMF
2007, 67).

Second, compared to direct borrowing from the central bank or commercial banks,
issuing bonds in domestic financial markets is a market-based approach that con-
tributes to debt sustainability. Compared to government borrowing from central banks,
which is often associated with higher inflation rates and interest rate distortions, market-
based borrowing is a cost efficient means of financing government debt. Moreover, a do-
mestic debt market can serve to promote fiscal discipline and public financial management
(PFM), leading to lower borrowing costs. In addition, smoothly functioning government
debt markets facilitate the development of financial markets. Government debt often takes
on the role of a benchmark return for the issuance of other securitised debt, e.g. corporate
bonds, because government debt is usually the least risky asset in an economy. In this re-
gard government debt is a precondition for the emergence of private debt markets. By al-
lowing government debt to serve as collateral, and by reducing transaction costs, govern-
ment debt markets promote interbank money markets. Another advantage is that govern-
ment debt markets could contribute to diversifying the make-up of market participants in
domestic financial markets, because government securities are long-term investment vehi-
clesfor non-bank institutions like insurance companies or pension funds.

Third, introduction of local currency bond markets reduces the exchange rate risk
associated with financing in foreign currency. A depreciation of the domestic exchange
rate could significantly increase debt in foreign currency, endangering debt sustainability
in the respective country (Burger et al. 2009, 1; IMF 2007, 55).

However, there are many structural weaknesses in many L1Cs domestic debt mar-
kets which are underdeveloped, for example in SSA, with the exceptions of South Africa
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and Mauritius. Financial markets are often narrow and concentrated, and LICsin SSA face
many structural challenges in domestic debt markets.

Narrow investor base: There are only alimited number of investorsin domestic debt,
most of them commercial banks, although auctions of government debt have been
oversubscribed in many countries. In SSA, the West African Economic and Monetary
Union (WAEMU) areais agood example for this phenomenon.

Short maturity of government securities. Banks are for asset management reasons
mainly interested in short-term papers leading to lower macroeconomic (rollover) risks
for issues of government papers.

Impediments to secondary market development: Since auctions of government debt
are often oversubscribed, many investors hold their papers to maturity, a circumstance
that obstructs secondary market development. In addition, in SSA there is enough li-
quidity in the banking system implying that banks do not need to sell securities in the
secondary market. Moreover, short-term papers hamper secondary market develop-
ment.

In addition to these structural problems, there are difficultiesinvolved in issuing debt:

Lack of market information: In LICs information on the debt market is often not
available. Missing information leads to inefficient markets and increases the risks in-
volved in participating in the market. One exception to this is, for example, the
WAEMU region in SSA. The respective central bank (Central Bank of West African
States, BCEAO) manages treasury bill issuance for member countries and makes pub-
lic comprehensive data on outstanding amounts. However, regular information on
country funding plansis not readily obtainable, even for BCEAO countries. It is there-
fore important to improve the transparency and predictability of debt issuance.

Lack of trained personnel: Personnel training in debt management is important for
the issuance of domestic securities.

Lack of a solid legal framework: An efficient institutional structure and a good legal
framework are important when it comes to issuing and monitoring domestic debt (IMF
2007, 64-65).

Necessary conditions for introducing domestic gover nment debt markets

There are a number of important preconditions for the sustainable development of domes-
tic debt markets:

36

M acroeconomic framework: A sound and predictable macroeconomic framework is
important for government debt markets. This includes in particular the elimination of
interest rate controls, because interest rate limits on alternative investments to govern-
ment securities would affect the latter’ s auction outcomes and possibly distort investor
calculations.
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e |nstitutional framework: Good debt management should be based on a sound legal
and regulatory system.

e Structural reforms: Market-based instruments call for smoothly functioning infra-
structure, including e.g. trading, settlement, and depository systems. Moreover, debt
should be issued in keeping with a pre-announced schedule. In addition, auction re-
sults should be published promptly.

Donors are already supporting LICs in developing their domestic debt markets. The
World Bank’s Gemloc Program (Global Emerging Markets Local Currency Bond pro-
gram) supports the development of local currency bond markets. One important initiative
of donors in support of the development of private bond markets in developing countries
isthe Currency Exchange Fund N.V. TCX (Norfund 2009). Another important initiative to
develop local currency debt markets in Africa is the African Financial Markets Initiative
established by the AfDB (AfDB 2009b).

4 Policy instrumentsto resolve debt crisesin LICs

Policy instruments for crisis resolution include in particular instruments which are
applied in the case a country has already accumulated high external debt. Although it
is difficult to draw a clear dividing line between those instruments geared to crisis preven-
tion and those geared to crisis resolution, there are some instruments which are mainly
used if countries are already heavily indebted, such as an insolvency procedure for sover-
eign states, a debt moratorium, and debt swaps.

Figure 3: Overview of policy instrumentsto prevent and resolve debt crises

Resolution of debt crises

- l ~

Debt Moratorium Debt Swaps

Insolvency procedure

Source:  Own design
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4.1 Insolvency procedure for sovereign states

An insolvency procedure for sovereign states presents one viable instrument to re-
solve debt crisesin LICs. A sovereign insolvency procedure is a framework for dealing
with over indebted countries. The main characteristic of an insolvency procedure is that
the countries would have to restructure their foreign debt in accordance with given rules
and on the basis of a mgjority creditor decision that is binding for minorities. Severa pro-
posals for an insolvency procedure for sovereign states have been made:?

e Chapter 9 / Raffer proposal: In this proposal an insolvency procedure for states
would apply the most important principles of Chapter 9 Title 11 of the United States
Code (Adjustment of Debts for a Municipality) (Raffer 1990; 2001; 2005a; 2005b).

e Fair and Transparent Arbitration Process (FTAP): A similar proposal, the so-
called the FTAP for indebted countries of the South, has been put forward by interna-
tional non-governmental organisations; it builds on various elements of Chapter 9. For
this reason many of its elements are similar to Raffer’s proposal (Kaiser / Schroeder
2002; Raffer 2005b, 362).

e Chapter 11 / Schwarcz proposal: A further proposal advanced by Schwarcz is
mainly based on Chapter 11 Title 11 U.S.C. (Reorganization); it develops a normative
framework for an international sovereign insolvency procedure (Schwarcz 2000).

e Sovereign Debt Restructuring Mechanism (SDRM): The IMF suggested a legal
framework for dealing with overindebted countries: The SDRM. The objective is to
generate incentives for atimely an efficient restructuring process (IMF 2003).

e International Debt Framework (IDF): Another proposal which was mainly devel-
oped for MIC but could also be applied to LIC is the IDF. It presents a non-statutory
approach which is linked to the G20 and comprises, first, an IDF Secretariat to im-
prove the transparency of and the ways in which information is made available on
debtor countries by ingtituting a regular debtor-creditor dialogue. Second, the IDF
includes an IDF Commission to support an orderly debt-restructuring mechanism
(Berensmann / Schroeder 2006).

There are many advantages of an insolvency procedurein L1Cs. An insolvency proce-
dure can significantly contribute to an orderly and predictable restructuring process. Cur-
rently, there is no satisfactory alternative procedure, or roadmap to restructure a country’s
foreign debt in an orderly and timely manner. An insolvency procedure could substantially
enhance the speed of agreement among creditors and thereby reducing economic costs of
an ad hoc restructuring process. For this reason an orderly mechanism could add to short-
ening the restructuring period, raising confidence and reducing the cost of capital (IMF
2002, 33). There are high costs that result from delays in initiating restructuring processes

22 For an overview of the main proposals for international insolvency procedures, see Berensmann / Herz-
berg (2009). A history of ideas regarding international insolvency procedures can be found in Rogoff /
Zettelmeyer (2002).
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because highly indebted countries tend to draw out a restructuring process fearing the high
costs concerned with restructuring. Another reason for delays in initiating a restructuring
process is mainly uncertainties about the process itself.

Moreover, collective action problems constitute one main obstacle to orderly and
timely restructuring. Debtors faced with heterogeneous creditor groups may have prob-
lems in reaching a timely agreement with their creditors. Three main collective action
problems exist. First, the holdout problem: A creditor minority could obstruct a restructur-
ing process favourable to a magjority of creditors (holdouts). Second, the rush to the exit
problem might occur. If creditors fear that their debtor may have significant problems in
servicing his debt, creditors may try to sell their claims as soon as they possibly can. Since
the first creditors who sell their bonds are likely to achieve a better price for their claims
than the following creditors, it is rational for the individual creditor to seek to be the first
to sell his claims. Third, the rush to the courthouse problem might be an obstacle to re-
structuring because creditors may take legal action to secure their clams (Berensmann
2003 18; IMF 2002, 4-6).

However, there are several problems involved when LICs initiate insolvency proce-
dures. First, countries initiating an insolvency procedure could lose access to international
capital markets. However, many LICs have no access to international capital markets. In
addition, access mainly depends on a country’s overall economic development.

Second, the procedure might serveto reinforce debtor moral hazard. Making it easier
to adopt the mechanism would be an incentive for debtors to open an insolvency proce-
dure. Moreover, there is a signal problem if the international community is prepared to
restructure and forgive debt within a permanent procedure.

Third, it could take a long time to establish an insolvency procedure for sovereign
states because some of the proposals for an international insolvency procedure, such as
Schwarcz (2000), include a legally binding framework to ensure long-term predictability.
Here an insolvency procedure would be established under internationa law and then — if
necessary — transposed into national law, which would be very time-consuming.

Despite these difficulties, an insolvency procedure represents an appropriate instru-
ment to attain debt sustainability in LI1Cs in that such a procedure offers the opportu-
nity to guarantee that a restructuring process proceeds in an orderly and predictable man-
ner. The current international financial architecture contains no comprehensive procedure,
or roadmap, to restructure a country’s foreign debt. The lack of a comprehensive approach
to restructuring debt leads to high costs resulting from delays in initiating restructuring
processes.

4.2 Moratorium

Another option available to cushion negative effects of the financial crisis and to en-
sure debt sustainability isto offer a moratorium on the debt service of L1Cs. The Sec-
retary-General of United Nations Conference on Trade and Development (UNCTAD),
Supachal Panitchpakdi, has recently (April 30 2009) proposed to establish, temporarily, a
moratorium on the official debt service for all developing countries without any condition-
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ality or performance criteria and ending as soon as the world economy recovers (Kaiser et
al. 2009, 15; Panitchpakdi 2009; UNCTAD 2009 and 2009b, 37). In 2005 the Paris Club
offered a moratorium for debt repayments of tsunami-hit countries (Berensmann 2005).

A debt moratorium could present both a measure to prevent and to resolve a crisis.
In 1998 the unilaterally announced debt moratorium of Russia was applied as an instru-
ment to resolve the Russian financial and debt crises. By contrast, the proposal of UNC-
TAD aimed at preventing debt crises in developing countries (UNCTAD 2009b, 37).

Under a moratorium the debtor suspends his payments for a given period of time.
The main aim is to temporarily reduce net debt payments. There could be a differentiation
between a standstill and a moratorium. While under a standstill the debtor suspends his
payments, with creditor consent, for a given period of time, under a moratorium the debtor
decides unilaterally to suspend payment. However, the boundary between these two types
of suspension of payment is not clearly defined, because a moratorium may gain the tacit
agreement of creditors once it has been implemented. The more relevant criterion is
whether payment suspensions have been agreed on a voluntary basis and in a cooperative
process (Berensmann 2003 31; G10 1996, 21).

In general, amoratorium could cover varioustypes of debt, e.g. with aview to treating
all debtors of one particular debt class equaly, a suspension of payment should be adopted
uniformly to all claims in a particular class. There could be differences between different
classes based, for example, on the following criteria: The severity of the liquidity problem,
the composition of a country’s debt, the role played by specific creditor classes in restor-
ing balance-of -payments equilibria (G10 1996, 10).

The main advantage of a moratorium is that it provides the debtor time to improve
his liquidity situation and to offer them some breathing space. Scarce foreign ex-
change earnings in debtor countries could be used for imports instead of debt servicing
(UNCTAD 2009a). Moreover, it is an instrument which could easily be adopted in the
short-term. In addition, a moratorium agreed upon between creditors and debtor can serve
to prevent a creditor minority from disrupting a cooperative negotiation.

However, there are some drawbacks associated with a moratorium. First, a morato-
rium violates the fundamental principle subject to all kind of contracts that the terms and
conditions need to be fulfilled in full and on time (G10 1996, 21). Second, a moratorium
could endanger debtor’s access to international financial markets. Even though it appears
to have been a good offer, only a few countries made use of it in 2005. While Sri Lanka
and Indonesia accepted the offer, Thailand and Malaysia did not, because they were afraid
of losing their good reputation and jeopardising their credit standing. Their creditors could
have asked for higher interest, and a crisis country would have been faced with the risk of
losing access to the international financial markets (Berensmann 2005). This danger would
not be given in LICs because their access to internationa financia markets is limited in
any case. Another main drawback of a moratorium is that it may encourage moral hazard
on the part of debtors.
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The following operational difficulties are associated with an adoption in Germany.
First, Germany as a member of the Paris Club could only offer a moratorium to a country
if the Paris Club has agreed upon such as in the case of the tsunami-hit countries in 2005.
Second, a suspension of payments would generate administrative costs in terms of new
redemption schedules.

For LI1Cs atemporarily installed moratorium can contribute to resolving a debt cri-
sis. However, this instrument should be adopted only when it is the only one available,
because it is associated with many problems. A moratorium should be established only in
exceptional cases and with creditor consent. For this reason the proposal of UNCTAD to
offer amoratorium for all LICs irrespective of their debt levelsis not advisable.

Criteriafor eligibility should be determined to guarantee that a moratorium isput in
place only in exceptional cases. The following criteria could be adopted:

e Debt indicators: The criteriafor these indicators should be in line with the DSF, i.e. a
country’ s debt indicators should exceed the debt limit thresholds of the DSF.

e Incomelevel: Only LICs should be eligible.

e Causesfor high debt levels: A debt moratorium should only be implemented in case
exogenous shocks present the main cause for unsustainable debt.

A moratorium should apply for debt service only because the main intention should be to
provide the debtor short-term liquidity.

4.3 Debt for Development Swaps

Another instrument under discussion in the international community as a means of
assuring debt sustainability in LICs is debt for development swaps.> Under a debt
swap relief is provided for external debt and in exchange the debtor government commits
to use additional domestic resources for an agreed development purpose (UNESCO 2007,
4).* Since the late 1980s many countries have adopted this instrument, including, for ex-
ample, Belgium, Canada, Finland, France, Germany, Italy, the Netherlands, Norway, Rus-
sia, Spain, Sweden, Switzerland, the United Kingdom, and the US (Moye 2001, 23-25).
The German Government, for example, provided to 19 countries debt swaps amounting to
€ 1.36 billion between 1993 and 2008 (BMZ 2009). Various types of debt for develop-
ment swaps are presented in Figure 4.

23 Debt swaps other than debt for development swaps would, for example, include debt-equity swaps,
debt-for-export swaps, debt-for-offsets swaps, or debt buy-back swaps. For an overview of various
swaps, see Moye 2001.

24 For this purpose various terms are adopted, including e.g. debt conversion, debt exchange or debt swap,
which refer to the same procedure (UNESCO 2007, 4).
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Figure4: Debt for Development Swaps

Debt swaps
Bilateral debt swaps Trilateral debt swaps
Creditor Debtor Creditor Debtor Third party

Source:  Own design

Under bilateral debt swaps the creditor country provides debt relief and the debtor
government investsin development proj ects. These investments may account to 100 per
cent of the debt relief provided. Under trilateral debt swaps the creditor and the debtor
country cooperate with a third party and the creditor usually places the funds in a trust
account that is administered by an independent body (BMZ 2009).

Debt swaps in the form of debt for development swaps are usually carried out in the
area of poverty reduction in various sectors, including e.g. the health or environmental
sector and they are conducted in the form of projects, programmes, basket-financing, or
budget-financing.

Debt swaps have various advantages for the debtor country. First, they reduce debt,
although the amount provided by debt swaps is quite small compared to total debt. Sec-
ond, they provide debtor countries with the opportunity to engage in additional develop-
ment measures that they may otherwise not have implemented without the additional
funds made available by a debt swap.

Debt swaps have the following advantages for donors. First, debt relief is conditioned
and debt swaps therefore increase the development leverage of donor countries in their
policy dialogue with recipient governments. Donors have the opportunity to direct money
from the budget of the partner for specific purposes. Second, debt swaps serve as a signd
to partner countries that their structures are recognised, because projects are proposed by
partner countries, and this serves to increase ownership of recipient countries (Ber-
ensmann 2007; Moye 2001, 7).

There are, however, some problemsinvolved with debt swaps. They may strain partner
budgets because partner countries are required to invest in development projects and thus
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need to make advance outlays in national currency. In addition, there may be fiduciary
risks if partner countries implement projects autonomously without disposing of appropri-
ate administrative structures. Moreover, windfall effects are possible because it is gener-
ally difficult to estimate whether the recipient country would have implemented these de-
velopment projects without the additional funds provided through debt swaps; this is re-
ferred to as the additionality problem.

The problems posed by fiduciary risks and windfall effects could be reduced by a-
dopting trilateral agreements. Under trilateral swaps the creditor country provides debt
relief and the debtor country conducts the development projects in cooperation with athird
party. These third parties generally have established and approved administration and eva-
luation mechanisms.

The German participation in the Global Fund to Fight AIDS, Tuberculosis and Ma-
laria is one good example for a trilateral agreement. The German government has pro-
vided debt relief to the Indonesian (€ 50 million) and Pakistan government (€ 40 million),
which have paid a part of this debt relief (Indonesia: € 25 million and Pakistan: € 20 mil-
lion) into the Global Fund (BMZ 2009). In addition, these trilateral funds represent an
innovative approach to debt swaps, and their adoption should be extended.

5 Policy recommendations

The global financial crisis has had an impact on the debt levels of LICs, with higher
borrowing needs jeopardising debt sustainability in L1Cs. Even though the magnitude
of these effectsis till uncertain due to alack of data, the debt situation of LICsislikely to
further deteriorate in the future. Debt sustainability represents one important prerequisite
for sound growth and devel opment.

What we find hereis a trade-off between two objectives. On the one hand, financing to
L1Cs needs to be increased, but on the other hand, debt sustainability should be main-
tained. Therefore, financing instruments of donors need to be highly concessional. In addi-
tion, the recent global financial crisis has shown that appropriate instruments for absorbing
such an exogenous shock need to be flexible and anti-cyclical. Moreover, a large amount
of money has to be available in the short-term.

For achieving these two goals we have to distinguish between measures aimed at pre-
venting and at resolving debt crises even if it is difficult to draw a clear dividing line
between these two categories because some measures are geared to both prevention and
resolution.

Prevention of new debt crises

Policy instruments used for crisis prevention include, in particular, instruments that
accord consideration to prudent lending and borrowing. What this means in this con-
text is first, that the debt situation in L1Cs should be monitored and assessed and that do-
nors mainly provide concessional loans or grantsto LICs. Debt monitoring and assessment
frameworks, such as the Debt Sustainability Framework (DSF), the Non-Concessional
Borrowing Policy (NCBP) of IDA, and the Debt Limit Policy (DLP) of the IMF, assume
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important roles in the global debt governance. Nevertheless, there appear to be uncoordi-
nated parallel structures for the overall debt policy of IMF / World Bank because the DLP
and the DSF adopt different analytical frameworks for assessing capacity. These different
analytical frameworks could lead to different results concerning LICS' debt sustainability.
Therefore these frameworks have to be streamlined. In addition, the NCBP and the Fund's
Debt Limit Policy should be harmonized by using the same concessionality requirements
and by using similar rules for providing non-concessional loans. Moreover, it is question-
able whether these frameworks have been effective because debt sustainability of many
L1Cs has been endangered.

Second, donor concessional financing facilities are necessary to prevent debt crisesin
LICs. The increase in the amount of concessional facilities of the IMF by up to US$ 17
billion through 2014 isin general appropriate to help to ensure debt sustainability in LICs.
This higher volumes of concessional financing would enable LICs to borrow more on
concessional terms rather than having to resort to non-concessional financing, which could
generate future debt service problems. However, the Fund has to ensure that borrowings
are used for increasing productive capacities. Another important question is whether this
new role of the IMF in LICs is appropriate or whether it negatively affects the division of
labour of the International Financial Institutions.

Similarly, IDA has reacted to the crisis and implemented appropriate reforms:

e |DA Fast Track Facility: The temporary establishment of this facility was also useful
in extending concessional financial resources to LICs. However, these are not addi-
tional financial resources because this facility is part of the IDA 15 fund.

e |DA guarantees: This instrument plays an important role to support countries in lev-
eraging their IDA resources by mobilising project financing and should be extended.
For this reason, it was appropriate to establish IDA guarantees as a standard instru-
ment.

e |DA Crisis Response Window (CRW): Since the CRW supports LICs quickly in the
event of exogenous shocks, it isin this regard complementary to IDA loans and grants.
However, concerning financing conditions which are similar to IDA loans, i.e. long ma-
turity, grace period and service charges, it is to some extent questionable whether the
CRW is complementary to existing IDA instruments. A shorter repayment period isin
some cases preferable in that long maturities tie up concessional resources for a longer
period of time than necessary, because e.g. some countries may need such funds only
for a shorter period of time. For this reason there could be a need for a short-term flexi-
ble concessional instrument. With regard to the division of labour between Interna-
tional Financial Institutions, it is questionable, however, whether the IMF and the
World Bank both need short-term lending instruments.

Third, adequate debt management represent important policy instruments to pre-
vent debt crises. The financia crisis has led to growing government financing gaps as a
consequence of lower tax revenues and higher expenditure needs. One important measure
to ensure external debt sustainability is to improve capacity-building in LICs for public
debt management (PDM) because a good PDM can help to identify and quantify the most
relevant risks associated with different financing options and, in addition, support an ef-
fective debt management.
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Fourth, local currency bond markets are another option to reduce external debt vul-
nerability in LICs. However, necessary structural conditions are not given in many LICs.
For this reason, local currency bond markets represent a viable instrument to reduce exter-
nal debt only for afew LICs. In the future, it will be a promising instrument to reduce ex-
ternal debt as many Middle Income Countries (MICs) have proven. For this reason donor
support to LICs in developing their domestic debt markets have been stepped up. Donor
initiatives such as the World Bank’s Gemloc Program and the TCX initiative of bilateral
donors are an important step in this direction.

Resolution of debt crises

Viable policy instrumentsto resolve debt crisesincludefirst, an insolvency procedure
for sovereign debt because it offersthe opportunity to ensure a restructuring process
that proceedsin an orderly and predictable manner. In the current international finan-
cial architecture there is no comprehensive procedure, or roadmap, available to restructure
a country’s foreign debt. The lack of a comprehensive approach to restructure debt leads
to high costs resulting from delays in initiating restructuring processes. Due to heteroge-
neous creditor groups debtors may have problems in reaching a timely agreement with
their creditors. In comparison with a timely restructuring, these delays generate high costs
such as losses in currency reserves and a decline in economic output. Moreover, a timely
restructuring contributes to preserving the value of claims.

Second, a moratorium on the debt service of LICs could contribute to debt sustain-
ability in the short-term. The main advantage of a moratorium is that it provides the
debtor time to improve his liquidity situation. However, a moratorium should only be im-
plemented in exceptional cases and with creditor consent, because moratoriums entail nu-
merous problems. First, a moratorium violates the fundamental principle on which al con-
tracts are based, namely that terms and conditions need to be met in full and on time. Sec-
ond, a moratorium may encourage moral hazard on the part of debtors. If a moratorium is
established, it should cover debt service only, in that its main intent should be to provide
the debtor short-term liquidity.

Third, debt swaps, in particular triangular agreements, present a viable instrument
to reduce debt, to increase the development leverage of donor countries and to increase
development measures in partner countries that would not have been implemented without
the debt swaps. By using trilateral agreements the problems posed by fiduciary risks and
windfall effects could be reduced, because the money for development projectsis paid into
afund managed with established evaluation mechanisms.
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Appendix

Box 7: Debt Sustainability Framework

Unlike the Enhanced HIPC-Initiative, the framework involves a country-specific approach for assessing
debt sustainability based on threshold values for debt indicators, including e.g. debt or debt-service pay-
ments in relation to exports, GDP, or government revenues. Instead of automatically applying the same
values for all countries concerned — as was done under the HIPC-Initiative — the new framework will take
into account the quality of national institutions and economic policies, which will be measured with the
aid of the internal rating procedure (CPIA) used by the IDA for granting credit. If countries do well on the
CPIA index, higher debt is seen as sustainable because better institutions and economic policies are re-
garded as a positive measure of a country’s repayment capacity. Three country types are distinguished in
this connection: Countries with poor, moderate, and good performance on the CPIA Index. The main
elements of the DSF are:
e An assessment of a country’s projected external and public sector debt burden and its vulnerability to
exogenous shocks, including a calculation of baseline and shock scenarios.
e Ananalysisof the risk of debt distress based on indicative external debt burden thresholds that hinges
on the quality of a country’s policies and institutions.
e Recommendations for a borrowing (and lending) strategy that limits the risk of debt distress.

The DSF is a standardised analytical framework which on the one hand takes into account country-
specific circumstances and other hand makes cross-country comparison possible. The central objectives
of the DSF areto:

e Guide borrowing decisions of LICs: This framework is conceived to guide borrowing decisions of
LICsin ways that bring their financing needs into line with their current and future repayment ability,
in particular as regards decisions on adequate terms for new financing or a suitable pace of debt re-
accumulation for countries that have obtained debt relief. In addition, governments can apply the DSF
in their dealings with donors, lenders, and other stakeholders.

e Direct creditor lending and grant-allocation decisions: The DSF is designed to provide guidance
for creditors' lending and grant-allocation decisions that allow creditors to ensure that financial re-
sources are offered on terms that do not endanger debt sustainability in LICs. Major multilateral insti-
tutions, including the IDA and the African Development Bank, have adopted the DSF for coming to
decisions on the right grant-loan mix for LICs.

e Contributeto crisis prevention: The DSF is designed to contribute to identifying crises at an early
point in order to be able to take preventive measures.

The DSF has the following strong points:

e Improved information: The DSF has significantly improved access to information and the timeli-
ness, comparability, and quality of information on the debt situation of LICs. This better information
base has improved the decision capacities of borrowers and lenders.

e Improved creditor coordination: Improved creditor coordination can facilitate sustainable lending
practices. Each creditor is informed about the lending conditions of other creditors, and may be con-
fident that other creditors will not offer financial resources on terms that endanger debt sustainability.

e Coverage of nearly all creditorsto L1Cs: The DSF has been adopted by nearly all major multilat-
eral and traditional bilateral creditors.

Nevertheless, the framework does have several weaknesses:

e Exactness of the assumptions made: Since assumptions affect the outcome of debt ratio trajectories
and debt distress ratings, they play an important role in the DSA. The problem is, however, that it is
difficult to make macroeconomic projections, in particular to project the investment-growth nexus.
Domestic debt: The build-up of domestic debt is currently not mirrored in the debt distress rating.
Private creditors: Private capital flows pose new risks that are not included in DSAS.

Little adoption of DSF by non-traditional creditors: These creditors often do not adopt the DSF.
Restricted domestic capacity: The effectiveness of the DSF is dependent on the ability of borrowing
countries to adopt the framework as a means of guiding their borrowing decisions (Beddies et al.
2009; IMF 2006a; Rocher 2007, 43-44).
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Box 8: OECD Export Credit Group: Principlesand guidelines on sustainable lending

OECD member countries have agreed to establish a set of principles and guidelines on sustainable lending
within the Working Group on Export Credits and Credit Guarantees (ECG). Compared to their total port-
folio, their current exposure is small, partly due to the recent debt relief initiatives. However, these credi-
tors are interested in new lending to LICs.

Members of thisworking group have agreed that for most L1Cs lending on a concessional basis is the most
suitable source of external financing. In addition, they acknowledge that official export credits to public
entities should be in line with sustainable lending practices, i.e. lending should not jeopardise the future
and long-term development outlook. This group has agreed on the following set of principles and guide-
lines which follow IDA and IMF concessionality requirements and take the DSF into account:

e ECG members will monitor concessionality requirements and report to the IMF and the IDA. Conse-
quently, export credit agencies will make available non-concessional credits only if these credits en-
able LICsto continue to match the relevant concessional requirements.

e Inproviding official export credits to IDA-only countries without concessionality requirements, ECG
members will consult the most recent DSA analysis of IMF and World Bank.

e For larger credits with a repayment term of two years or more, ECG members will ask government
authorities to assure that this credit is compatible with a country’ s agreed borrowing and devel opment
plans.

The European Union member states have officially approved these principles. The aim is to guarantee that
loans supported by their export credit agencies are consistent with sustainable development objectives
(Beddies et al. 2009; OECD 2008).

Nevertheless, in practice there are operational problems in establishing information sharing and coordina-
tion, thus protracting credit guarantee procedures. Bilateral official creditors outside the OECD constitute
a group of creditors quite diverse in terms e.g. of their investment strategies and policy objectives. Simi-
larly, with respect to the concessionality requirements, it might be difficult to include private creditors.

Examples of graduated HIPC and MDRI countriesin high debt distress

In Burkina Faso the global financia crisis has had an impact on real GDP growth, ex-
ports and external debt. Due to lower global demand in the aftermath of the financia cri-
sis, projections for real GDP growth have been reduced by 1.4 percentage points for 2009
and 1.9 percentage points for 2010 (Table 2). Similarly, projections for exports have been
decreased substantially for 2008 and 2009. However, projections for 2010 have been in-
creased by 34 per cent, and this significant increase is partly due the low levels noted be-
tween 2007 and 2009. On the one hand, reduction in GDP growth and exports have been
duein part to lower external demand and a decline in the prices for cotton, Burkina Faso’'s
main export commodity. On the other hand, lower international oil prices and higher gold
prices will have mitigated these negative effects.

Burkina Faso remains at high risk of debt distress. The IMF projects that external debt
levels in terms of exports will increase substantially from nearly 123 per cent in 2008 to
nearly 145 per cent in 2009. However, thisindicator for external debt levelsis projected to
decrease, as early as in 2010, to 121 per cent (IMF 2009I, 19). Although projections for
debt in terms of revenues have not been corrected by the IMF in the aftermath of the glo-
bal financial crisis, this indicator is likely to increase from about 85.1 per cent in 2008 to
114.5 per cent in 2011 (Table 2).
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Table2: Macr oeconomic I ndicators of Burkina Faso, in per cent
2007 2008 2009 2010 2011
Est. Prog. Proj. Prog. Proj. Prog. Proj. Proj.
GDP at constant prices 3.6 45 5.0 4.9 35 6.0 4.1 5.3
Exports -2.9 6.6 -2.8 21.0 13.1 10.1 44.4 6.3
NPV of externa debt| 110 123.2 122.6 131.3 144.7 138.6 121.0 130.0
(per cent of exports)
NPV of external debt| 85.5 93.2 85.1 108.5 106.9 1144 | 1123 114.5
(per cent of revenues)
Source:  IMF 2009I, Table 1, 19

The global financial crisis has had a substantial impact on macroeconomic indicators in
Gambia, leading to a likely decline in GDP from 6.1 per cent in 2008 to 3.6 per cent in
2009 and a decrease in exports from 8.8 per cent in 2007 to -5.4 per cent in 2008 and -1.0
per cent in 2009 (Table 3). Two main reasons for this development are lower tourism fig-
ures and a decline in remittances by 20-30 per cent in the first quarter of 2009 (IMF
2009k, 6).

The country remains at high risk of debt distress even after HIPC and MDRI debt relief.
According to the DSF, Gambia is considered a weak performer: The indicative threshold
for the net present value of external debt in per cent of GDP is 30 per cent; the NPV of
external debt in per cent of exports is as high as 100 per cent. In 2008 Gambia exceeded
one of these thresholds: Debt in terms of exports was 135 per cent and debt in terms of
GDP amounted to 26.25 per cent. One reason why debt in terms of exportsis high is that
projected exports have declined and the currency has substantially depreciated against the
US-Dollar. In addition, Gambia has taken out new loans (IMF 2009k, 13).

Table 3: M acr oeconomic Indicators of Gambia, in per cent
2007 2008 2009 2010
Act. 4" Rev. Act. 4" Rev. Act. Proj.
GDP a  constant 6.3 5.9 6.1 4.6 3.6 4.3
prices
Exports 8.8 -6.9 -54 0.9 -1.0 2.2
Source:  IMF 2009k, 13
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