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SECTION 1: INTRODUCTION
I

Development Reimagined (DR) recently
published a “Debt Guide”, as part of the Africa
Unconstrained series of content on African
growth, debt and perspectives, aiming to
improve understanding of the topic. This report
builds on this knowledge and looks towards the
future of debt in developing countries, with a
focus on African countries.

The paper brings together and appraises in as
complete and holistic a way as possible ten
methods, solutions and strategies for African
and broader stakeholders to consider
implementing as the world continues to grapple
with the ongoing COVID-19 pandemic. Three of
the “options” analysed have previously been

utilised, while seven others are newly proposed.

The bulk of the paper draws heavily from desk
research. Prior DR debt-related research and
publications have been updated, and combined
together with information from a range of other
sources, including official reporting from
government and multilateral organisations,
academia, NGOs and private sector
organisations across the world, including China
and African countries. To supplement this, a

series of interviews have also been conducted
with subject experts, including individuals for
which development and debt is their day-to-day
work, such as academics and policymakers,
also from across the world, including China and
African countries.

Utilising a newly created and innovative
approach and appraisal framework for
assessing the “options” proposed (which can
also be extended to other options as they arise),
this paper aims to methodologically and clearly
provide detail, nuance, knowledge, and
recommendations to all stakeholders involved
in the international debt system for how best to
proceed going into the 2020s and beyond.
Critically, this paper is written with African
sustainable development and economic crisis
avoidance the overarching long-term goal.

The paper was written to be read and
understood by those with some subject
expertise. For readers not so familiar with the
topic, a glossary in the appendix provides a list
of acronyms and definitions of technical terms
used throughout.

-": “’;»"" p .v ‘.
“ =iy
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SECTION 2: THE GLOBAL DEBT SYSTEM
I

The global debt system is complex, with

many diverse and sometimes overlapping [S&FFPZ; pOF"ZiOH Of a country 'S
concepts and actors. This section aims to -

illuminate this system, giving detail on the /20 aF a7 oI A alo) A 2o 2le ﬁ"Oi‘?‘Z

different  stakeholders, their different . . .
approaches, and the different reasons for fOi‘Elgi’I Ie;-zders, U'ICZ'Z-{dU’Ig

their involvement. While governments do .
have domestic debt, built up through COI‘?‘?!’}"I@}“CZ(I[ baf"IkS,
domestic lending institutions, and this has its _ . .
own opportunities and challenges, since this [ APAXAALLL ARSI AT I i teliTo)] 1al
report is focused on international policy, . . . .5
debt” in this report refers primariy to WALSULSIIRIZNIIITIITOIRS

external debt, defined as:

Thus, the analysis and findings of this paper are applicable to all countries that raise external debt,
especially through the lens of sustainable economic development and poverty reduction, which is
required in all countries universally. However, due to the fact that most high-income countries have
highly developed domestic banking systems, and therefore rely on external debt less, combined with
constraints in data availability — especially data from multilateral organisations — the analysis primarily
features low- and lower middle-income countries.

Figure 1 provides a simplified overview of the global external debt system. The key actors in this system
are the lenders and debtors — those who offer and receive loans — though other institutions such as
regulators and credit ratings agencies also play significant roles.

Figure 1: Debtor countries debt system — a simplified overview'

External creditors
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Multilateral loans ~4————  development < Donor commitments !l
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Countries
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Developing

debtor countries Banks and
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\— Sovereign Eurobonds < Eurobonds
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The proportions of different types of debt held in developing countries and the types of lending engaged
in or favoured by different lenders varies significantly and is discussed in more detail in the following
sections.
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But who exactly are these stakeholders? Why and how do they lend or borrow? Where and what do
they prioritise?

The debtors

As already noted, both rich and poor governments, on behalf of their citizens, have debt. For most rich
country governments, the majority of their debt is often lent from within their own countries — through
their own central banks, or their own private banks. But for many poor country governments, much of
the debt has been lent to them from external sources — by other governments and multilateral
organizations, as well as private lenders.

Who are the debtors?

The countries focused on in this report display a wide range of circumstances with regard to debt and
development. Most African countries are low-income or lower middle-income countries, some are
resource-rich, some are politically unstable, etc. DR’s Debt Guide provides detail on 20 of these
countries’, but there are many more, and they all have different reasons for desiring and maintaining
debt, and their preferences for debt levels, stock, structures and creditor make up.

Why do countries borrow?

African countries face huge infrastructure gaps, which require financing, if needed sustainable
development is to occur, and for goals like the Sustainable Development Goals (SDGs) to be achieved.
For example, over 640 million Africans remain without access to energy, corresponding to an electricity
access rate of 40%ii. Figure 2 illustrates the internet access gap in 20 African countries, the importance
of which has been highlighted during the COVID-19 pandemic, with internet access essential not just
for enabling safe digital trade and services, but also for children to access education and health
information. Indeed, SDG 9 is meant to 'significantly increase access to ICT and strive to provide
universal and affordable access to the Internet in least developed countries by 2020'. As Figure 2 shows
below, the target is clearly being missed, including in some relatively richer African nations".

Figure 2: Percentage of Population without access to the internet in
20 African countries, 2018Y
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Many African countries do not have the capacity in budget or
ability to raise funds domestically to finance such infrastructure
gaps, which extend to energy and electricity, water, transport, and
other sectors. Connectivity and infrastructure projects often
require large capital, which governments cannot fund through tax
revenues nor domestic debt without unacceptably large
opportunity costs in reductions to key government expenditure
like education and health. African countries cannot raise taxes or
other funds domestically for an infrastructure funding gap
estimated by the African Development Bank (AfDB) at between
USD 68 billion and USD 108 billion per year", not to mention all
the other key requirements of their citizens.

Therefore, external financing plays a huge role in the
infrastructure and development planning of African countries,
including FDI and grant aid but also loans — the focus of this
paper. “Good debt” would mean these loans go into productive
use, allowing vital infrastructure projects to go ahead, and
promoting sustainable development, economic growth, and
poverty alleviation, whilst “bad debt” can go to unproductive uses,
get mired in corruption, and potentially place African governments
in debt crises.

Promoting “good debt” is clearly vital for many countries in their
ambitions to deliver infrastructure, economic growth, and
associated poverty alleviation and jobs for their citizens.

To explain this in more depth, Box 1 provides a case study of
Nigeria, including a breakdown of the country’s external debt
stocksVii,
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Box 1: Case study debtor: Nigeria

Nigeria is the African continent’s biggest country in GDP terms and in population terms. Nigeria
uses external debt for spending on outstanding infrastructure projects in the sectors of power,
mining, roads, agriculture, health, water and education, with Eurobonds issued to provide further
funding for the country’s budget deficit and other financing needs. The county’s president
Muhammadu Buhari said in September 2020 “We have so many challenges with infrastructure. We
just have to take loans to do roads, rail and power, so that investors will find us attractive and come
here to put their money.”

As Figure 3 below shows, Nigeria’s external debt stock is varied, with commercial private sector
debt (known as “Eurobonds”) the largest single contributor. The country also owes significant debt
to the World Bank International Development Association (IDA), the International Monetary Fund
(IMF), and China’s Exim Bank. Nigeria’s bilateral debt to China is multiples of its bilateral debt to
other bilateral lenders — fairly typical among African countries.

Figure 3: Nigeria's External Debt Stock as at June 30, 2020 in Millions of USD

F: 3,358.90 ]

IDA: 10,053.66

Multilateral: 16,360.14
IBRD: 409.51

AfDB Group: 2,247.77

Total debt stock: 31,477.14 Others: 290.30 —

Bilateral: 3,948.65 China (Exim Bank of China): 3,240.73 :

France (AFD): 403.65

Japan (JICA): 76.69

India (Exim Bank of India): 34.87

Commercial 11,168.35 Germany (KIW): 192.71

Eurcbonds: 10,868.35

Diaspora Bond: 300.00

The terms of this debt vary between lenders and mechanisms, but Figure 4 provides a snapshot of
actual debt service payments for the country for a short period in 2020. Over this time, the majority
of Nigeria’s actual debt service payments were to Eurobond holders (at 55%), followed by the IDA
and AfDB Group.

Figure 4: Nigeria's Actual External Debt Service Payments (April to June 2020)
in thousands of USD
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The lenders

The range of lenders can broadly be categorised into 3 groups (as in Figures 2 and 3 above):

1. Lending countries — or “bilateral” lenders

2. Multilateral or regional development banks'

3. Commercial lenders like private investment or other banks with market-rate interest loans (such as
JPMorgan Chase or China Development Bank) and other credit instruments of varying lengths -
such as Eurobonds or other foreign bonds.

Some lenders straddle groups through partnering or offering differing lending mechanisms, and/or are
considered by some observers as private, but by others as public. For example, in some cases bilateral
lending countries put extra finance into development banks, rather than or in addition to lending through
their own domestic institutions.

This section details the types of loans these different groups, and lenders within them, offer across
Africa, as well as their reasons for doing so.

Who are the lenders?

Figure 5 shows some example institutions from each category as described above. All lend for very
different reasons.

Figure 5: Example organisations within different lender groups

Multilateral Bilateral Private
lenders < vs > lenders < vs D lenders
» Africa Development Bank  Paris Club member countries (a = Commercial investors in debtor
- ?Norld Bank -_through group of 22 mainly OECD B gﬁéﬁ;ﬁ?g:ﬂ?mds
instruments like IBRD, IDA, and member lender countries around the world such
IFC countries), including via as :h; fosltqunirlngdf:::vm China: :
i » Industrial and Commercial
s "gwernrnent fln‘anced o Bank of China, Agricultural
« AlIB i de?elolpment finance' Bank of China, and China
= ADB institutions, such as the UK's Merchants Bank
= EBRD CDC Group or Germany's KfW.
« Inter-American Development « Policy banks from various
Bank countries such as:
« Islamic Development Bank « China (through the Export-
+« New Development Bank import Bank of China)

« India (through the Export-
Import Bank of india)
« Turkey, the UAE, etc.

Why do they lend?

The different lenders have differing reasons for providing credit (loans) to African countries, and make
decisions to lend in different ways.

Multilateral and regional development banks (MDBs) typically cite poverty reduction, sustainable
development, and assistance through crises as reasons for providing loans. In 2015, all the above listed
MDBs committed to supporting the achievement of the SDGs"i, and the overarching objective of the
AfDB, for example, is to “spur sustainable economic development and social progress in its regional
member countries, thus contributing to poverty reduction”.

1 Note: Projects executed by multilateral organizations on behalf of donor countries are classified as bilateral flows, since it
is the donor country that effectively controls the use of the funds.
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However, there are differences between individual credit mechanisms’ aims. For instance, the IMF has
three main credit facilities for low-income countries (LICs): one aimed at supporting “countries’
economic programs aimed at moving toward a stable and sustainable macroeconomic position
consistent with strong and durable poverty reduction and growth”; another aimed at providing “low-
access, rapid, and concessional financial assistance to LICs facing an urgent balance of payments
need”; and another aiming to support “low-income countries that have reached broadly sustainable
macroeconomic positions, but may experience episodic, short-term financing and adjustment needs,
including those caused by shocks™.

Moreover, the MDBs have different structural approaches to decision making on how, how much and
whom to lend to within these overall objectives. The IMF’s Executive Board, for example, includes 24
Executive Directors, only 3 of which are from Africa®. The board composition impacts the strategic view
of who and what is funded by the IMF. At 12% of the total, the African board representation is
considerably less than the continent’s proportion of global population at 17%. Furthermore, when taking
into account the global geographic distribution of the poor, which is dominated by Africa, it can be
considered that Africans’ voice on the board level is extremely under-represented. Similarly, the
executive board of the World Bank’s IDA, International Finance Corporation (IFC) and International
Bank for Reconstruction and Development (IBRD) includes 4 African Executive Directors, from a total
of 24,

Bilateral lenders’ reasons for providing credit to African countries are more diverse than for MDBs. In
many cases, the lending country’s political or strategic ambitions are a priority — with loans often (though
not always) conditional upon lender country companies (such as infrastructure builders or consultancies)
involvement. Political acceptability of external loans among lender countries’ own populations (i.e. what
some term as “taxpayers” views on aid) can also impact their decision making.

Many bilateral lenders decide upon their lending strategy, in terms of where and how to loan, within the
context of a “country strategy” written by that country’s bilateral institution itself. For example, the UK’s
Foreign, Commonwealth and Development Office (formally Department for International Development
- DFID) has multi-year top-down country strategies into which aid, World Bank trust fund and other
activities fit, which take into account analyses such as the World Bank’s Country Policy and Institutional
Assessments (CPIA)2. Alternatively, and in addition, non-governmental and private sector organisations
from the lending country often access the bilateral lender directly or are approached directly by the
bilateral lender to propose projects to deliver abroad which may then be taken up. This often takes
place with Chinese loans, but also for other lenders such as the US, France, Japan, etc.

Private lenders, such as commercial banks and Eurobond bondholders typically provide finance with
the objective of making a profit. They decide on portfolios of and/or specific projects and loans to finance
making use of credit ratings agencies’ ratings, and other risk analyses, as well as feasibility studies.

2 For an example of such a document — see the UK’s Bilateral Development Review from 2016:
https://www.gov.uk/government/publications/rising-to-the-challenge-of-ending-poverty-the-bilateral-development-

review-2016



https://www.gov.uk/government/publications/rising-to-the-challenge-of-ending-poverty-the-bilateral-development-review-2016
https://www.gov.uk/government/publications/rising-to-the-challenge-of-ending-poverty-the-bilateral-development-review-2016

DR Flagship Report: Options for Reimagining Africa’s Debt System

What do they lend?

Figure 6 shows the broad categories of development finance, as offered by lenders. As this report is
focussed on debt — grant aid is not discussed further.

Figure 6: Types of development financing

Grants L inztgrr:-st ce==d Confessional cea=d Cor?merical
loans oans oans
Typically associated with Zero interest loans are a Concessional loans are Commercial loans,
both  mutilateral and type of development loans with low, below- sometimes called non-
bilateral development finacning that requires market interest rates. concessional loans, are
finance  organisations, repayment but no Like zero-interest loans, loans  with interest
grants require no interest payments. they are typically also at market interest rates.
repayment, and Typically offered with offered with long Unlike other loans, they
therefore are not long repayment and repayment and grace are more typically
considered loans. grace periods, this type periods, this type of loan offered by private
of loan is offfered is offfered by bilateral lenders, such as
by bilateral and and multilateral lenders commercial banks.
multilateral lenders and and can be consdired
are consdired ODA. ODA depending on the

loans' grant-element.
Where do they lend?
Different organisations lend in different places.
MDBs limit their credit offerings to certain qualifying countries for the following reasons:
Geographical distribution

o AfDB, for example, only extends credit to regional member countries; that is, African countries. The
Asian Development Bank, European Bank for Reconstruction and Development, and Inter-
American Development Bank also restrict loans to regional member countries. In most instances,
MDBs member organisations from outside of their respective regions are lenders. However, this is
not necessarily always the case, with Asian Infrastructure Investment Bank having outside-region
members who more typically would be debtors rather than lenders (including African members like
Benin).

Income status/level

e Certain IMF and World Bank facilities are only available to low-income countries. For example,
eligibility for the World Bank Group’s IDA support depends primarily on a country’s relative poverty,
defined as GNI per capita below an established threshold and updated annually (USD 1,185 in the
fiscal year 2021) — which currently applies to 74 countries around the worldxii,

e These types of groupings also come with further conditions. For example, IDA loan eligibility
involves debt sustainability assessments (discussed further later). In contrast, eligibility for IBRD
loans does not require such assessment, but is only possible for countries grouped as higher
income. As a country graduates from one grouping to another, it's eligibility for loans can
significantly change.
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Similarly, some bilateral lenders also limit their credit offerings to certain countries or regions based
on the following reasons:

e Politics — for example:
o Canada only provides loans to countries considered democratic.
o China only provides loans to countries that it has diplomatic relations with — a list which
includes 53 African countries.

¢ |ncome status/level

o Similar to MDBs, some countries offer certain debt only to countries under an arbitrarily
chosen level of national per capita income.

Last but not least, private and commercial lenders, as well as Eurobond-holders, prioritise returns,
interest rates and coupon rates.

More detail about China as a lender is provided in Box 2 as a case study*".

Having discussed the actors involved in the debt system, and their motivations and mechanisms, the
following section broaches how we got to this point — by providing a brief summary of the history of debt
in African countries.




DR Flagship Report: Options for Reimagining Africa’s Debt System

Box 2: Case study lender: China

Chinese institutions, like those from other countries around the world, lend money to African countries through
a variety of mechanisms and from a variety of sources. As, according to World Bank and UN classifications,
the world’s largest developing country, and largest South-South Cooperation actor, China is chosen as a case
study debtor country. Indeed, China’s lending footprint in Africa is broad - 50 countries in Africa have borrowed
from Chinese institutions between 2000 and 2018, with 1,077 loan commitments worth a total of USD 148
billion.

This might seem like a great deal from Africa’s perspective, but from China’s perspective it is less important.
For instance, lending to Africa from China comes from three categories (as stated above in the main text):

e Bilateral lending through state policy banks such as the China Export-Import Bank (EXIM) and China
Development Bank (CDB - though its status as a policy or private bank is debated).

e Multilateral lending through capital contributions and continued shareholding of MDBs such as the World
Bank institutions and more recently the AlIB and New Development Bank (note contributions to UN
institutions are grants).

e  Private lending through commercial banks such as ICBC and BOC.

With regards to EXIM, based on 2018/2019 figures, lending to 46 African countries in total makes up around
just a third of its total overseas lending portfolio. However, EXIM also has a domestic component as well, which
is significant. CDB reports suggest that Africa is a very small lending destination — accounting for just 1.3% of
total overseas loans by 2019.

Similar to Japan — though in contrast to some other lenders — China strongly favours bilateral lending over
multilateral lending. Bilateral lending enables Chinese firms to engage directly in delivery of projects (through
tied loans). This also enables other incentives (such as provincial level subsidies) to be combined with project
delivery for most cost-effective outcomes from a Chinese perspective.

An analysis of 157 countries comparing World Bank to Chinese lending in the 2000-2014 period found that
while Chinese lending terms (grace periods, interest rates, and maturities) appear to be less concessional than
those for World Bank projects, loans provided by Chinese institutions tended to be larger than those provided
by the World Bank (the average size of loans was USD 307 million and USD 148 million, respectively),
potentially indicating that Chinese banks lend for types of projects that the World Bank and other multilateral
institutions do not. The authors also found that China provided loans to 30 countries that the World Bank didn't,
and that Chinese loan terms were comparatively easier (more concessional) than private sector terms.

Chinese banks tend to employ a different methodology to assess loans compared to MDBs, which means
Chinese actors are able to offer loans in certain sectors such as infrastructure - more easily and speedily. A
2018 study by the Infrastructure Consortium for Africa suggested that for some categories of infrastructure
projects, countries have had to wait over nine years for project approval from multilateral banks. Part of the
challenge for others is risk assessment. For China, loan eligibility is typically conducted on the basis of projected
returns from a specific project. The aspect of which country the project would be in, or “political risk” as it is
sometimes termed, is a minimal consideration. In other words, Chinese lenders look at loans as business
propositions, and worry less about individual credit history or “debt sustainability” (see Appendix 2 for more on
this) than other bilateral or multilateral lenders might. From the Chinese lending perspective, infrastructure
tends to have a higher return. Hence, the China Exim states that over 80% of its outstanding loans to Africa
are for infrastructure construction. In addition, loans can be offered to fund projects that have been won by a
Chinese company through a public tender process, which also speeds processes up.

China’s emergence as an important source of debt for African countries is further detailed in the next section.
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SECTION 3: DEBT IN AFRICAN COUNTRIES: A BRIEF HISTORY
I

This section provides key background information on debt in African countries, including exploring the
origins of debt crises on the continent (and elsewhere, where relevant, for context). First, data is used
to contextualise debt levels in Africa over time, since the 1950s and 1960s, when the majority of African
countries became independent, right up to 2020 (note that the COVID-19 pandemic and its impacts on
debt in Africa is covered in Section 4).

Debt and debt sustainability in Africa over time: what does the data show?

From very low bases in the 1960s and 1970s, external debt stocks in many African countries grew
steadily until a period of relative stability from the early 1990s to the mid-2000s, after which external
debt stocks have grown rapidly, as shown in Figure 7.

Figure 7: External debt stocks, total (disbursed and outstanding debt, current USD billions) -
Sub-Saharan Africa (excluding high income)*”

.....

....

o
-

....
---------

However, when considering concurrent economic growth in these countries, by looking at these stocks
as a percentage of GNI, the data tells a different story. As Figure 8 shows, by this indicator, low-income
African countries’ external debt stocks grew hugely in the 80s and early 90s, reaching a peak in 1995,
before falling similarly quickly in the late 90s and early 2000s, as stronger economic growth across the
continent greatly increased GNiIs. Since then, however, external debt ratios have been increasing once
more, though not yet to the highs of the 1990s.

That said, debt in the majority of African countries is very small compared to global debt and global
GDP. Africa as a whole has a very small proportion of externally held debt, such as debt from other
governments, multinational banks or the private sector globally, totalling USD 775 billion, comparable
to amounts held by single countries (such as USD 557 billion in Brazil, or India’s USD 521 billion) and
less than half of what China has borrowed from the world (USD 1962 billion)*vi.
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Figure 8: External debt stocks (% of GNI) - Sub-Saharan Africa (excluding high income
countries)*vi

The emergence of China as a source of loans to Africa

After steady growth in the first decade of this millennium, official development assistance (ODA) to
Africa stagnated in the past decade at around USD 50 billion per year, and this is true of multilateral,
Development Assistance Committee (DAC) donors as a group, and non-DAC donors of ODA, for which
the OECD collects data (and therefore not including China). Figure 9 represents this, while also
highlighting African countries’ economic growth over the same time period. As a percentage of their
GNIs, ODA to African countries fell from close to 6% in 1990, to under 3% every year since 2007.

Figure 9: Overseas Development Assistance to Africa*vii
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In comparison (and in some ways making up for this), China has emerged as an important source of
external financing in African countries.
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However, estimates for the proportion of loans that China now makes up for developing countries vary
— due to differing estimates of China’s lending overseas, and limited official data from China of the
volumes, especially at a country-level. There are challenges with transparency on loan distributions and
terms; as Marina Rudyak, Assistant Professor of Chinese Cultural Studies at Heidelberg University put
it: “We don’t get to see the loan agreements so it’s difficult to know about the risks”. For instance, a
study of 48 African countries by the Jubilee Debt Campaign suggested that 20% of their debt was owed
to China, compared to 35% to multilateral institutions, 32% to private creditors, and the remaining 13%
to the "Paris Club” of lenders**. A recent IMF paper suggested that since 2010, private sector bonds
have been the fastest growing source of finance for several low-income countries. On the other hand,
in a June 2019 working paper for the Kiel Institute for the World Economy, estimated that for low-income
countries total lending from China between 2010 and 2015 exceeded lending from the multilaterals and
private sources*.

However, the most rigorous sources suggest that around 20% of African external debt is now owed to
China, and as set out in Box 2, worth USD 148 billion. Figure 10 shows that these loans were of
relatively small value in the early 2000s, but have since risen significantly, averaging over USD 10 billion
per year in the decade from 2008-2018. It is also worth noting that 2016 is a special case in China’s
lending to Africa, with Angola having received almost USD 20 billion credit.

Figure 10: Chinese loans to Africa (2000 to 2018)**
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Like any other bilateral lender, China has limits on the volume of grants and concessional (cheap)
international loans it provides. The total volume of China’s lending to Africa is typically determined and
negotiated as part of the Forum of China Africa Cooperation (FOCAC) and more recently the Belt and
Road Initiative (BRI). FOCAC, which celebrated the 20t anniversary of its founding in 2020, is a forum
of China and the 53 African countries that maintain diplomatic relations with China. For instance, at
both the 2015 and 2018 meetings of FOCAC, China pledged USD 60 billion to Africa — most of which
constituted loans and other credit lines. The African Union (AU) and 46 African countries have now
signed separate Memorandums of Understanding on the BRI with China3, which is expected to shape
the future volume and direction of Chinese development finance*.

3 See www.africaunconstrained.com/ourdata

4 See China’s 2021 White Paper on International Development Cooperation: http://www.xinhuanet.com/english/2021-
01/10/c 139655400.htm
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Debt in Africa: A contextualised explanation

Pre-independence/colonial structural influence on African economies

Due to the nature of their economic relationships with former colonial powers, almost all African nations
had become exporters of a limited range of primary products, and importers of manufactured goods, by
the time of independence*i. The established links between the producers and the colonial metropoles
meant that many colonies became dependent on other countries to purchase and dictate prices of
products. Colonies, as a result, were left without infrastructure to process raw materials and primarily
purchased ready-made goods from their associated former colonial powers. The result was that
colonies produced what they did not consume and consumed what they did not produce.

This was accompanied by a demand for external finance when export earnings were not sufficient to
finance the level of public expenditures required for maintaining and expanding the commodity exporting
dominated economies. Combined with the historical reliance on commodity exports, this then helped
create situations where African countries’ financing would be very sensitive to global commodity
demand and price shocks — as discussed further in the following section.

Compounding this were commodity booms during the post-independence era in major commodities
exported from Africa, as shown in Figure 11. In many cases, along with the rise in commodity prices
came increases in government expenditure. As Mma Amara Ekeruche, Research Fellow at Centre for
the Study of the Economies of Africa, highlighted in our interview with her, after African countries gained
independence, which brought more ownership of their spending, they particularly increased spending
on social services, and countries increasingly borrowed to do this due to a lack of tax revenue. Though
some argue that this and import substitution policies were policy errors on the part of African
governments, it can also be argued that the fundamental problems were structural/historical and the
resulting policies are therefore a reflection of this reality and hence secondary in their effect.

Figure 11: Price indices of some major agricultural and mineral export
commodities of Africa*i
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Lessons learnt

e The structure of African economies at independence was hugely influenced by former colonial
powers, which set African countries on a difficult debt and sustainability path. This was further
exacerbated by weak African government policies, partially caused by colonial power influence.

e Colonial legacies still impact African economies in the present day.
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Oil crises and collapses of other commodity prices in in 1970s

Figure 11 also shows that commaodity prices collapsed during multiple instances during the 1970s, which
had strong direct and indirect impacts on African debt. The World Hunger Education Service (WHES)

argues that the debt crisis (especially in Africa and South America) was caused by unregulated private
sector lending and policies administered by international financial institutions*v,

A major node in the debt crisis onset is the oil crisis of 1973, where members of the Organization of
Petroleum Exporting Countries (OPEC) placed an embargo on oil prices as a geopolitical strategy to
disrupt the economies of countries that supported Israel in the Yom Kippur War. Banks that benefited
from the new OPEC investments began making loans to developing countries, mostly with improper
evaluation as per the loan requests and usage thereafter. The oil crises led to recessions in
industrialised nations, a decline in demand for and exports of raw materials from developing countries
like those in Africa, increased domestic costs of production in the continent, and many countries also
saw the interest on their debt rise dramatically. When the second oil price shock came in the late 1970,
many African countries were unable to absorb the shock. By the end of the 1970s Africa’s total external
debt volume grew almost fifteen-fold*V, without concurrent similar sized increases in government
expenditure.

Lessons learnt

e A lack of diversification of exports and export markets can lead to an over-reliance on the global
price of a country’s predominant export commodity, or an over-reliance on the economic status of
external trade partners — both of which remain out of the control of African governments.

Debt crises of 1980s and 1990s

The 1980s and 1990s were a period during which the debt crisis had a massive effect on LICs. Many
economies of the Global South defaulted on their debts, with Mexico being the first to request repayment
assistance®Vi. The IMF and the World Bank practically oversaw the financial rescue policies that were
necessary to address the mass debt crisis that erupted in 1982. Policies centered on ‘structural
adjustment’ (mostly privatization) and ‘macroeconomic tightening’ (austerity measures) were suggested
and applied as measures to deal with the debt crisis. These structural adjustment programs (SAPs), as
a policy response are discussed further in Section 6.

Conversely, the debt crisis of the 1990s was not a mass fallout of simultaneous defaults like in the
1980s. The crisis was sequential, with multiple countries/regions across the world having economic
failures from 1994 (Mexican Crisis), 1997 (Asian Crisis) right up to 2002 (Argentine Crisis). Some
foundations to this were elements of the private sector, with major banks and corporations over-
borrowing, as private investors, and foreign banks over-lending without checking ability to honor debt.
These actions led to capital flight and massive currency speculation which contributed to the economic
failures of the 1990s.

Around the same time, private investors which came to be characterized as “Vulture Funds” began to
buy the debt of countries that had defaulted, and then sued the defaulting countries years later to get
the funds back at much higher values®Vi. They effectively acted as "bailiffs" or "third party debt collection
agencies” at the international level. This practice was eventually outlawed by several countries, such
as the U.K., but there is a risk that similar practices might resume in future.

Box 3 below sets out the specific experience of the Asian crisis.
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Box 3: The Asian debt crisis

The Asia crisis revolves around the 1997 economic collapse in Thailand, Malaysia, Indonesia, and South
Korea. The currencies of these countries lost between 30% and 50% of their value, many banks became
insolvent, and central banks were unable to generate foreign exchange needed to deal with international
debts.

Similar to countries in Africa and Latin America, the aforementioned Asian countries had economies
based on natural resource extraction which had started losing value in the mid to late 1980s. Thailand
and Indonesia adopted IMF SAPs as a means of avoiding debt defaults. Privatization and deregulation
of economic activities initially led to increased foreign investment, exports, and loan renewals.

Southeast Asian countries benefited greatly from Japanese Foreign Direct Investment (FDI), which
enabled them to temporarily overcome IMF SAP policies and become major exporters of manufactured
products to the United States in particular. However, the majority of the production of exports were under
foreign control. For instance, over 90% of machinery and electrical appliances exported were from foreign
controlled companies (mainly Japanese). In 1994, the Matshushita company alone accounted for 4% to
5% of Malaysian GDP.

High current account deficits were the result of these trading methods and meant that the Southeast
Asian governments were under constant pressure to generate foreign exchange. Even though goods
were being manufactured locally and exported competitively, resource exploitation continued apace, and
migrant workers were brought in to keep wages low, as the governments searched for more drastic ways
to generate foreign exchange. The Thai government’s heavy promotion of the sex industry is an example
of the search for foreign exchange and led to a worsening of the AIDS crisis. With the reduction of
Japanese FDI in the early 90s, Thailand, Malaysia, Indonesia, and the Philippines sought to attract
investors by dropping foreign exchange controls, raising interest rates, and pegging their currencies to
the USD.

With improved FDI, the Thai government increased borrowing and its foreign debt increased from USD
21 billion in 1989 to USD 89 billion in 1996. However, the finances never went to productive investments,
the majority went to property developers and by 1997, about half of all loans made to property developers
were non-performing. Similar events took place in Malaysia, Indonesia, and the Philippines and the
respective financial institutions started defaulting on their foreign loans. This led to a chain-reaction where
foreign investors started removing their stocks and investments causing the inevitable crash of multiple
economies. Thailand and Indonesia sought IMF assistance again and were put back on SAPs.

Lessons learnt

e The dependent nature of a country’s export industries and the consumption desires of the wealthy
class can lead to desperate measures to build foreign exchange. The financial technologies (i.e.
deregulation, incentives etc.) had short term benefits but next to no long-term sustainable
advantages.

« The flip-side is that government-backed deregulation in many industries encouraged cronyism and
corruption. History has shown that neoliberal policies for economic recovery as proposed by the
IMF and the World Bank consistently and subtly defend capitalist interests. This is usually followed
with the calls for lowered private control of the major/central industries, and increased support for
responsible growth models which leads to political deadlocks. Alternatives must be continuously
sought after. State-capitalism and export resource-based growth strategies are not the only options.

o Africa’s debt crisis was/is centered around stagnant development, while the Asian Crisis was more
a result of financial speculation and failed currency protection policies.
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SECTION 4: COVID-19 AND DEBT: THE PRESENT DAY
I

The COVID-19 pandemic has had huge impacts all over the world. At the time of writing, over 95 million
cases have been reported worldwide, with over 2 million deaths*ii, This health tragedy has also
triggered one of the world’s largest economic crises, with the virus and (individual, societal and
governmental) responses to it impacting significantly on economic growth. Most global economies
contracted for at least one quarter. Figure 12 shows the drastic change in GDP growth estimates
between 2019 and 2020. However, it should be noted that several African nations stand out in both
graphs - along with those in East and South East Asia - as having the highest growth rates in the world.

Figure 12: Global GDP growth estimates for 2019 (left) and 2020 (right)**x
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A further impact of the pandemic has been seen on unemployment, poverty, and “debt sustainability”
levels (this terminology and its implications are discussed in Section 6). This section looks at forecast
African growth and debt levels both pre- and mid-pandemic, while looking forward to the post-pandemic
landscape.

The impacts of COVID-19 in Africa

Reduced economic growth

According to the IMF, in 2019, before COVID-19 struck, four out of the top ten fastest growing
economies were African. In 2020, the IMF estimated in October that six of the top ten fastest growing
economies were African. However, while the IMF has forecast that 22 of Africa’s 55 countries will
experience economic growth of over 4% in 2021, only three of the top ten fastest growing countries in
the world will be in Africa: Libya, Mauritius and Botswana**, partly due to the relatively faster economic
recovery expected in the Asia region.

Indeed, the same analysis shows Africa had 3.3% and -2.9% real GDP growth in 2019 and 2020,
significantly higher growth rates than every other IMF region apart from “Asia and Pacific” in each year,
and higher than a “rest of world” average of 2.2% in 2019 and -6.7% in 2020. For 2021, however, Africa
is forecast to grow by 3.7%, while the rest of the world will grow by 4.3%, again driven by Asia. The
IMF’s January 2021 Economic Outlook Update projects a 3.2% growth rate for Sub-Saharan Africa, an
increase of 0.1% compared to its October 2020 projection of 3.1%. Comparatively, the rest of the world
is projected to grow by 5.5% in 2021, a 0.3% increase from the October 2020 prediction*. It therefore
seems that having withstood some of the economic effects of COVID-19 over 2020, African countries
may suffer more relative to others in 2021.
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The challenge with forecasts like the IMF’s is that while useful, they hide a great deal of specificity.
Although Africa accounts for less than 4% of global investment, tourism and trade, the fact is there are
many African economies that depend on all of these “flows” hugely for growth. And most of these “flows”,
according to various UN and international organisations, have seen great reductions since the start of
the pandemic, while health and social safety net budgets have had to increase quickly.

From January to October 2020, international arrivals into Africa fell 69%*i, At the same time, in last
quarter of 2020, global trade is expected to be 3% lower than the same period in 2019*ii_|In many
African countries, trade and tourism account for significant proportions of their GDP. 19 LIC African
countries’ make at least 30% of GDP from the exports of goods and services**, while 14 African
countries, depend on tourism for at least 10% of their GDP**. Some countries, on both of these lists,
are particularly vulnerable, such as Cabo Verde.

Increased government expenditure

As a result of the pandemic, government expenditures across the continent have increased significantly,
with funding required to meet new COVID-19 related needs — such as PPE, testing equipment, medical
supplies and vaccines — as well as measures to support poor people over the COVID-19 period.
Furthermore, the United Nations estimates that African countries will need at least USD 200 billion to
cope with the socioeconomic costs of the COVID-19 pandemic, in addition to emergency health
spending but the prospects for new inflows are limited**vi. Indeed, African governments have been
increasing budgets (from USD 38 billion in April 2020 to USD 68 billion in September 2020) to support
citizens and businesses.

As Figure 14 shows, in some countries, the expenditure on these measures reached over 5% of GDP.
However, on average they reached 2.5% of GDP, which — while important — is far below levels in other
countries and regions, such as Asia, estimated at 7%, and the G20, estimated at 11%*i. Put another
way, overall, African countries planned to spend the equivalent of $51 per person on COVID-19 in 2020,
if spending were evenly distributed across the continent’s population.

Figure 14: African country spending on COVID-19 related support for citizens and
businesses as a percentage of GDP in September 2020V
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In addition, public information released by African governments suggest that pro-poor measures, aiming
to avoid increases in poverty introduced in 2020 were aimed at reaching over 175 million African people,
far more than the 40 million people the World Bank has modelled as potentially falling into extreme
poverty in Africa due to COVID-19x_ However, these measures were concentrated mostly in relatively
more wealthy African countries, and reached different numbers of citizens in each country, and as
shown in Figure 15.

Figure 15: African governments pro-poor measures introduced in
response to the pandemic by June 2020*
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Furthermore, African government spending on other measures, such as much needed infrastructure,
has also been impacted. In Zambia spending on infrastructure projects will likely slow down because of
pressure to reduce arrears, and there are multiple reports of stalled projects, including a USD 450
million dam*. In contrast, in Nigeria, in early June 2020, the government proposed to cut the 2020
health budget by 43%, due to falling revenues from oil exports~ii,

Reduced tax revenues from international flows of goods, people and finance

The impact of the COVID-19 pandemic on African governments’ tax revenues is also significant. Many
African countries depend on exports of raw commodities, such as crude oil and minerals, and many
also generate tax from significant tourism sectorsii. Income tax revenues are also low as jobs are lost
due to the COVID-19-induced recessions in many African countries, as Mma Amara Ekeruche
remarked in her interview with the authors, in reference to Nigeria.

Global GDP contractions from COVID-19 have resulted in a reduction in demand for, and prices of,
many commodities — including oil and others which are some African countries’ primary export, and the
attendant losses to tax revenue which reduce the capacity of government to extend public services
necessary to respond to the crisis. A regional average of about 5% in public revenue losses has been
estimated in Africa, with total merchandise exports contracting by about 17%*¥V. As shown in Figure 16,
estimates suggest that exports in Africa will fall by 10.6% under the mild impact scenario which is largely
a consequence of a drop in fuel exports followed by food exports. A significant decline in fuel prices will
cause substantial losses in government revenue as observed both under the mild and severe impact
scenarios. This deep recession will further see a drop in Africa’s total exports by -16.7% with the
resultant revenue losses of up to 5.3%. A significant decline in exports of agricultural raw materials
would be detrimental to African economies depending mainly on this sector such as Benin and The
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Gambia among others. Significant revenue declines have also emerged in the mineral sector for Sierra
Leone (-7%), DRC (-6.2%), Ghana (-4.6%) and Mali (-4%).

Figure 16: Estimated aggregate COVID-19 scenario impacts on African GDP, revenue and
exports % deviation from baseline *
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COVID-19 has also led to huge reductions in tourism revenues, due to lockdowns, border closures,
travel restrictions, and fear of travel, this has also hampered African government’s tax revenues —
especially in African countries with significant tourism sectors. As stated earlier, 14 African countries
depend on tourism for at least 10% of their GDP, with five countries relying on tourism for over 20% of
their GDP; Seychelles, Cape Verde, Sao Tome and Principe, Mauritius and the Gambia*Vi. In Africa
there was a -87.4% decrease in decrease in international arrivals in October 2020 compared to the
same period in 2019, and the UN World Tourism Organisation’s 2021-2024 forecast estimates that a
global recovery to 2019 levels of international arrivals could take up to 2.5-4 years*i.

FDI to Africa, though only 2.9% of global FDI in 2019, is an important consideration with Egypt, South
Africa, Congo, Nigeria, Ethiopia and Nigeria all having inflows of FDI worth over USD 2 billion that
yeari, The United Nations Conference on Trade and Development (UNCTAD) predicts that foreign
direct investment in Africa will plunge from USD 51 billion in 2018, and USD 45 billion in 2019 , to
between USD 25 billion and USD 35 billion in 2020, a contraction of between 25% to 40%, with a
recovery not expected until 2022x'ix,

Growing external debt challenges

The combination of COVID-19 influenced reduced economic growth, increased government expenditures,
and reduced tax revenues has led to increased debt stocks and debt to GDP ratios across the world,
including in Africa.

COVID-19 therefore increases the risks of sovereign debt crises in the continent if debt is not properly
managed. As the AfDB reported in its Africa Economic Outlook (2020 Supplement), many countries in
Africa entered the pandemic period with existing high debt-to-GDP ratios, which are projected to
increase further by up to 10 percentage points beyond the pre-COVID trajectory in 2020 and 2021'.
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It is important, however, to put these debt levels into context. First, the global context. In 2019, there
were 64 countries around the world that had public debt to GDP ratio’s amounting to more than 60% of
their GDP. A third of these were African. However, in 2020, the only 12 countries classified as in or at
high risk of debt distress are all African'. Is there a specific characteristic that differentiates the African
nations? It is unclear.

Second, within Africa’s 55 economies, only 5 African countries (specifically Cabo Verde, Mauritius,
Mozambique, South Africa, and Tunisia) are currently forecast to see debt to GDP ratios above those they
saw in the early 1990s when a previous “African debt crisis” was declared. These countries are often seen
as African countries that can ‘well manage’ their debt, compared to Zambia, for example, whose debt is
forecast to rise, but not as high as its peak ratio of 261% GDP in the 1990s (up to 2025).

Based on our analysis of the figures, there are also only a few African countries with particularly
challenging-looking indicators, such as debt levels larger than the current size of their economies (true
in only two African countries - Djibouti and Mozambique), 40% of their debt lent by the private sector
(Mauritius, Nigeria and Zambia) — often lent in foreign currencies, or have current debt repayments
accounting for more than 15% of the debt owed (Mauritius, Djibouti and Angola)'i. The vast majority of
countries in Africa suffer from a lack of (cheap) finance to increase economic growth and address
poverty>.

We turn now to how avoiding debt crises while providing further finance for growth might be possible.
What options do African countries and international partners have?

5 For more see: African country debt guide, Development Reimagined, January 2021.
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SECTION 5: ASSESSING THE OPTIONS
E—

Before setting out and analysing the options, it is important to first set out how these options can and
should be assessed and compared. In many general and corporate assessments of options, methods
such as “Strengths Weaknesses Opportunities and Threats” (SWOT) analysis is used.

In international development, bilateral and multilateral donors often appraise development interventions
options using a set of criteria, as shown in Figure 17/,

Figure 17: OECD DAC Evaluation Criteria"
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Whilst both these frameworks are important, given we are discussing considerably long-term
solutions to development, which may well involve more than one intervention and actions by those
within and outside of the development sector, we have decided to create a bespoke method of
assessment, drawing on both of these assessment methods.

Specifically, and bearing in mind the structure of existing debt markets as described in Section 2,
lessons learnt from previous debt crises as set out in Section 3 and the particular challenges that
African countries are facing due to COVID-19, as set out in Section 4, each of the options are
considered and assessed against the following five key criteria, as shown in Figure 18.

Figure 18: Evaluation Criteria for the Options
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1. Financing for development: To what degree does this option support or hinder African
countries’ long-term economic development ambitions?

It is of utmost importance that solutions incentivise productive loans that promote development,
fulfilling high infrastructure and financing gaps required to achieve the SDGs as highlighted earlier.
Prior to the COVID-19 pandemic, Africa exhibited large financing gaps for infrastructure
development — and so an ideal solution would need to go beyond debt relief alone and help create
environments where required access to financing future needs is incentivised. In the analysis, this
criterion is scored from 1 (hinders development) to 10 (supports development).
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2. Burden-sharing: How does the burden of debt related risks fall between debtors and lenders?

In principle, solutions to financing challenges should allow for at least equal burden sharing between
debtors and lenders, as well as within debtor and lender groups. Indeed, this principle is to some
degree encompassed in the aid system already. For instance, through “concessionality” of loans
(explained in Section 2). However, given that poverty tends to be concentrated in debtor countries
(since richer countries have access to domestic lending), there is an argument that burden sharing
should fall as little as possible on debtors. We use this latter argument as a benchmark for our
assessment. Thus, a score is given for burden sharing on the debtor, with 1 representing the entire
burden falling on the debtor (problematic), and 10 signifying the burden not falling on the debtor at
all — instead falling either on the lender or possibly not at all. As a result we do not distinguish with
this criterion whether falling on the lender or not at all is better — we explore this aspect in terms of
a separate criterion (feasibility — criterion 5), however we comment on the implications for each
individual option.

3. Impact on ownership: Would debtor countries lose sovereignty?

Development cooperation effectiveness includes a criterion of local or country “ownership”, which
explores the degree to which countries receiving finance are able to direct the money to where it is
most needed, rather than for example “strings attached”, “conditions” or lender views on what the
money should be spent on or how the money should be spent (for example, via the lender’s firms
or contractors). In principle, solutions to financing challenges should be acceptable to and prioritise
the needs and sovereign demands of debtor country governments, citizens and institutions, and
should not restrict debtor countries’ ability to direct where the money goes - where possible. In the
following analysis, this is scored from 1 (strongly hampers ownership) to 10 (does not hamper

ownership).
4. Impact on African macroeconomic environment: How ‘stable’ is this solution?

For a solution to really work in the long-term it needs to be “stable” — and avoid creating problems
in the rest of the economy — for example if the solution increases inflation (i.e. higher prices) for
goods, this can be a problem because such inflation can exclude the poorest people in the economy
from accessing goods. In the following analysis, this criterion is scored from 0, representing a highly
unstable solution, to 10, representing a solution that improves the country’s overall economic
functioning, especially for the poorest citizens.

5. Feasibility: How likely is the option to actually happen in the future?

It is critical that options are practicable and achievable. If the solution requires unprecedented
cooperation among debtors or lenders, for example, this option would score low (1 being unfeasible,
10 highly easy and swift to implement).
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SECTION 6: THE OPTIONS
E—

The analysis below presents, explains and appraises ten solutions — three previously utilised solutions
(Options 1-3), including the G20 Debt Service Suspension Initiative (DSSI), introduced in response to
COVID-19, and seven other entirely “new” proposed solutions for consideration and implementation by
African readers and the international community (Options 4-10).

It should be noted that the first two solutions analysed (Options 1-2) were linked. To summarise briefly,
Option 1, prominent in the 1980s, involved new lending from multilateral institutions to debtor countries,
but with strong conditions attached to the new spending, and some extension of payment periods, but
no debt write-offs. The actual debt relief initiative (Option 2), starting in the late 1980s, was combined
with new lending, from the same institutions that had been advocating Option 1, but with some
adjustments to the type and degree of conditions. The first part of debt write off under Option 2 involved
only bilateral institutions, but eventually was extended to multilateral institutions in the 1990s, after most
of Option 1 had been put into effect.

Other options set out in the paper do not have such existing linkages, although it is entirely possible
that they are (and this is discussed later in the appraisal).

Beyond this designation as “previously utilised” or “new”, the options are presented in no particular
order.

The individual analysis against the 5 criteria outlined above are presented at the end of each Option,
and aggregated “scores” are presented at the end of this entire section, before drawing conclusions
and recommendations.

Previously utilised solutions

1. Bretton Woods (IMF/World Bank) structural adjustment programs (SAPs)"

Consisting of loans (structural adjustment loans; SALs) provided by the IMF and the World Bank, known
together as the Bretton Woods institutions, to countries that experienced economic crises, SAPs are a
set of economic reforms that a country must adhere to in order to secure a loan from the Bretton Woods
institutions. Structural adjustments are often a set of economic policies, including reducing government
spending, opening to free trade and so on. They are designed to encourage the structural adjustment
of an economy by, for example, removing “excess” government controls and promoting market
competitionlvi.

In looking at solutions to the debt crisis, SAPs have had the positive effect of opening foreign investment
markets and reducing inflation. On the other hand, SAPs have consistently aggravated unemployment
levels due to high rates of privatization and civil service reductionslvii. SAPs have also led to
environmental neglect and declined quality in health, education, and infrastructure industries. Many
countries of the African continent depend on resource extraction as a source of exports, and these
countries need foreign exchange to service debt. When structural adjustment programs are introduced
to the mix, many operations are deregulated, and resources are exploited, with destructive impact to
the land and the people who live off it. This is observed readily across Africa today.
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A vicious cycle is established where currencies of developing economies are heavily devalued by
adopting adjustment programs which makes them less competitive and incapable of generating real
value, leading to the inability to service existing debt or interest payments and as a result, such countries
have to seek external funding options, starting the cycle of borrowing all over.

The two Bretton Woods institutions require borrowing countries to implement certain policies in order to
obtain new loans (or to lower interest rates on existing ones). These policies were typically centered on
increased privatisation, liberalising trade and foreign investment, and balancing government deficits.
The conditionality clauses attached to the loans have been widely criticised due to their effects on
competitiveness, sovereignty and the social sector, with some critics arguing that they amounted to
financial threats or even blackmail, and that poor nations had no choice but to comply. Examples of
policies required include:

e Devaluing their currencies to reduce balance of payments deficits;

o Cutting public sector employment, subsidies, and other spending to reduce budget deficits;
e Privatising state-owned enterprises and deregulating state-controlled industries;

e Easing regulations in order to attract investment by foreign businesses;

¢ Closing tax loopholes and improving tax collection domestically.

Early SAPs promulgated across low- and middle-income nations during the debt crises of the 1980s.
Mexico was the first country to implement structural adjustment in exchange for loans. During
the 1980s the IMF and World Bank created loan packages for the majority of countries in Latin America
and Africa as they experienced economic crises.lviii Since then, they have mainly distributed to Latin
American, East Asian, South Asian, and African countries, including Colombia, Mexico, Turkey,
Philippines, Pakistan, Nigeria, Sudan, and Zimbabwe. As of 2018, India has been the largest recipient
of structural adjustment program loans since 1990.

While SAPs are no longer directly in use — it is important to note that IMF (and World Bank) instruments
in use today have the potential to (conditionally) introduce the types of reforms mentioned above.

A classic criticism of structural adjustment is in dramatic cuts in the education and health sectors. In
many cases, governments ended up spending less money on these essential services than on servicing
international debtslix. Other criticisms includelx, but are not limited to, the following:

e Critics portray conditional loans as a tool of neocolonialism. According to this argument, rich
countries offer bailouts to poor ones—their former colonies, in many cases—in exchange for
reforms that open the poor countries up to exploitative investment by multinational corporations.
Since these firms' shareholders predominantly reside in rich countries, the colonial dynamics are
perpetuated, albeit with nominal national sovereignty for the former colonies™. The IMF and World
Bank provide financial assistance to countries seeking it, but apply an economic ideology or agenda
as a precondition to receiving the money. For example:

o They prescribe cutbacks, liberalisation of the economy and resource extraction/export-
oriented open markets as part of their structural adjustment;
o The role of the state is minimised;
o Privatization is encouraged, as well as reduced protection of domestic industries;
Other adjustment policies also include currency devaluation, increased interest
rates, flexibility of the labour market, and the elimination of subsidies such as those for food;
o To be attractive to foreign investors various regulations and standards are reduced or
removed.
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e Undermining national sovereignty™i. Countries under structural adjustment program have less
policy freedom to deal with economic shocks, while the rich lending nations can pile on public debt
freely to ride out global economic storms that often originate in their markets.

e Poor countries must export more in order to raise enough money to pay off their debts in a timely
manner. Because there are so many nations being asked (or forced) into the global marketplace—
before they may be economically and socially stable and ready—and told to concentrate on similar
cash crops and commodities as others, the situation resembles a large-scale price war. This can
lead to the resources from the poorer regions becoming even cheaper, which favours consumers
in the more developed countries. Governments then need to increase exports just to keep
their currencies stable (which may not be sustainable) and earn foreign exchange with which to
help pay off debts.

The combined impact of these preconditions on poorer countries can be devastating™ii. Factors such
as the above can lead to further difficulties for LICs and keep them dependent on developed nations.
Box 4 illustrates these challenges with the case of Ghanav.

Box 4: Ghana and Structural Adjustment

In Ghana, the implementation of structural adjustments involved reducing government expenditures
through cuts in social services and privatization of state-owned enterprises. Ghana also increased
its production and exportation of staple products such as cocoa and timber, as well as non-traditional
exports. Ghana’s economic reform program was financed by more than USD 6 billion in loans from
the World Bank and other institutions.

Just like other countries, the government at the time (Provisional National Defence Council - PNDC)
implemented the SAP in stages. Between 1983 and 1992, Ghana implemented two major phases
of SAP, locally described as Economic Recovery Program One (ERP 1) and Two (ERP Il). ERP |
(1983-1986) was the first phase of the program, which focused on resuscitating the economy.

The goals of ERP | were numerous, but essentially aimed at stabilizing the Ghanaian economy.
Stabilization was intended to halt the downhill trend in the economy, particularly in the export and
industrial sectors. ERP | aimed at increasing export while discouraging exports. The stage is
characterized by what has been described as the PNDC’s obsession with reducing inflation, and
exchange rate liberalization as an incentive to export.

In effect, ERP | was an effort to restore fiscal discipline, encourage savings and investments, and
to lessen Ghana’s domestic and international imbalances.

ERP Il (1987-1992) focused on consolidating the gains made in ERP |. This phase attempted to
integrate stabilization and economic reform. Medium to long-term goals were therefore set to
achieve the following: an economic growth rate of about 5% per annum through increasing
investment from about 10% of national income to 25%, increasing savings from 7% at the end of
ERP | to about 15% by 1990, public sector reform through the Public Enterprise Reform Program
(PERP), reduction in government expenditure, privatization of non-performing state-owned
enterprises, and establishing a program to address the social cost of adjustment otherwise known
as the Program to Mitigate the Social Costs of Adjustment.
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Assessment of potential future utilisation of further SAPs

Rating \[o] 1

(1-10)
Financing for 3 Despite providing high volume loans, in the past SAPs have
development hindered many aspects of development.
Burden sharing 1 The burden falls strongly on the borrower.
Impact on 2 The impact on sovereignty is significant, with governments having
ownership to relinquish state assets such as utilities, and make other

challenging policy reforms not in line with politics.

Impact on 2 There is significant evidence that SAPs created strong inflationary
macroeconomic pressure, increasing inequality, uncertainty and discouraging
environment domestic investment and saving

Feasibility 7 Having been implemented for 40 years, the institutions involved

have shown that SAPs are feasible. Politically there could be
challenges for recipient country governments to accept new SAPs,
although new terminology may make this easier.

2. Heavily Indebted Poor Country and Multilateral Debt Relief Initiatives

Inthe 1990s and early 2000s, two new initiatives were introduced and implemented by lenders — offering
programmes of debt cancellation and debt relief to countries considered to be in debt distress.

Heavily Indebted Poor Country initiative

The World Bank, the IMF and other multilateral, bilateral and commercial lenders began the Heavily
Indebted Poor Country (HIPC) Initiative in 1996.

The programme was designed to ensure that the poorest countries in the world are not overwhelmed
by unmanageable or unsustainable debt burdens. The international financial community, including
multilateral organisations and governments, were meant to work together to lower to sustainable levels
the external debt burdens of the most indebted poor countries.

How were the eligible countries chosen?

First step: decision point. To be considered for HIPC Initiative assistance, a country had to fulfill the
following four conditions:

1. Be eligible to borrow from the World Bank’s IDA, which provides interest-free loans and grants to
the world’s poorest countries, and from the IMF’s Poverty Reduction and Growth Trust, which
provides loans to low-income countries at subsidized rates®;

2. Face an unsustainable debt burden that cannot be addressed through traditional debt relief
mechanisms;

6 In other words, the country had to be a low-income country or a lower middle-income country but also meet a number of
other criteria separately determined by the World Bank.



http://www.imf.org/external/np/exr/facts/mdri.htm

DR Flagship Report: Options for Reimagining Africa’s Debt System

3. Have established a track record of reform and sound policies through IMF- and World Bank-—
supported programmes; and

4. Have developed a Poverty Reduction Strategy Paper (PRSP). PRSPs were the reform packages
introduced after SAPs.

Once a country had met or made sufficient progress in meeting the four criteria, the Executive Boards
of the IMF and World Bank formally decided on its eligibility for debt relief, and the international
community committed to reducing debt to a level that it considered sustainable. The decision made by
the Boards could include having to make further reforms in-country. Once a country passed this stage,
it could immediately stop paying some due debt service.

Second step: completion point. In order to receive full and irrevocable reduction in debt available
under the HIPC Initiative, a country had to:

1. Establish a further track record of good performance under programmes supported by loans from
the IMF and the World Bank;

2. Implement satisfactorily key reforms agreed at the decision point; and

3. Adopt and implement its PRSP for at least one year.

Once a country had met these criteria, it could receive the full debt relief committed at the first step
(decision point).

Where has HIPC been applied?

39 countries were initially determined to be eligible or potentially eligible for HIPC Initiative
assistance. 36 received full debt relief from the IMF and other lenders after reaching completion
points.

3 countries have not yet reached their decision points, as shown in Figure 18.

Figure 18: List of countries that have qualified for, are eligible or potentially eligible,
and may which to receive HIPC initiative assistance (as of Feb 2020)*”

Post-Completion-Point Countries (36)

Afghanistan Ethiopia Mauritania
Benin The Gambia Mozambique
Bolivia Ghana Nicaragua
Burkina Faso Guinea Niger
Burundi Guinea-Bissau Rwanda
Cameroon Guyana-Bissau Rwanda
Cameroon Guyana Sao Tomé & Principe
Central African Republic Haiti Senegal
Chad Honduras Sierra Leone
Comoros Liberia Tanzania
Republic of Congo Madagascar Togo
Democratic Republic of Congo Malawi Uganda
Cote d’lvoire Mali Zambia

Pre-Decision-Point Countries (3)

Eritrea Somalia Sudan
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Multilateral Debt Relief Initiative (MDRI)

To help accelerate progress toward the Millennium Development Goals (MDGs), the HIPC
Initiative was supplemented by the MDRI in 2006.

The MDRI provided 100% relief on eligible debts to the IMF and MDBs including the AfDB, the Inter-
American Development Bank (IADB), and World Bank for countries completing the HIPC Initiative
process. For instance, the total amount of estimated ADB debts cancelled under MDRI was equivalent
to USD 11.35 billion, across 25 African countries.

The eventual MDRI agreement was a compromise agreement between the United States and the
Europeans. U.S. officials reportedly argued that the cost of multilateral debt relief could be borne by the
institutions and did not require donors’ contributing any new assistance. However, other lenders
believed the institutions should be compensated for their debt forgiveness to avoid diverting potential
resources that could be lent to the poorest countries. Any debt relief, they argued, should be additional
to existing multilateral assistance. The compromise plan entailed the MDBs receiving new money from
creditor nations to offset their debt reductions while the IMF would absorb the cost of debt relief using
internal resources. For instance, the AfDB was compensated “dollar for dollar” for the MDRI-related
foregone ADB reflows over a 50-year MDRI period (2004 — 2054).

Which countries were eligible for the MDRI?

All countries that reach the completion point under the enhanced HIPC initiative were eligible for the
MDRI. Moreover, to comply with a requirement specific to the IMF, that the institution's resources be
used in an evenhanded manner across its membership, the IMF Executive Board agreed
that all member countries (including non-HIPCs) at or below a per capita income threshold of USD 380
should also be eligible. Figure 19 provides more context on the list of eligible countries.
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Figure 19: Country coverage of eligibility to the MDRI'*

Eligible under the “MDRI-I Eligible under the “MDRI-II
Trust” (pre-capita income at | Trust” (per-capita income
or below $380) above $380)

Countries that benefited from HIPC/MDRI relief

“Completion point” HIPCs: 36 Afghanistan, Burkina Faso, Benin, Bolivia, Cameroon,
countries that have reached Burundi, Central African Comoros, Republic of Congo,
the completion point under the | Republic, Chad, Democratic Céte d’lvoire, Guinea, Guyana,
Enhanced HIPC Initiative Republic of Congo, Ethiopia, Haiti, Honduras, Mauritania,
The Gambia, Ghana, Guinea- Nicaragua, Senegal, Zambia

Bissau, Liberia, Madagascar,
Malawi, Mali, Mozambique,
Niger, Rwanda, Sdo Tomé and
Principe, Sierra Leone,
Tanzania, Togo, Uganda

Non-HIPC countries (2) with Cambodia, Tajikistan
per capita income below $380
and outstanding debt to be IMF

Countries potentially eligible conditional on the completion point under the Enhanced HIPC
Initiative

Chad: At the time of its HIPC completion point Chad no longer held MDRI-eligible debt and therefore
did not qualify for MDRI assistance from the IMF.

Three additional countries — Eritrea, Somalia and Sudan — could eventually be considered for HIPC
debt relief, but these do not have any MDRI-eligible debt. Eritrea does not have any outstanding
obligations to the IMF. Somalia and Sudan have protracted arrears to the Fund and would not have
any MDRI eligible debt following the clearance of their arrears.

Together, the HIPC and MDRI programmes relieved 37 participating countries — 31 in Africa — of more
than USD 100 billion in debt.
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Analysis on potential future utilisation of further HIPC/MDRI-like debt relief

Rating Notes

(1-10)

Financing for 5 Debt relief as an intervention does not directly provide the means

development for increased long term sustainable financial development. It’'s
more reactive. In one aspect, it can open up some debt-carrying
capacity in the future, but it can also damage countries’
reputations (and the decision-making of future lenders), making
new debt harder to access.

Burden sharing 8 The burden falls primarily on the lenders (although there may be
some burden on debtors vis-a-vis damaged future debt access).

Impact on 4 Debt relief came with certain conditions for example having

ownership PRSPs which were the successor to SAPs. PRSPs did not have
as stringent requirements but they nevertheless included elements
of public sector reform.

Impact on 6 Typically improves macroeconomic conditions, however, may
macroeconomic have led to a higher cost of capital through expectations of future
environment default (risk perceptions)

Feasibility 7 These initiatives have been in practice for decades and both

lenders and debtors understand the requirements.

3. The 2020 COVID-19 debt relief response

In order to respond to COVID-19, African countries together put aside a total of USD 68 billion by
September 2020™Vi, equivalent to 2.5% of GDP. This was an extra unforeseen spend and therefore
governments had to reprofile other budget lines, to obtain “fiscal space”. One key identifiable and
significant budget line was debt service repayments, including interest payments. To get an idea of
scale, total debt service payments owed by African countries to the rest of the world in 2018 was USD
76.6 billion — 1.1 times more than the set aside budgets.

Postponing these payments seemed like the right way to ameliorate the situation, without affecting the
countries’ future ability to get finance. The G20 — the group of the 20 wealthiest countries in the world
including China — thus offered support to 77 of the poorest countries in the world, 40 of whom were in
Africa, to postpone the debts they owe to the G20 countries. Originally this debt suspension was offered
until the end of 2020, but this has since been extended to June 2021, and could potentially be extended
further. Given the relative decline in bilateral funding from many G20 countries over the last decade or
so (as discussed in Section 3), now 71.8% of the bilateral debt service payments due in 2020 and 2021
by DSSl-eligible African nations are owed to China™ii| and estimates suggest significant further
payments linked to the China Development Bank,

Since May 2020, DSSI has delivered about USD 5 billion in relief to more than 40 countries from a total
of 73 eligible countries.** 31 out of 37 African countries have participated so far, with overall potential
savings of almost USD 6 billion, as shown broken down by participating country in Figure 20.
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Figure 20: Potential DSSI savings for participating African countries (in USD millions)”*
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However, the impact of the G20 suspension initiative is also limited for several reasons:

1. The G20 commitment did not relate to multilateral finance, who still required such payments
otherwise countries would risk being ineligible for future funds. Instead, multilaterals such as the
World Bank and IMF extended new finance to countries through existing instruments, the amounts
and conditions for which have had to be negotiated and approved country-by-country by their
respective boards. Furthermore, the majority of the new multilateral finance has been loans that will
need to be paid back within 5-10 years — not grants™ii;

2. The G20 commitment did not relate to private sector (commercial) lenders from the G20 countries,
who still required such payments otherwise countries would be labelled as going into “default”. In
fact, in November 2020 one country, Zambia, did not make a payment and was labelled as such.
Only one (semi) commercial lender to date has openly agreed to a debt repayment holiday for any
African country — China Development Bank (CDB) for Zambia (amount undisclosed);

3. The G20 commitment did not apply to 15 African countries because of arbitrary income thresholds,
others were left out because they did not meet World Bank/IMF conditions for funding (i.e. Sudan,
Eritrea and Zimbabwe, despite being some of the poorest countries in the world) while some of the
eligible 40 African countries were also concerned about joining the initiative because of the potential
to be labelled as going into “default” or “distress”, simply by requesting a payment holiday; and

4. The G20 commitment was highly skewed towards supporting countries that had large debt
payments — not necessarily those that had the most challenges in terms of fiscal space (due to, for
example, slower growth) nor COVID-19 health challenges. For instance, as Figure 21 demonstrates,
34% of African debt that has been postponed has been for Angola, yet Angola only accounts for 3%
of the total African DSSI-country COVID-19 cases (19,672 cases as of 1t February 2021).
Comparatively, Ethiopia has the highest number of cases at 135,594, yet its debt suspension only
equates to 9% of the regions total.
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Figure 21: The proportion of the total relief available via DSSI to African DSSI-recipient
countries by country™ (left); the proportion of COVID-19 cases in DSSI-recipient
African countries™ (right)

5. The G20 commitment initially only applied to 2020.% In November 2020, it was extended to June
2021. However, the degree of uncertainty a short-time commitment creates can be enough to stop
governments fully utilising the “fiscal space” created. The G20 countries have said they will decide
if another six months of extension is needed in April 2021*i, Indeed, debt servicing payments are
projected to be higher in 2021 than 2020, putting further pressure on governmentsxvi,

Analysis on potential future utilisation of further DSSI debt suspension

Aspect Rating Notes

(1-10)
Financing for 5 Debt suspension as an intervention does not directly provide the
development means for increased long term sustainable financial development.

Though it does create immediate fiscal space for COVID-19 related
development financing (especially with regard to health), it is more of
a short-term reaction. However, no relief — “default” or “distress” can
affect eligibility for future lending, so the counterfactual is important
to keep in mind. The current DSSI also only covers a proportion of
debt service payments made.

Burden sharing 5 The burden is short-term on the lenders, but in the longer-term falls
on borrowers to find the means to make up payments.

Impact on 6 Some impact on ownership due to having to be eligible for finance
ownership from multilaterals and other transparency requirements set out by
the G20 in an Annex to the initiative.

Impact on 5 Creates fiscal space to avoid default, but can also create higher risk
macroeconomic as future payments rise or if comes with austerity conditions
environment

Feasibility 10 Two rounds of DSSI have already completed, with more potentially
in the pipeline, meaning it is very feasible from bilateral lenders
points of view. However, it is still infeasible for most private sector
and multilateral lenders.
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Proposed new solutions to reforming the global debt system to meet Africa’s
needs:

4. Special drawing rights issuance/reallocation

Special drawing rights (SDRs) were created by the IMF in 1969 and were intended to be an asset held
in foreign exchange reserves under the Bretton Woods system of fixed exchange rates. Created in
response to concerns about the limitations of gold and dollars as the sole means of settling international
accounts, SDRs augment international liquidity by supplementing the standard reserve currencies.
Some key points on SDRs:

e SDRs are defined and maintained by the IMF.

¢ SDRs are units of account for the IMF, and not a currency per se. They represent a claim to currency
held by IMF member countries for which they may be exchanged.

e An SDR is essentially an artificial currency instrument used by the IMF, and is built from a basket
of important national currencies.

e The IMF uses SDRs for internal accounting purposes.

e SDRs are allocated by the IMF to its member countries and are backed by the full faith and credit of
the member countries’ governments. The makeup of the SDR is re-evaluated every five years.

e The SDRs are allocated to countries based on their quotas — which are in turn determined by their
shareholdings in the IMF. Therefore, the vast majority of SDRs are held by the wealthiest countries.
For instance, African countries together are allocated approximately USD 18.7 billion of SDRs. To
put this in context, the total SDRs allocated to African countries are equivalent to 9% of SDRs
allocations to the G20 countries together.

Since they were created, there have always been proposals — including discussed at the UN — to
allocate SDRs disproportionately to developing countries, as a potential form of development
finance™vii, However, this has never been done. Instead, SDRs have been used in crisis aversion —
specifically around the 2008 global financial crisis. In September 2009, after five months of deliberation
and in response to G20 statements in April 2009, an additional SDR 187.2 billion were created
(equivalent to newly creating USD 117 billion — and equivalent to over twice the value of SDRs allocated
to the US, or just over half the value of SDRs allocated to the G20) in order to inject liquidity into the
global economy and ease financial pressure. Since the new allocation was distributed according to
quota, the larger shareholder countries of the IMF benefitted the most from the new allocation.

Due to COVID-19, two proposals have arisen with regards to SDRs.

One proposal is to reallocate a substantial quantity of SDRs held by countries that do not need them
right now to low- and middle-income countries that do need them — including African countries. For
instance, not all countries “used” the extra liquidity injected in 2009. Some countries have additional
“reserves” of SDRs holdings, which could potentially be donated without harming their currency status.

The second proposal is for the IMF to instigate a new issuance, as was done in 2009. There have been
proposals for a new issuance of at least USD 500 billion to USD 2 trillion equivalent of new SDR
issuance in response to COVID-19, which is significantly larger than the 2009 amount.
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Broadly, as an unconditional resource allocated on a transparent basis, both proposals could provide
the following benefits:

e This could act as a cost-effective response to COVID-19 related debt, liquidity and financial
pressures, without exposing African countries (in particular) to risks of credit ratings downgrades or
constrained access to private capital.

¢ New issuance of SDRs would increase African countries’ levels of foreign exchange, reduce African
countries’ exposure to exchange rate and commodity price volatility, simultaneously improving
investor confidence.

e Could benefit both DSSI-eligible low-income African countries, as well as those nations that are
ineligible and/or opt out of the DSSI scheme.

e SDR issuance would reduce the risk of liquidity problems in African countries and give them
financial means to address the pandemic and its effects, when their governments lack the fiscal
space nor the privilege of issuing reserve currencies.

However, it is unclear whether either of these proposals would be sufficient.

With regards to reallocation, while some G20 countries such as the US, China and Japan do have some
reserves, others have used their allocations to the degree that overall holdings by the G20 are larger
than allocations (i.e. several G20 countries have borrowed against their allocations). In addition, the
amounts are not particularly significant — the surplus of the 5 G20 countries adds up to just over USD
6.3 billion, though arguably this could be leveraged if combined with other IMF concessional instruments.

Figure 22: Unused SDRs of different countries versus Africa™

1 .
0

USD billions (equivalent)
n

African countries’  US Unused SDRs China Unused SDRs UK Unused SDRs G20 Unused SDRs
Unused SDRs

Figure 23 below shows simulations of the resulting allocation of such “large” SDR issuances for African
countries in aggregate would come to versus COVID-19 budgets set aside by African countries in 2020.
As is clear, since the 55 African countries in total account for just 7% of IMF allocations, the result of
some fairly large allocations are insufficient on their own to meet even short-term African financing
needs.
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Figure 23: Allocations of SDRs of different countries and new issuances versus
African COVID-19 budgets™*
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There are also pros and cons to both approaches, especially as regards feasibility. In particular, issuing
new SDRs requires a resolution of the IMF’s Board adopted by an 85% majority of the votes. The United
States alone casts 16.5% of the votes, and anything larger than a 650 billion allocation requires
Congress approval*i. Thus 650 billion may act as an unofficial ceiling. Congress approval is also
unlikely to be required for re-allocation.

In terms of feasibility, especially as far as concerns SDR reallocation (first proposal) bilateral swap lines
could play arole. In 2018, China and Nigeria announced a three-year swap of RMB 15 billion (equivalent
to USD 2.3 billion), seeking to, inter alia, make available liquidity in their respective currencies for the
facilitation and promotion of trade and investment across the two countries. These types of swap lines
by China or other partners with African countries with foreign exchange challenges related to trade
could be further extended, for instance immediately after a new SDR allocation.

Another possibility is that with a new allocation of SDRs, high-income countries could donate non-SDR
reserves, equivalent to their share of the new allocation, to a new special purpose fund to support
African and/or other lower income countries which need the support™i - for example as discussed in
Option 8 further below. A further possibility is to allocate non-SDRs to enlargen existing IMF instruments
to then disburse to low-income countries, such as the Poverty Reduction and Growth Trust*ii, However,
this raises challenges in relation to conditionality/austerity, as discussed under Option 1 earlier.

Finally, there are also views that a more long-term democratisation of SDRs would open up the power
of Central Banks beyond the countries home to major international reserve currencies. The pandemic
has highlighted global inequalities on many fronts — including within the current global financial
architecture. Reforming this would better prepare governments in Africa and all over the world for future
crises mitigation and management.
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Analysis on potential future utilisation of SDRs issuance/reallocation

Rating Notes

(1-10)

Financing for 6 SDRs have in the past and are currently being considered as a
development short-term solution, however in principle their allocation can also be
used as a longer-term measure.

Burden sharing 8 The burden of reallocation or new issuance would in particular fall on
those countries that hold most SDRs in the IMF.

Impact on 7 SDR issuance would have little to no impact on ownership as there
ownership is no current means of withholding SDRs for certain countries based
on certain conditions, or “strings” attached.

Impact on 8 Highly likely to improve macroeconomic conditions by enabling
macroeconomic domestic quantitative easing and lowering interest rates for public
environment and private sector activity

Feasibility 5 Some countries — including China — have already urged the IMF to

consider a new allocation. However, the United States, for example,
currently objects™xV. It is unclear whether redistribution might be
feasible.

5. Reform/regulation of private sector risk perceptions analysis

All countries — including African countries - are subject to risk perceptions analysis, by various actors,
both private sector as well as intergovernmental. Any index or assessment of certain capacities brings
with it a judgement of risk or opportunity. Many countries compete to be “higher” on certain rankings,
for instance the World Bank’s Ease of Doing Business Index is widely used by the private sector»v,
while as mentioned in earlier sections, the World Bank’s CPIA is often used by bilateral donors in
deciding country priorities for aid and loans™ i,

Credit rating agencies (CRAs) are organisations that do this professionally and independently. Indeed,
one of their key benefits is that they are not owned (and putatively not controlled) by state actors. There
are three particular CRA’s which dominate the industry under the designation of the United States’
Nationally Recognized Statistical Rating Organizations (NRSROs), and have developed what amounts
to a global oligopoly in the industry. They are: Standard & Poor’s Credit Market Services (S&P), Moody’s
Investor Service, and Fitch Inc. The United States Securities & Exchange Commission (SEC) in 1975
created the concept of NRSROs to designate agencies whose credit ratings would comply with investor-
oriented interests as stated by the SEC*Vi, Being market participants, and even though they (CRAs)
routinely state that they are publishers of financial opinions only, their credit ratings are far more
valuable than the opinions of governments, multilaterals or the most prominent financial publishers and
journalists®vii - with wide ranging and global influence on debt decisions — including those made for
African countries.

Over the last two decades, more African countries have been able to join in the sovereign debt
system™x_|n the early 1990s, thre was just one African country with a sovereign credit rating — South
Africaxc. Even as recently as 2006, 28*¢ African countries were “unrated”. Now 32 out of the 55 African
countries have one or more ratings from the three CRAs*i. The results of CRA analyses are made
available to investors, portfolio managers, and other actors on the buy/sell-sides of the financial market.
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Through credit ‘outlooks’ and ‘watches’, financial regulators and lawmakers increasingly make
decisions based on credit-rating criteria. Minimum quality standards of investment and the eligibility of
debt issuers for access to financial instruments are influenced by these ratings and this means that
CRAs have a quasi-regulatory role in the securities market's. In this sense, ratings have been helpful
to African countries, enabling them to secure certain types of private sector finance as well as reducing
some of the risks and therefore costs of borrowing from the international private sector.

However, there are four key challenges CRAs pose for African countries in particular.

First, CRAs’ global influence was brought to the forefront after the 2008 financial crisis because of the
shortcomings of financial regulatory frameworks and investors whose decision criteria are hardwired
into credit ratings*©ii, A 2011 US congressional financial crisis report found that Moody’s and S&P’s
triggered the 08’ crisis when they were forced to downgrade the inflated credit rating they had initially
assigned to poorly performing mortgage-backed securities*eV. It was also shown during the 1998 Asian
Financial Crisis that CRAs can reinforce boom-bust cycles of economies where capital markets react
to ratings in terms of investments and credit levels which then systematically influences ratings usually
for the worst in the case of developing economies™®.

Second, a particular issue is around the prevailing ‘issuer-pays’ business model involving CRAs being
paid directly by debt issuers who they in turn rate, a conflict of interest since the 1970s. Additionally,
approximately 90% of CRA revenues come from debtors who pay for ratings with service fees reaching
USD 2.4 million*. The conflict of interest is further expressed through the ‘revolving door’ of officials
between credit rating agencies and other financial institutions. For example, WorldCom had the same
director serve in Moody’s and received good ratings although its securities were at non-investment
grade ratings'8. The implication here is that countries with poor debt profiles pay for the ratings and the
indirect ‘pay-to-win’ model still leaves them in a lose-lose situation because the new negative rating
subverts any chances of sustained recovery from a financial standpoint.

Third, credit rating agencies consistently use several empirical variables to determine 90% of the
variations in credit ratings, including but not limited to; GDP per capita, GDP growth, inflation, the ratio
of non-gold foreign exchange reserves to imports, the ratio of the current account balance to GDP, and
debt default history as well as the level of economic development. Additionally, the ratings of developing
countries are negatively effected by two more variables - increases in international interest rates and
the structure of exports and their concentration*i. This means by design, African countries are on the
backfoot when it comes to debt sustainability when considering the conditions under which their credit
ratings emerged, most during the 2000s after debt relief and structural adjustment efforts.

Fourth, future policies of developing economies are impacted by credit rating downgrades, as access
to credit is further limited and the cost of borrowing is increased. Reformist policies to address structural
problems can either not affect ratings or even move in the opposite direction. Indeed, to avoid further
downgrades, countries often seek policies to serve short-term creditor concerns at the expense of long-
term sustainable development, keeping them in a vicious cycle of deprioritizing structural solutions for
immediate band-aid policies. As a key example of this during COVID-19, the CRAs were criticized by
the UN for downgrading four African countries immediately after joining the DSSI initiative, thus
stimulating higher risk premiums>evii. Others initially did not join DSSI for fear of their ratings being
downgraded*®ii, The US Financial Stability Board published ‘Principles for Reducing Reliance on CRA
Ratings’ in October 2010 and noted that credit ratings are intertwined with regulatory/investment
judgments meaning that small rating changes kickoff large sales thereby worsening already bad
situationsxc,
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Partly as a result of these four challenges, the COVID-19 crisis inspired the Africa Union’s Peer Review
Mechanism (APRM) to launch its first sovereign credit rating review report. The main criticisms raised
against CRAs are: Lack of competition, Lack of accountability, and Ratings triggers (i.e. by downgrading
a country’s ratings, liquidity can be compromised causing loss of investor confidence and demotion in
creditworthiness).

Proposals to deal with CRA related issues would ideally tackle benefits related to conflict of interests
and impose a real threat of liability in cases of misconduct. Some structures have been put in place to
address conflicts of interests (especially the ‘issuer-pays’ model) although adherence is negligible.
Concrete plans could also be made to reduce the over-reliance of investors on ratings, and to break the
oligopoly situation, which can be argued to be anticompetitive, especially in the real economies of
‘developing’ countries, especially African, where few other entities have powers.

Index providers

Similarly, in recent years, with the rapid growth of passive investment in tracker funds, the role of index
providers in African countries’ financial landscape is significant. Formerly, investors gave their money
to funds where a well-paid fund manager was picking stocks (or bonds) with the aim to produce above
average returns — to “beat” the market in finance parlance. But now more and more investors invest in
cheap passive funds (which comprise both exchange traded funds and index mutual funds) that merely
track financial indices. Unlike actively managed funds, however, the passive index funds industry is
characterised by enormous economies of scale — in terms of technology it is not a big difference if a
passive fund has USD 10 million or USD 10 billion assets under management. BlackRock, Vanguard
and State Street dominate passive funds as the “Big Three”, and they effectively delegate their
investment decisions to a small group of index providers, which own, construct and maintain the key
global benchmark indices - S&P Dow Jones, MSCI and FTSE Russell.

Reclassification between different indices can have significant impacts on a country’s flows of capital.
For example, moving from MSCI’s Frontier Markets Index, tracked by assets worth USD 14 billion, to
its Emerging Markets index, which serves as a benchmark for assets under management worth USD
1.8 trillion. Turkey, was put on a “watchlist” for possible exclusion from MSCI's Emerging Markets Index.
This is expected to trigger about USD 5 billion in total outflows from Turkish equities, including about
USD 2-3 billion from passive investment funds that automatically track the index.

The index providers’ decision-making in classifying which indexes rests upon their own assessments
of criteria such as market accessibility and are based on qualitative measures that MSCI (and other
index providers) reviews for all markets at least once a year, giving index providers a high degree of
discretion and “ample space for subjective judgement on whether certain countries should be
considered frontier or emerging markets,®” thereby wielding significant influence.
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Analysis on potential future utilisation of reform/regulation of private sector risk analyses

Rating Notes

(1-10)

Financing for 6 Reform to how African countries’ credit is rated could be very

development consequential for their future access to debt and future development
path.

Burden sharing 10 Reform to intermediaries in the global debt system, as opposed to
lenders themselves or debtors should not impact the burden sharing
balance.

Impact on 8 This option presents very little impact on ownership, and in fact could

ownership lead to an increase in sovereignty as countries are able to counter

negative risk-perceptions more easily.

Impact on 6 Changing cost of borrowing through better risk assessment can
macroeconomic reduce interest rates for public and private sector activity
environment

Feasibility 3 Major changes to this key part of the dominant international financial
infrastructure will be difficult — CRAs are integral to the continued
status of the USD as a dominant currency in the global financial
market. The discussion on index providers is still immature.
However, regulation is possible, for instance via US or UK markets
where most CRAs operate.

6. Reform of established debt sustainability frameworks

The IMF and World Bank together approved a new Debt Sustainability Framework for Low-Income
Countries (LIC-DSF) in 2017, with the framework “designed to guide the borrowing decisions of LICs in
a way that matches their financing needs with current and prospective repayment ability”, and “help
guide countries and donors in mobilizing the financing of LICs' development needs, while reducing the
chances of an excessive build-up of debt in the futurec.”

Under this framework, the IMF currently defines debt sustainability as follows: “A country’s public debt
is considered sustainable if the government is able to meet all its current and future payment obligations
without exceptional financial assistance or going into defaulte.”

As noted earlier, however, debt sustainability analysis is conducted exclusively for poor countries. The
analysis follows the chart shown in Figure 24, and consists of:

e a composite indicator to assess country’s debt-carrying capacity drawing on a set of country-
specific and global factors (including institutional strength using the World Bank’s CPIA score);

e realism tools to facilitate closer scrutiny of the baseline projections;

e a standardized forward-looking analysis of the debt and debt service dynamics under a baseline
scenario and in the face of plausible shocks, where the scale and interactions of shocks are
calibrated to country experience;
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o tailored stress tests to better evaluate country-specific risks stemming from contingent liabilities
(consistent with the coverage of public sector debt), natural disasters, volatile commodity prices,
and market-financing shocks; and

e modules that provide a richer characterization of debt vulnerabilities (from domestic debt and
market financing) and better discrimination across countries within the moderate risk category.

Figure 24: LIC-DSF process diagram®
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The assessments are calibrated in reference to previous episodes of debt distress for groups of
countries with similar economic characteristics. The calibrations lead to debt sustainability analysis
thresholds for key public debt indicators that signal higher risk if that indicator exceeds (or is expected
to exceed) its threshold” but can also be “based on historical experience.” The IMF’s frameworks
consider the degree of uncertainty in the projections of the debt and debt service indicators through fan
charts and stress tests.

The IMF (and World Bank) argue that key empirical findings show that low-income countries with better
policies, institutions, assets, and macroeconomic prospects can sustain higher levels of external debt.
The DSF, utilising the CPIA framework, classifies countries into one of three debt-carrying capacity
categories (strong, medium, and weak). Corresponding to these categories, the framework establishes
three indicative thresholds and a benchmark for each of five debt burden indicators (assessed in terms
of GDP, exports, and revenues). Thresholds corresponding to strong policy performers are highest.

Figure 25: Debt Burden Thresholds and Benchmarks Under the LIC-DSF°V

PV of external debt in External Debt service in PV of total public debt

percent of percent of in percent of
GDP Exports Export Revenue GDP
Weak 30 140 10 14 35
Medium 40 180 15 18 55

Strong 50 240 21 23 70
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On the basis of these thresholds and benchmarks, as shown in Figure 25, sustainability analysis under
the LIC-DSF give an assessment of the risk of external and overall debt distress based on four
categories:

e Low risk (when there are no breaches of thresholds);

¢ Moderate risk (when thresholds are breached in risk scenarios);

o High risk (when thresholds are breached in the baseline scenario);

¢ Indebt distress (when a distress event, like arrears or a restructuring, has occurred or is considered
imminent).

There are several problems with this approach, both structurally and analytically.

First, and structurally, a major concern is the restriction to assessment of only poor countries, which
means that by default, disproportionally African countries are assessed publicly as “in or at risk of debt
distress” compared to the rest of the world. As noted earlier in Section 4, at the beginning of 2021, the
only 12 countries out of the 64 countries globally with public debt levels higher than 60% in 2019 that
the IMF classified as at “high risk of” or already “debt distressed” were African. This in itself provides a
negative signal to investors and others about the potential for development in poorer (African) countries
and can negatively impact their potential future access to (cheap) finance for development.

Second, the use of thresholds itself has elements of a “self-fulfilling prophecy”®. The basis for using
thresholds is both theoretical and evidence based. In economic theory, returns on investment tend to
fall as the quantity of investment increases — a decreasing marginal return, which can be an argument
for thresholds. More practically, a large majority of studies on the debt-growth relationship find a
threshold somewhere between 75 and 100% of GDP< and argue that large increases in the debt-to-
GDP ratio could lead to much higher taxes, lower future incomes, and intergenerational inequity. Many
argue that there is a so-called cliff where the private sector is “crowded-out” by high public debt.
However, the fact of having a perceived “threshold” itself, unless well understood can itself send signals
to the private sector (and CRAs — as discussed in earlier sections) to respond negatively. Economists
describe this as an “endogeneity” and “asymmetric information” problem, and it is difficult to overcome.

Third, and relatedly, the DSF does not take into account the composition and quality of government
spending. Indeed, debt sustainability should look very different if debt resources are used for “recurrent
expenditure” — such as salaries of civil servants or health or education workers, or big, one-off
investments in infrastructure which may have their own “growth spillovers”. While broad references are
made in some IMF documents to the impact of different types of spending®i, the current country-by-
country framework itself has no way of formally (if at all) distinguishing between the two types of
spending — when the sustainability implications are very divergent. For instance, in a webinar on Africa-
China debt issues, ProfessorChristoph Trebesch, Director of International Finance and Gilobal
Governance at Germany’s Kiel Institute for the World Economy who has conducted research with the
IMF into the volume of Chinese loans in developing countries stated: "I’m a big fan of combining assets
and liabilities. But why the IMF for example does not in its debt sustainabilty analysis include data on
assets is that there is no good data on assets"®ii. Furthermore, some analysts acknowledge the
different contexts in which debt can induce growth®*. Others also acknowledge that much analysis of
thresholds has been done in developed/transition country contexts, such as EU Member States®.
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Fourth, although it purports to, the framework has no way of taking into account the future public
investment (and often debt) needed in infrastructure and human capital to meet the SDGs. The need
for new debt investment to meet infrastructure gaps in particular clashes with this — even in the best
governed African LICs®i. In 2018, the AfDB estimated Africa’s infrastructure financing needs at up to
USD 170 billion a year by 2025, with an estimated external financing gap of up to USD 68-108 billion a
year.®i This does not even take account of public (or private) financing needs to meet non-infrastructure
SDGs — such as certain aspects of education or health — nor the increased needs for digital access to
trade and services in a post-COVID-19 age. It also does not include finance for dealing with the “grey
rhino” of climate change mitigation and adaptation. A debt sustainability framework that has the potential
to mark down countries that might be making investments now to meet these needs clearly is not
“sustainable” in a holistic manner.

Fifth, the DSF does not have sulfficient flexibility for country-specific characteristics. For example, the
debt thresholds are calculated using a LIC-average GDP growth rate and with just three categories
(weak, medium and strong) for the CPIA score, rather than a continuous variable. This methodology
ignores potentially useful information. Why search for debt thresholds rather than say thresholds for the
probability of debt distress itself? The desire to produce debt burden thresholds has muddied the
question of how to aggregate information when the different debt burden measures convey conflicting
informationexii,

Sixth, while the IMF has been focused most strongly recently on trying to ensure countries include
contingent liabilities of banks and state-owned enterprises in their debt numbers (which can often
“‘uncover” more Chinese debt due to tied aid or resource backed loans), other criteria and indicators
could also be included — such as a thorough analysis of public debt by “quantifying variables that drive
debt relative to GDP: primary fiscal deficits and the interest rate-growth differential, as well as exchange
rate risks, since over half of the debt is denominated in foreign currency. Also missing are market signals
on default and devaluation risks, such as Eurobond spreads or interest rates on local debt in excess of
inflation targets that are relevant given the big shift to market debtoxv.

Seventh, the DSF uses the present value (PV) of debt, rather than the nominal value. Today, nominal
debt seems more appropriate because of the profusion of different types of public debt at different
interest rates — including official concessional debt, domestic market debt, Eurobonds, and non-
concessional bilateral loans. But it is their weighted average that is relevant for debt dynamics.

Eighth and finally, the specific use of the CPIA — a tool primarily used to measure and rank the ability
of countries to make effective use of aid, not debt, also presents problems. The CPIA does not directly
reflect specific criteria such as poverty reduction, school enrolment, maternal health, etc; nor does it
directly rest on proxy outcome variables such as GDP, export or investment growth rates. The CPIA
instead relies on the subjective judgments of technical analysts, and as such can be subject to major
biases and lack of in-depth information.
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Analysis on potential future utilisation of reforming established DSFs

Rating Notes

(1-10)

Financing for 8 Reform to debt sustainability frameworks to take account of future
development financial needs would impact strongly on countries’ future access to
debt and future development path.

Burden sharing 10 Reform to assessment in the global debt system, as opposed to
lenders themselves should not impact the burden sharing balance.

Impact on 8 This option presents very little impact on ownership, and in fact could
ownership lead to an increase in sovereignty as countries are able to utilise
debt finance in a more agile manner.

Impact on 7 Changing African sustainability rankings can reduce interest rates for
macroeconomic public and private sector activity, and feed into other risk assessment
environment

Feasibility 5 Major changes to this integral way of working of the IMF will be
difficult and long-term, however it is targeted and an independent
review process could be initiated as a first step.

7. Reform of World Bank/MDB approaches to development

The World Bank, and the approaches to development it takes, play an important role in the narrative,
structure and effectiveness of global development policies and initiatives.

As background it is important to be aware that there are many, competing approaches to development
that exist. For instance, Professor Diana Hunt in 1989 categorised six different potential theories of
how development takes place. They are listed in the diagram below:

Figure 26: Hunt’s 6 Categories of Development Economics Approaches

The Expanding
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The Structuralist The Neo-
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Without explaining each type of theory, the key point to note is that each theory has different views on
the “ultimate causes of underdevelopment, the key factors that stimulate economic development and
the role of technology, the role of government, market and other institutions in the development process,
and the implications for equality in the early stages of development”exvi,

The World Bank, as a major institution in the development sphere, that does not only provide loans to
developing counties but also provides a great deal of “capacity building” to utilise these loans and
institute development policies is a highly influential actor in utilising and advancing one or more of these
theories in practice in poorer countries. For instance, Howard Stein argues that the World Bank needs
to “rethink the basics” and “move away from neo-liberal conditionality”.

More specifically, there are many different aspects of the World Bank’s operations that could be
reformed, with the potential for a greater positive impact on development and debt management in
African countries. Below a few case-studies are discussed, in order to illustrate the impact of different
approaches and tools.

World Bank Reform Background: Washington Consensus

In 1989, John Williamson, a British economist from the Institute for International Economics (an
international economic think tank based in US capital) coined the term ‘Washington Consensus’ to
describe the themes and reforms espoused in policy advice by Washington-based institutions such as
the World Bank, the International Monetary Fund and the US Department of the Treasury, which were
believed to be necessary for Latin American states to recover from their financial and economic crises
of the 1980s°*ii, The reforms called for the opening up of economies through trade and investment, the
expansion of market forces in the domestic economy and for general macroeconomic stabilisation.
However, the term was later broadened to refer to highly market-based policies that should be promoted
in all developing countries, often being labelled ‘neoliberal’ in its approach. It should be noted that
Williamson strongly opposed this alternative usage and highlighted that some of his prescriptions were
often neglected, particularly about the “redirection of public spending from subsidies toward broad-
based provision of key pro-growth, pro-poor services like primary education, primary health care and
infrastructure investment” i, Countries across the world have endeavoured to implement varying
components of the reform packages, with implementation sometimes imposed as a condition for
receiving SAP loans from the IMF and World Bankexix,

However, as Figure 27 shows, the frequency of use of the terms most associated with this “Washington
Consensus”, “liberalisation” and “privatisation”, climbed to a peak in the late 1990s, before falling
dramatically in recent decades, suggesting that within this Bretton Woods organisation, attitudes
towards and/or the use of these types of policies has become unpopular.
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Figure 27: Rise and fall of the “Washington Consensus” narrative at the IMF
(y-axis refers to frequency of use of the terms in IMF country reports)“*

0.2

0
1978 1983 1988 1993 1998 2003 2008 2013 2018

W Others M development bank M liberalization m liberalize M privatization M privatize

A move towards the “New Structural Economics” approach?

Dr Justin Lin, who in 2008 was appointed the World Bank’s Chief Economist and Senior Vice President.
Dr Lin would prove instrumental in shaping the World Bank’s economic research agenda and leading a
new approach for achieving sustainable growth in developing countries, with what he termed ‘new
structural economics’®. In the wake of the financial crisis, Dr Lin drew up a framework consisting of
three distinct ideas with which to rethink the World Bank’s approach to development. The first was that
an economy’s structure of factor endowments evolves from one level of development to another. That
is, that the industrial structures of a given economy should be optimised for its current level of
development. The second was that the notion of ‘rich’ and ‘poor’ countries was a false dichotomy that
should be abandoned. Instead, economic development followed along a more nuanced continuum from
low-income agrarian economies to high-income industrialised systems. Therefore, infrastructure
projects and improvements in industrial capacity in developing countries should not necessarily be
based on those in higher-income economies. Finally, at each stage along this continuum of
development the market remains the foundation for the effective allocation of resources. Nevertheless,
economic development is a changing and dynamic process, therefore to ensure success the state has
a role to play alongside the market in facilitating infrastructural improvements and industrial upgrading.
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Reform to the Ease of Doing Business Index

The World Bank’s Ease of Doing Business Index (DBI) aims to rank countries on their ease of doing
business, with a higher score/ranking meaning the regulatory environment is more conducive to the
starting and operation of a local firmei, Some consider the DBI to present conflicts of interest. The
World Bank and others tell governments to seek to expand domestic revenue mobilisation — including
through taxes, but the DBI rewards them for doing exactly the opposite. For example, a country will get
points for increasing tax exemptions for foreign investment, meaning tax burdens fall to a greater extent
on the country’s (often poor) citizens, not wealthy potential investors. Similarly, constraints that
governments might want to impose in order to achieve SDGs and support local citizens/businesses
directly (such as for trade or jobs), such as local-content requirements or local employment
requirements are discouraged - which itself can impede development. The DBI is fundamentally based
on neo-classical economics, with little evidence that these policy prescriptions actually drive up
investment (or reduce risk) in developing country settings. African countries instead need help from the
World Bank and others to shape the upside. Not remove the downsides.)

Another example of potential reform of the World Bank/MDBs’ approaches to development is illustrated
in Box 5, which details some of these challenges and controversies when it comes to capital controlsexii,
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Box 5: Capital Controls — to use or not to use?

Capital controls are policies that limit or redirect capital (financial) cross-border transactions. During
the great depression of the 1930s, countries first adopted capital controls to stabilize their
economies while reducing the risk of capital flight. They have been used in various other situations
since. For instance, Chile used capital controls in 1990 when dealing with the Latin American
financial crisis, and Malaysia did so in 1998 when dealing with the Asian Financial crisis.

This is highly relevant for African countries because they borrow in foreign currencies and having
access to foreign currency is critical to repayment of foreign debt. In general, foreign currency flows
into countries through: a) selling goods/services to foreign countries and getting their currencies; b)
foreign investors bringing the currency to invest; c) diaspora sending money back home. In many
African countries, foreign currencies are often earned primarily by multinational mining firms.
Because these firms are multinational, they often keep a sizable or all their profit outside the country
where the parent companies are. With free capital flows, these companies can transfer money (such
as USD or EUR) outside of the country easily, thus the government cannot get access to it to
(borrow) to repay debt. In such a situation, capital controls can help.

However, the IMF (and its largest shareholder the United States) have, in general discouraged the
use of capital controls. Indeed, financial account openness was one of the pre-conditions for
eligibility for HIPC and MDRI.

With that said, however, in recent years there has been more open discussion amongst IMG staff
members. In 2010, a number of IMF economists in 2010 drew up a policy toolkit to manage
macroeconomic and financial-stability risks linked to the volatility of capital flows. In that toolkit, they
factored in a role for capital controls. While the policy note didn't represent the official IMF
standpoint, it seems to have been influential in bringing about a debate amongst policymakers and
the wider international community, which ultimately brought about a shift in the IMF's official position.
The crux of the policy was that the restriction of short-term inflows could lower financial stability
risks. In 2012, they published a staff paper which build on their initial change of heart regarding their
support for capital controls but still limited it as a last-resort policy.

Proponents for capital account openness state that controls run the risk of discouraging investors
from bringing in their money in the country if they will have difficulty getting it out. They also state
that such controls are largely ineffective, because the private sector can find ways to avoid control
measures and bringing in such controls can actually stimulate investors to take their capital to ‘safe-
havens’. An analysis covering 96 developing countries through 1970-2000 showed that restrictions
on capital accounts were only effective in East-Asian countries. The research showed that capital
control policies had no effect on Africa and the Middle East. Additionally, there was a net negative
effect on the economies in East Asia and South America.

On the other hand, there is no unified framework for analyzing the macroeconomic consequences
of capital controls, there are multiple definitions of what is considered a success because capital
controls are a single policy device while there are multiple objectives; and there are massive
socioeconomic variations across countries that use such policies. Indeed, policymakers in different
situations would rather give up capital mobility as opposed to yielding autonomy of monetary policy
(or defaulting on debt payments).
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Analysis on potential future utilisation of World Bank/MDB approaches

Rating Notes

(1-10)

Financing for 8 Reform to the advice that World Bank provides to developing countries
development may or may not impact countries’ future access to debt and future
development path.

Burden sharing 9 The burden of reform to the World Bank would fall on lenders, as
opposed to debtors.

Impact on 8 This option presents very little impact on ownership, and in fact could
ownership lead to an increase in ownership as countries are able to utilise
alternative approaches to development.

Impact on 3 Unlikely to have significant immediate macroeconomic impact.
macroeconomic
environment

Feasibility 2 Major changes to the dominant narratives and ways of working of the
World Bank/MDBs will be difficult and long-term.

8. Improved negotiation with lenders — “borrowers’ clubs”

There is no doubt that African countries — and other poorer countries — have difficulty in negotiating with
all lenders the terms of their loans and establishing agency on what and how the loans are used. By
definition, as “borrowers” they are in an “asking” position, which lowers their bargaining capacity.

In addition, negotiations with certain borrowers can be more complex than with others, even if they offer
new opportunities for meeting financial needs. As an example, a number of African countries such as
Sudan, Ghana, Angola and South Sudan have used what is known as “resource-backed” financing
instruments — using commodity flows such as oil or cocoa as collateral — to access Chinese finances\v
Few other bilateral donors offer these sorts of loans, even though they can potentially provide a clear
benefit to citizens in the sense of ensuring commodity revenues are fully dedicated (i.e. hypothecated)
to infrastructure spending projects and ensuring less chances for funds to be lost to tax havens, for
instance. In addition, in some cases, if well negotiated, such instruments can be designed to provide a
buffer for borrowers against low commodity prices®*., which is a perennial issue. However, resource-
backed loans also come with risks, and like for all contracts, the devil is in the detail, and the less familiar
the form of a loan is the harder it is to negotiate the best out of it.

Thus, creating means to support African countries and/or LICs and MICs more broadly — or even better
for them to exchange experience and support each other — to better negotiate with lenders could be
helpful.

Such means can be envisioned at various levels institutionally - from the less coordinated to the highly
coordinated, and each has pros and cons. We explore these options below.
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At the least coordinated level, African countries can seek the support (pro-bono or charged) of legal
firms in particular to get the best from every deal they make. There are numerous examples of this, with
a recent one including the hiring by the Zambian Government of French firm Lazard Freres in May 2020
at a cost of up to USD 5 million to support debt restructuring negotiations with various lendersvi,

It is also possible to coordinate this kind of support. For instance, the French firm GIDE has recently set
up an “African Debt Taskforce” and think-tank to provide pro-bono support to African governments on
this issue®ii. It would be plausible for other firms to join this initiative or create others, so that such
advice is possible to access on an “on-demand” basis.

Itis also possible for African borrowers to themselves find or create forums to meet informally or formally
to discuss and exchange experience of negotiating lending instruments, for instance within the AU (for
example, around or during meetings of African Finance Ministers) or coordinated by the UN or even
academic institutions. For instance, in October 2019, Dr Folashadé Soulé of the Blatnavik School of
Governance in Oxford University in the UK launched an Africa-China negotiation workshop series
(closed-door) on comparative negotiation practices strategies and strategies by African governments
when dealing with China. The first workshop attracted 15 senior policy makerseii_ |t would be possible
to scale-up and formalize such programmes.

Two other important potential more structural and coordinated measures are detailed below:
Coordinated debt swaps

As explained in an earlier section, a "swap line" is effectively an emergency pipeline of foreign currency
to countries that need them, agreed between central banks to exchange their country's currencies to
one another. One country’s currency is "swapped", or in other words traded, for the other country's
currency.

Early in 2020, the UN Economic Commission for Africa (UNECA) proposed that some African countries
should work together to exchange their sovereign debt for new concessional loans — rather than simply
using funds otherwise needed for COVID-19 to pay private creditors®xx. UNECA, the AU and a group
of African finance ministers are in the process of designing a special-purpose vehicle for such a swap.

The mechanism would work as follows. A trusted (i.e. high credit rating or AAA-rated) multilateral lender
like the World Bank, IMF or a larger G20 economy would underwrite a major new loan for the economies
together — providing “collateral”. This new loan would be used to pay off commercial debt payments
being made now — effectively turning the current debt into longer-maturity loans with a five-year grace
period and lower interest payments thereafter. This proposal is similar to the 1980s Brady Plan that
converted bank loans owed by mostly Latin American countries into new securities backed by US
Treasuries, though importantly, as noted by Vera Songwe, UNECA’s Executive Secretary, the
circumstances are different: “The Brady plan saved us from a crisis, but it was a policy-induced crisis
[...] This time we are not insolvent, we are not poorly managed economies, but we have fallen into a
crisis because of the pandemic.”

The benefit to borrowers would be that they would no longer need to make the commercial debt
payments for a fairly long and predictable period (such as 5 years), lower interest payments long-term,
and use the new “fiscal space” created to deal with COVID-19 as well as invest in economic-growth
inducing measures to generate new funds to pay the new loan. And they would not harm their credit
ratings. The benefit to lenders is that they would get their payments.
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The challenge with this model — like the G20 debt payment moratorium — is that it would largely benefit
the countries already spending money on debt investments (including potentially badly spent money),
rather than releasing new funds for those that have not invested or are suffering from COVID-19 impacts
relative to others. However, it could also provide a pathway to another more long-term model — a
“borrowers’ club”.

A “borrowers’ club”

There are various schemes that exist for otherwise marginalized, low-credit ranking or uncollateralized
borrowers at a personal level to raise more finance. Most of these schemes are based on the Grameen
Bank model of “microfinance”, created in Bangladesh 1976 by the Nobel Prize winner Mohammed
Yunus. Before Grameen, people had only been able to take loans based on their own predicted income
or collateral, which left many out of the system, especially the rural poor.

Yunus’s bank enabled people to club together to take loans, as well as make slower and smaller
affordable repayments together. The system, though it had faults, has been replicated globally and
enabled millions of people to access debt to durably lift themselves out of poverty.

This model can also be applied at a macro level to make country-level debt both cheaper and more
widely available — a “borrowers’ club”, either as a response to COVID-19 or to alleviate the debt
challenges that COVID-19 has exposed.

Such a club would involve African (and/or other) countries coordinating to apply for finance as a group,
using as collateral each other’s growth prospects alongside accountability to each other and their
citizens. Alternatively, as per the coordinated “swap model” above it could be collateralized by a
multilateral bank.

The borrowers themselves (only) would be responsible for determining the prioritisation of projects
across members, and each would provide small, low-interest regular repayments, agreeing their own
relevant thresholds or criteria for internal defaults (e.g. commodity price falls). The club would collate
and issue repayments as one to lenders on their schedules as required — while keeping aside a certain
amount as a cushion or for further collateral. There are already organisations on the African continent
for example that help to prioritise projects — for instance the Programme for Infrastructure Development
in Africa (PIDA) has a task force of infrastructure experts from AU Commission, AU Development
Agency (AUDA-NEPAD), and AfDB and UNECA to gather, consult on and prioritize projects in four
sectors (Energy, Transport, Trans-Boundary Water, and ICT) across the continent over 10 year time
framese*i, This taskforce and process could be strengthened by and utilized for a borrowers’ club.

The benefits to lenders of this club would be similar to the benefits commercial banks experienced with
microfinance. Lenders could look at new loans as real growth or business propositions with lower risk
— enabling lower interest rates — and higher returns.
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Analysis on potential future utilisation of improved negotiations and a borrowers’ club

Rating Notes

(1-10)

Financing for 9 Coordinating borrowers to ensure the best outcomes from lending —
development even at the most informal level - could impact strongly on countries’
future access to debt and future development path.

Burden sharing 8 The burden is mostly fairly shared - borrowers take steps to improve,
but ensure lenders are being fairer and delivering more.

Impact on 9 The most coordinated, formal methods of this option will likely lead to

ownership an increase in sovereignty as countries are able to demand more
benefits from debt finance. However, there are potential for conflicts
of interest in some advisory mechanisms, and there is also the
potential for eligibility criteria to be introduced in the swap-instrument
or borrowers’ club if multilaterals are involved, which could have the
opposite effect.

Impact on 7 Increasing external debt at lower cost could enable reduced
macroeconomic domestic interest rates for public/ private sector
environment

Feasibility 4 Some initial steps to see this option become a reality are being
taken, and there are existing coordination mechanisms to be built on.

9. African Union continental financial institutional development

The African Continental Free Trade Agreement (AfCFTA), which became effective on May 30t 2019,
is one of many planned continental-level institutions to be developed or brokered by the AU. In particular,
there have been in existence since 2006 plans for an African Monetary Fund (AMF), African Central
Bank (ACB), and African Investment Bank (AIB), which could provide strong opportunities for debt
solutions in Africa. The establishment of the African financial institutions is a flagship programme under
Africa’s Agenda 2063 to accelerate the continent’s regional integrationooxi,

However, before exploring these three, it should be noted that there is already a continent-wide financial
institution in Africa, the AfDB. The AfDB’s goal is to encourage sustainable economic development and
social progress in Regional Member Countries, thereby contributing to the reduction of povertyoxii, |t
is not necessarily a primary financial institution (a lender of last resort) because it focuses on SDGs,
and “regional integration” is just one of five operational principles, as shown in Figure 28.
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Figure 28: African Development Bank Strategy 2013-2022*xv
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The AfDB has two groups of shareholders. The first are the 54 African Member Countries, the second
are 27 non-African Member Countries. The non-African members hold 39.493% of the shareholder
votes and therefore the African members have more power to determine strategic direction and
approval of projects than the non-African membersex,

In contrast, the plans for three financial institutions envision voting power and decisions being fully
vested in African countries exclusively. Figure 29 provides a conceptual representation of the proposed
relationship between these three future financial institutions of the AU, with the eventual aim of
economic and eventually monetary integration within the African continent.

Figure 29: Conceptual relationship between the financial institutions of the African Union
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The main purpose of the AMF will be to “facilitate the integration of African economies by eliminating
trade restrictions and providing greater monetary integration”>vi, This vision is expressed under
articles 6 and 44 of the 1991 Treaty Establishing the African Economic Community (Abuja Treaty) and
the AMF is expected to serve and operate as a pool for the African Central Bank (ACB) reserves as
well as national currencies for AU member states — essentially acting as Africa’s own IMF, its own
“lender of last resort”. It would, like IMF, also conduct macro-economic surveillance of AU member
states.

The AU Assembly adopted the AMF Protocol and Statute at the 22" AU Summit June 2014. It will go
into force 30 days after ratification by 15 AU member states. As of June 2019, 12 countries have
provided signatures to the AMF Protocol and Statute while Chad is the only country that has also ratified
and made a capital depositi, The majority of the 12 signatories so far are from West Africa.

The plans for the AMF are already fairly detailed. The headquarters of the AMF is to be in Yaoundé,
Cameroon, and other offices can be established as per the approval of the Boardeii, Article 7 Section
1 of the statute describes the capital structure of the AMF, stating that the authorized share capital
would be USD 22.6 billion denominated in USD 100 shares. Every 5 years, the Board is expected to
review -through qualified consensus (like the IMF) - the allocation of the AMF’s capital shares and also
determine deadlines upon which member states are required to make payments. The share of capital
subscription for each member state party is meant to be determined by considering GDP and
populationexix  so that each member state’s contribution is less than 0.625% of its 9-year average
annual GDP, with voting rights proportionate to subscribed sharesc.

Plans for the AIB are also well developed. The aim of the AIB is to provide technical assistance for and
invest in development projects — especially for regional economic integration of member states,
‘modernization’ of rural sectors in low-income member states while strengthening private sector
activities. Membership is open to all member states of the AU, and African regional financial institutions,
African domestic public financial institutions/enterprises and even nationals and registered legal entities
in African countries®i. The authorized initial capital stock of the AIB is to be USD 25 billion denominated
in USD 10,000 shares. Subscription shares of member states are to be determined on a “composite
index of economic and demographic variables” as prescribed by the General Assembly. Furthermore,
voting rights are proportionally determined by the allocated quota of each member state’s paid-in
subscription®i. AIB will also establish a fund for loans and guarantees to African low-income countries,
resourced via special/voluntary contributions of member states, funds from repaid loans, and proceeds
from investments financed from the Special Fund itself.

As of May 2019, 22 countries have signed the Protocol of the AIB and the document has been ratified
by 6 countries (Togo, Libya, Congo, Chad, Burkina Faso, and Benin).

Unlike the AMF and AIB, plans for the ACB are not yet detailed. This is because the ACB is eventually
expected to take over the responsibilities of the AMF and its plans will be prepared by an African
Monetary Institute, to be established before the ACB¢¥iii, However, it is instructive to compare the ACB
to the European Central Bank and the Fed to understand its potential function in Africa. The ECB is the
central bank for the eurozone which is the monetary union of 19 EU member states and similarly to the
ACB, it is one of seven institutions of the European Union just as the ACB (not officially established) is
one of five in the AU. The U.S. Federal Reserve is the central bank of the United States that ensures
the safety and efficiency of payment systems while processing various financial transactions and
regulating banking institutions among other functions. The ECB can issue banknotes while eurozone
member states can issue euro-coins. In the U.S. case, the Federal Reserve buys banknotes and coins
from the U.S. Treasury and issues the currency accordingly. However, currently, no comparative African
currency exists in that the US dollar is a global reserve currency and that currencies like the CFA Franc
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remain pegged to the euro and backed by the French treasury. Thus, the stated mission of the ACB is
to fill this gap by building a common monetary policy as well as a single African currency.

Were these institutions to be in place now, they could arguably have helped alleviate COVID-19
financial liquidity challenges in Africa, in particular the African Monetary Fund (AMF), for example
through quantitative easing (equivalent to issuing “Africa-only” SDRs). The AIB could also help the
poorest countries invest in the short, medium and long-term to employ the required technical solutions
for the health or economic crisis.

Analysis on potential future utilisation of African financial institutional development

Rating Notes

(1-10)
Financing for 10 Having independent African financial institutions could impact
development strongly on countries’ future access to debt and future development
path.
Burden sharing 1 The burden falls on (African) borrowers to create and capitalise
institutions.
Impact on 9 This option will likely lead to an increase in sovereignty due to the
ownership governance structure of the institutions. However, there is the

potential for African governments to impose on each other’s
sovereignty and ownership through the rules and governance
mechanisms of the various institutions.

Impact on 5 Could shift macroeconomic conditions in different countries
macroeconomic dramatically (positively and negatively) through centralised monetary
environment policy.

Feasibility 5 While initial steps have been taken to make these institutions a

reality, these are slow, and it will take several more years and a
concerted lobbying effort within Africa to make them happen,
especially capital contributions.

10.Accelerating African economies’ structural transformation

Broadly speaking, structural transformation refers to the re-allocation of resources across and between
economic activities. For example, rebalancing over time to become a predominantly secondary
industry-based economy with smaller primary and tertiary industries, or an economy in which service
industries become paramount. It can mean diversification across industries or industry sectors, or
diversification within those industries or industry sectors — such as a transformation increasing
productivity within an economy’s agricultural sector.

Many economies in Africa are poorly diversified, with some, for example, dependant on one or a few
commodity exports for foreign exchange generation, and others highly dependent on tourism. If a
country cannot service its debt through tax income on the industry they primarily depend upon, what
will they do? A fall in the price of that commodity, or a dramatic reduction in tourist arrivals can have
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significant impacts on a government’s ability to raise finance needed for debt and interest payments, as
discussed in earlier sections. An overdependency on one foreign trade partner can have similar and
compounding impacts. What happens if that partner’'s economy goes into recession, and the demand
for (and price of) the African country’s export commodity falls?

Other directions in which transformation could occur is in a move towards exports, and in digitalisation.
Indeed, in a 2021 OECD and AU report, digitalisation’s primary impact on job creation in Africa and
other developing countries was found to be in export opportunitiesev,

Economic diversification is therefore key for countries to mitigate the risks of external shocks from one
industry, one commodity, or one partner. The AfCFTA can play a role in this, opening up intra-
continental trade and reducing Africa’s reliance on extra-continental actors.

Relatedly, one reason many African countries require external financing and loans for their sustainable
development and to reach Agenda 2063 or SDG targets, is that domestic resource mobilisation (DRM)
is underdeveloped. DRM is the process through which low-income and lower middle-income countries
raise and spend their own funds to provide for their own people — either through taxes or savings. If
countries were better able to this, their reliance on industries that could be devastated by an external
shock would be more limited. The UN recognises domestic resource mobilisation as “the foundation for
self-sustaining development”exlv,

Beyond economic diversification and DRM, another route through which African countries could
structurally transform is through changing lending structures. Is debt being taken up for the right reasons,
with productive use of debt? And how could systems be created which incentivise and reward
productive use of debt?

For African countries, a structural transformation approach could yield strong responses.
Industrialisation and DRM would bring employment opportunities and productivity gains. It has also
been argued that COVID-19 has amplified this existing need for economic diversification in Africa®i,
intensifying the importance of this solution.

Analysis on potential future utilisation of structural transformation

Aspect Rating Notes
(1-10)
Financing for 6 Having diversified economies and more domestic resources could impact
development strongly on countries’ future access to debt and future development path.
However, much of this itself requires (upfront) financing for development.
Burden sharing 1 The burden falls on (African) countries to transform their own economies.
Impact on 8 This option will likely lead to an increase in ownership and sovereignty due to
ownership the better diversified economies, less dependent on single bilateral or
multilateral partners.
Impact on 3 Transformation will be aimed at improving macroeconomy but may also lead
macroeconomic to higher (public) debt levels

environment

Feasibility 4 Arguably African countries have been working hard to deliver structural
transformation since at least the 1960s, and structural impediments to do so
exist. It is unclear if these will change anytime soon.
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Comparing the options

Any assessment of options such as those laid out earlier in this section will of course have subjective
elements. As explained in Section 5, the assessment of the options centres on four bespoke and
specific criteria, identified as crucial to long-term sustainability of debt solutions.

The “scores” of each of the options are presented below in Figure 30, with some interesting initial
implications.

Figure 30: Summarising the options

Impact on
Financing for = Burden Impact on macroeconomic Total

development  sharing ownership environment Feasibility Score
(1 to 10) (1 to 10) (1to 10) (1-10) (1 to 10) (out of 50)

1. Further structural
adjustment-like 3 1 2 2 7 15
programmes

2. Further HIPC/MDRI-

like debt relief 5 8 4 6 ! 30

3. Further I:.)SSI debt 5 5 6 5 10 31
suspension

4. SDRs |ss.uance/ 6 8 7 8 5 34
reallocation

5. Reform/
regulation of private 6 10 8 6 3 33
sector risk analysis

6. Reforms to debt
sustainability 8 10 8 7 5 38
frameworks

7. Reform of World
Bank/MDB 8 9 8 3 2 30
approaches

8. Better negotiation
and a “borrowers’ 9 8 9 7 4 37
club”

9. Afrlf:an_flnanclal 10 1 9 5 5 30
institutions

10. Structural economic 6 1 8 3 4 20

transformation

With regards to enabling and enhancing more financing for development the options relating to
the adjusting the IMF’s debt sustainability frameworks (Option 6), World Bank approaches (Option 7),
and the development of African financial institutions (Option 9) score highly. These help create
environments where required access to financing future needs is incentivised. The improvement of
negotiation and coordination capacity including a borrowers’ club or special purpose vehicle (Option 8)
also scores fairly high, while the re-introduction of SAPs (or other similar austerity and privatisation
programmes — Option 1) is scored lowest. Importantly, debt relief programmes (Option 2) and the recent
G20 DSSl initiative itself (Option 3) also score relatively low in supporting African countries’ long-term
economic development ambitions through financing.

With regards to burden-sharing, the most neutral options (i.e. that balance or don't affect debtors and
lenders equally) are reforms to existing normative debt frameworks — in particular reform to credit ratings
agencies and other private sector risk assessments (Option 5) and debt sustainability frameworks
(Option 6). On the other hand, as mentioned in the introduction to this section, given that poverty tends
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to be concentrated in debtor countries burden sharing should fall more on lenders than debtors. The
options that have the least burden on debtors include reform of the World Bank and MDBs (since they
are the world’s largest lenders — Option 7), improved negotiation (Option 8), further debt relief (Option
2), and SDR reallocation/issuance (Option 4). Setting up African finance institutions (Option 9) and
restructuring African economies (Option 10) seem very important but it must be recognised they put the
onus only on African countries as borrowers to adjust and change.

In terms of the ownership of debtor countries, the highest scoring options imply a potential increase
in ownership or sovereignty — in particular improvements to negotiation capacity and coordination
(Option 8) as well as African financial institutions (Option 9). However, options such as structural
adjustment programmes (Option 1) as well as debt relief (Option 2), and even suspension (Option 3)
could impose restrictions on ownership, and therefore face feasibility challenges in African countries in
particular.

For impacts on macroeconmic environment, SDRs allocation scorest highest (Option 4), while
improved negotiation (Option 8), such as through a borrowers’ club, or reform to established debt
sustainabillty frameworks (Option 6). Meanwhile, futher utilisation of structural adjustment type policies
ranks lowest (Option 1).

Finally, in terms of feasibility, the options that are most practicable and achievable are those which
have already been implemented or implemented recently, especially the furthering of DSSI debt
suspension (Option 3). Improvements to negotiation capacity and coordination may be possible (Option
8 — although some of the stronger aspects of this option may be less feasible). The least feasible are
reform of World Bank approaches (Option 7) and private sector risk analysis (Option 5), as well as
structural transformation to African economies (Option 10), changes to IMF debt sustainability
frameworks (Option 6), as these require a great deal of institutional change across a great deal of actors,
and arguably have been attempted for decades.

What does this mean in aggregate? Based on this framework, which seeks to prioritise long-term
solutions to debt challenges, the front runner options for the world to pursue together and for African
stakeholders in particular to advocate emerge as improvements to negotiation capacity and
coordination (Option 8), as well as reforms to debt sustainability frameworks (Option 6). Reform to
private sector risk assessments (Option 5) also stands out, alongside further DSSI debt suspension
(Option 3), while African financial institutional development (Option 9), despite feasibility challenges,
and the issuance/reallocation of SDRs (Option 4) also score relatively highly. The options are ordered
in priority in Figure 31.
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Figure 31: Options to pursue in order of priority
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The framework also suggests that structural adjustment-like austerity and privatisation programmes
and policies (Option 1) are the least useful in ensuring long-term solutions to African debt challenges.

That said, we should also note that none of these options are mutually exclusive. They are and should
be possible to work on in tandem, and in some cases can mutually reinforce each other. For instance,
aspects of Option 8 such as swap lines and the borrowers’ club proposals could be combined with
issuance or reallocation of SDRs (Option 4), and/or as a means to initiate African financial institutions
(Option 9).
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SECTION 7: CONCLUSIONS AND RECOMMENDATIONS: A
REIMAGINING OF THE GLOBAL DEBT SYSTEM

Section 1 outlined the approach and structure of the report, highlighting that a report of this sort —
outlining the different options available to better development in Africa with regard to debt — has not
been written before.

In Section 2, the global debt system was introduced. Stakeholders on all sides of the system were
explained, from lenders and debtors to credit ratings agencies. The types, and importantly, reasons for
debt engagement were highlighted — with Africa’s need for external financing to construct much-needed
infrastructure a key point. Nigeria and China were presented to further illustrate.

Section 3 provided an overview of debt in African countries over time, highlighting important
background information in Africa’s debt story, backed with data. The importance and lasting influence
of Africa’s colonial era is pronounced, as well as key events such as the 1980s debt crises.

The arrival and impact of the COVID-19 pandemic in Africa formed the focus of Section 4. The virus’
effects in Africa, though less severe than in other areas of the world, have significantly reduced
economic growth prospects, increased government expenditures, and reduced tax revenues — which
together worsened debt sustainability outlooks and caused liquidity concerns.

Section 5 introduced the analysis criteria, utilised in Section 6 to present the options available to
African and international stakeholders in the future. Interventions implemented in the past were
analysed, such as the HPIC and DSSI initiatives, before seven proposed solutions were brought
together and analysed against a set of criteria deemed most important. Comparative analysis was also
used to discuss these options — and inform the conclusion and recommendations in this final Section.

The options outlined above present a coherent, holistic toolkit from which African and other stakeholders
can approach future debt and growth challenges. Importantly, the options should not be considered
mutually exclusive. The leading different options should be worked on simultaneously, with different
actors or governments focusing their efforts on the ones they deem most appropriate to their needs,
and in particular ensuring that it is not only borrowers or debtors that should act/change on their own.
At the same time, it is important to be sceptical about both singular proposals as well as proposals
which are ranked lowest in the appraisal in Section 6.

Furthermore, this holistic toolkit is arguably in line with a number of other recent and emerging paradigm
shifts in the international development sector.

First, since 2011 there has been a shift in the development policy making world from focusing on “aid”
to “development cooperation” which purports, for instance, to encourage the shift of private sector
finance towards sustainability and poverty reduction, as well as increase transparency of finance flows
and “ownership” of recipient countries of aid or loans provided.

Second, there has been talk of a shift from “foreign aid” in providing grants and loans to poor countries
towards “Global Public Investment” — a concept coined and explained by Jonathan Glennie in a 2020
book: The Future of Aid®"i. This encourages a shift from seeing international finance as a temporary
last resort (such as SDRs or loans), to valuing it as a permanent force for good, alongside collective
paying in and collective benefits, no matter the development level of a country, and representative
decision-making.
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Third, as a result of the Black Lives Matter movement, which came to a head in 2020, the development
sector has come under some pressure and criticism to “decolonise” and shift away from a “white gaze”
which views recipients of aid or loans through a lens of superiority and removes their agency.

Any discussion of avoiding debt and ensuring adequate future financing for African countries must
therefore be able to respond comfortably to these three paradigm shifts.

Based on this requirement, as well as the analysis of the options set out in Section 6 we have the
following specific recommendations for different stakeholders, depending on their unique and potential
contributions to implementing the solutions explored in this paper.

Recommendations for African stakeholders

African stakeholders are no doubt the most important stakeholders of all when exploring short-and long-
term African financing solutions. It is up to African governments and citizens to determine the shape of
engagement with the rest of the world on this issue. In this sense, African governments and citizens
must first establish agency over these issues, including through conducting their own appraisal of these
options, as has been done in this paper.

Based on the analysis in this paper, we specifically propose:

e African governments should use the COVID-19 experience of working together collectively towards
a common goal, as well as the renewed efforts for continental coordination through the AfCFTA to
work together to create African-owned and managed forums or bodies for increasing negotiation
capacity and coordination on financing issues, including DSSI and SDR proposals in particular (ref:
Option 8, linking to Options 3 and 4).

e While new SDR issuance proposals are welcome (ref: Option 4), African stakeholders must
explicitly clarify that they will be insufficient to meet African needs on their own, and could create
problems if combined with austerity programmes led by multilateral organisations. African
governments should therefore advocate for the G20 to agree a new SDR issuance on the condition
that each G20 member will also re-allocate a certain percentage (to be determined) of the new
allocation to a new special purpose borrowers’ vehicle, managed and led by African
countries/institutions (ref: Option 4).

e African finance ministers should build on their work with UNECA and form a working group to
determine the modalities for a special purpose borrowers’ vehicle to present to the G20 and
multilateral lenders at the Italian-led G20 Summit in 2021, as a repository for a percentage of SDRs
re-allocated to Africa (ref: Option 8).

e African governments and non-governmental organisations should call for an immediate and
independent review of the IMF’s debt sustainability framework, ensuring that African experts are
well represented in any expert groups formed to do so (ref: Option 6).

o African governments should call for the G20 to initiate a workstream on reform and regulation of
credit ratings agencies and private sector risk analysis. The G20, with its financial background, is
the right institution to initiate this (ref: Option 5).

e African governments should push the G7 and G20 to agree to a further extenshion of DSSI debt
suspension, for 1 to 2 years, depending on the progression of the COVID-19 pandemic, and for all
African countries (both LIC and MIC), while including multilateral lenders (ref: Option 3)

e African governments should accelerate work towards creating independent African financial
institutions, utilising new bilateral SDR allocations to make initial capital contributions as necessary
and using the special purpose borrower’s vehicle as a practical stepping-stone (ref: Option 9).
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e African governments and non-governmental organisations should call for the World Bank to review
its approach to development — including its poor emphasis to date on structural transformation
through industrialisation and other state-led policy shifts (ref: Option 7).

e Based on lessons learnt from past debt crises, African stakeholders should be wary of proposals
from all potential partners — whether multilaterals, Chinese or other countries - to provide new
lending on condition of privatisation, tax reform or other types of policy change that could reduce
government capacity for raising finance domestically.

Recommendations for Chinese Stakeholders

This paper sets out how and why China has become an important development partner for African
countries in financing development. It is not just China that has driven this, China has also filled a gap
not met by others. That said, every development partner can improve, and it is important that Chinese
stakeholders listen carefully to African stakeholders needs and respect their needs and demands for
ownership and aspiration to find long-term African financing solutions. This requires a delicate balance
between being part of the G20 system to try to ensure global macro-stability and taking a progressive
stance in the G20 alongside the G20’s one African representative South Africa, and any other African
observers.

Based on the analysis in this paper, we specifically propose:

e The Chinese government has since mid-2020 indicated openness to a new SDR issuanceVii,
Based on the analysis in this paper, this is clearly a positive stance to take. However, recognising
that this will not be sufficient to support the poorest countries due to low allocation levels, the
Chinese Government should also express willingness as soon as possible to also re-allocate a
certain percentage (to be determined) of its own new allocation to a new special purpose borrowers’
vehicle, managed and led by African countries/institutions. China could even consider allocating a
certain amount of its own bilateral finance to such a vehicle, at the next FOCAC Summit in Senegal
In 2021 (ref: Option 4 and Option 8).

e As noted in Section 5 as well as Appendix 2, the Chinese government has issued new debt
sustainability guidance to be used by Chinese banks in “going out”. While it is admirable to review
one’s own practices in the light of international pressure, the international pressure has come from
other development partners, not necessarily African counterparts. Thus, the Chinese government
should also call for review and reform of the IMF’s framework, and provide more details of its own
framework to the expert team to help in considering alternatives and ensure more finance for African
countries from all sources going forward (ref: Option 6)

e The Chinese government should advocate within the G20 for a further extension to DSSI debt
suspension (ref: Option 3) for all African countries (both LIC and MIC) and other LICs, including
from multilateral lenders, and agree within the G20 to take part in a workstream on regulation of
credit ratings agencies and country risk analyses (ref: Option 5).

¢ Chinese stakeholders beyond the government — both private sector and non-governmental — should
aim to work more closely with African counterparts, to increase mutual understanding of financing
challenges in African countries, as well as potential options and approaches used by Chinese
counterparts, to help overcome scepticism and lack of transparency to date on Chinese financing
to Africa.

¢ Chinese lenders should also avoid falling into practices used in the past (ref: Option 2) to provide
new lending on condition of privatisation, tax reform or other types of policy change that could
reduce government capacity for raising finance domestically.
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Recommendations for other international stakeholders

This paper sets out how and why the traditional modes of engaging with African countries on finance
and debt — by traditional OECD lenders and multilateral institutions have been and continue to remain
highly problematic. Agency of African stakeholders is often non-existent, justified by analysis
emphasising poor governance, although African governments and institutions have in 2020 shown
themselves to be superior to many others including those of their traditional development partners
during the COVID-19 crisis. The time is now to learn from the past and improve, listening carefully to
African stakeholders needs and respecting their needs for ownership and aspiration to find long-term
African financing solutions. This requires not just taking seemingly progressive stances in the G20 but
being willing to consider internal reforms and to consider new options never on the table before, so as
to avoid creating future debt crises by imposing the wrong kinds of conditions.

Based on the analysis in this paper, we specifically propose:

e Bilateral OECD lenders and boards of multilateral institutions should express openness to a new
SDR issuance, but recognise that this will not be sufficient to support the poorest countries due to
low allocation levels. They should thus also be willing as soon as possible to re-allocate a certain
percentage (to be determined) of new country allocations and any new capital (via the IMF, MDBs,
and so on) to a new special purpose borrowers’ vehicle, managed and led by African
countries/institutions (ref: Options 4 and 8). The UN and non-governmental organisations based in
OECD countries should put pressure on governments to agree to this.

¢ Non-governmental organisations based in OECD countries should recognise the problems that
austere progammes created for poor countries in the past (ref: Option 2), and put pressure on
bilateral OECD lenders and boards of multilateral institutions to avoid using new finance as a means
to impose conditions on African countries, whether the finance comes from multilateral institutions
or from new SDRs.

o Bilateral OECD lenders and boards of multilateral institutions, as well as the UN and non-
governmental organisations should call for and be willing to commence an in-depth, independent
review and reform of the IMF’s debt sustainability framework (ref: Option 6).

e The board of the World Bank should initiate a review of the World Bank’s approach to development,
including its poor emphasis to date on structural transformation through industrialisation and other
state-led policy shifts. The review should cover all aspects of internal Bank modalities and
operations — including the election of the President, as well as other staffing issues, internal
guidance. and economic modelling/indicator biases, among others (ref: Options 7 and 10).

e Bilateral OECD lenders and boards of multilateral institutions should agree within the G20 for a
further 1.5 to 2-year DSSI debt suspension for all African countries (both LIC and MIC) and other
LICs, including from multilateral lenders (ref: Option 3) and agree within the G20 to initiate a
workstream on regulation of credit ratings agencies and country risk analysis (ref: Option 5).

e Private sector lenders from OECD countries should express willingness to reform and take part in
a G20 workstream on regulation of credit ratings agencies and country risk analyses (ref: Option 5).
The UN has played a positive role in supporting African countries to coordinate and manage the
economic impacts of COVID-19 in particular through the UNECA. The UN should continue to do so,
and scale this work up to provide a consistent forum for more detailed coordination and support,
with a view to operationalising new African-led financial institutions (ref: Options 4 and 9).
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Asian Development Bank

African Development Bank

Asian Infrastructure Investment Bank

African Union

Belt and Road Initiative

China Development Bank

Coronavirus Disease 2019

Development Assistance Committee

Development Reimagined

European Bank for Reconstruction and Development

China Export-Import Bank

Forum of China Africa Cooperation

Heavily Indebted Poor Countries

Inter-American Development Bank

International Bank for Reconstruction and Development

International Development Association

International Finance Corporation

International Monetary Fund

Multilateral development bank

Multilateral Debt Relief Initiative

New Development Bank

Non-governmental organisation

Official Development Assistance

Organisation for Economic Co-operation and Developmen

Structural Adjustment Loan

Sustainable Development Goal

United Nations

United Nations Conference on Trade and Development
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Glossary of terms

Concessional Loan

A loan offered by multilateral and bilateral official creditors usually at a very low cost for the borrower;
the grant element of a concessional loan is around 35%.

CPIA: Country Policy and Institutional Assessment (CPIA) Index

An index rating given to country's based on a set of criteria in 4 main clusters: economic management,
structural policies, policies for social inclusion and equity and public sector management and institutions.

Debt

Financial claims that require payment(s) of interest and/or principal by the debtor to the creditor at a
date in the future.

Debt Distress

An explicit assessment of a country’s risk of external debt distress. The rating is based on an analysis
of PPG external debt in the external DSA.

Debt Forgiveness

Debt forgiveness is the voluntary cancellation of all or part of a debt obligation within a contractual
agreement between a creditor and a debtor

Debt Overhang

A situation in which the sovereign's debt stock exceeds its capacity to repay it; a debt burden that is so
large that an entity cannot borrow to help service it; a condition in which the expected tax burden of
debt is so high that it dissuades current investment/consumption and hence serves as a drag on
economic activity.

Debt Restructuring

Also known as debt reorganization; an arrangement involving both the creditor and the debtor (and
sometimes third parties) that alter the terms established for servicing existing debt.

Debt Service
Payments on debt (interest + amortization) that fall due during the current period.
Debt Service Suspension Initiative (DSSI)

Debt Service Suspension Initiative (DSSI) was endorsed by the World Bank’s Development Committee
and the G20 Finance Ministers in April to response to grant debt-service suspension to the poorest
countries to help them manage the severe impact of the COVID-19 pandemic.

Debt Sustainability Framework (DSF)

The framework within which all DSAs are produced to ensure comparability across DSAs produced for
different countries
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Debtor

A party that owes a debt to a second party; a person or institution that owes money; one that borrows
from another party.

Default

A party is unwilling or unable to pay their debt obligations; a government is unable to pay its creditors.
External Debt

Debt liabilities owed by residents to non-residents.

Foreign Direct Investment (FDI)

Investment of capital by foreigners into one's country; can be to finance domestic projects or foreign
projects in domestic country.

Foreign Exchange Reserves

Reserve money denominated in foreign currency held by a country's monetary authority.

GDP Growth Rate

The percent change in an economy's value added from one period to the next (usually 1 year)
Government Debt

Also known as public debt, sovereign debt, or national debt; the debt owed by a central government.
Government Expenditure

Total government payments and expenses.

Grace Period

The period of time in which no principal payment is due on a loan.

Gross Domestic Product (GDP)

The market value of all final goods and services produced within a country in a given period. The GDP
is determined using data for production, expenditures, or income and is presented in current or constant
prices

Gross National Income (GNI)

The sum of GDP and net foreign income generated by production activities abroad. GNI was GNP in
pre-1993 versions of the SNA

Inflation

A sustained increase in the general price level. The rate of inflation is the percentage change in the
price level in a given period (usually one year).
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Inflation Rate
The rate of inflation is the percentage change in the price level in a given period (usually one year).
Initiative for Heavily Indebted Poor Countries (HIPC)

The HIPC Initiative was launched in 1996 by the IMF and World Bank, with the aim of ensuring that no
poor country faces a debt burden it cannot manage. Since then, the international financial community,
including multilateral organizations and governments have worked together to reduce to sustainable
levels the external debt burdens of the most heavily indebted poor countries

Interest Payment

A payment made on a loan each period, separate from amortization. Interest payments are periodic
payments associated to borrowing, conceptually reflecting the cost for using someone else's financial
assets.

Interest Rate
The annual return on a fixed-priced financial asset expressed as a percentage of the price of the asset
Multilateral Debt Relief Initiative (MDRI)

The MDRI was launched in 2005 to help them advance toward the United Nations’ Millennium
Development Goals. It provides for 100 percent relief on eligible debt from three multilateral institutions
(IMF, IDA, and the African Development Fund) to a group of low-income countries. In 2007, the Inter-
American Development Bank (laDB) also decided to provide additional (“beyond HIPC”) debt relief to
the five HIPCs in the Western Hemisphere.

Public Debt

The total financial obligations incurred by all governmental bodies of a nation; total obligations by a
country's public sector

Public Debt-to-GDP Ratio
The ratio of a country's gross public debt to its gross domestic product.
Poverty Reduction Growth Trust (PRGT)

Trust fund for the IMF's concessional financing. There are three concessional facilities - the Extended
Credit Facility (ECF) to provide flexible medium-term support; the Standby Credit Facility (SCF) for
addressing shortterm and precautionary needs; and the Rapid Credit Facility (RCF) to provide
emergency support.

Ratings Agency

A company that assesses the creditworthiness of both debt securities and their issuers; examples
include Standard and Poor's, Moody's and Fitch.

Repayment Capacity

A measure of a body's ability to service its existing obligations (debt) through its income.
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APPENDIX 2: COMPARING CHINA’S 2019 DEBT SUSTAINABILITY
FRAMEWORK (LIC-DSF) TO THE IMF/WORLD BANK’S (DSF)
]

What is the LIC-DSF?
BRI-DSF

It immediately (on page 1) addresses the fact that borrowing is way to boost growth and achieving
sustainable development. States it is a non-mandatory tool unlike the IMF-DSF

e borrowing is an important tool for financing investment critical to achieving sustainable development.

e recognize the importance of striking a balance between meeting financing demands, sustainable
development and debt sustainability.

e This framework is a non-mandatory policy tool. The financial institutions of China and other BRI
countries are encouraged to use this framework.

IMF-DSF

BRI-DSF excludes mentions of poverty reduction whereas the IMF-DSF focuses on support, SDGs and
poverty reduction

e The objective of the DSF is to support efforts by LICs to achieve their development goals while
minimizing the risk that they experience debt distress.

e LICs require sizeable public investment to address infrastructure gaps, strengthen potential output
growth, and reduce poverty. With ambitious targets, reflected in the Sustainable Development
Goals (SDGs), and limits to official aid, LICs are relying increasingly on domestic and non-
concessional external borrowing to finance investment.

Procedures

A. Debt Coverage

BRI-DSF

Uses a more general definition than IMF-DSF

o The BRI-DSF defines the debt coverage as the future payments of interest and/or principal that are
required from the public debtor to the creditor, including debt securities, loans and other accounts

payable.

IMF-DSF

e external financing remains largely concessional and the present value (PV) of debt plays a key role
in understanding debt-related vulnerabilities
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B. Macroeconomics
BRI-DSF

It’s interesting that the BRI-DSF mentions up front that technological progress should be considered a
factor that effects the economy

e The projections of key macroeconomic variables should be based on the country’s economic
development plan and its medium and long-term fiscal plan, with comprehensive consideration of
the economic development, economic cycle, capital accumulation, population structure,
technological progress

Mentions of endogenous growth impacts
Both use realism tools that take into consideration endogenous growth impacts of the debt
BRI-DSF

Relationship between public investment and growth. Productive investment, while increasing debt
ratios in the short run, can generate higher economic growth, fiscal revenue and export, leading to lower
debt ratios over time. Therefore, it is critical to reflect the impact of public investment on economic
growth and debt changes. The pulling effect of public investment on economic growth can be marked
by the output elasticity. When a new public investment project is implemented, if the economic growth
calculated using the historical empirical output elasticity is inconsistent with the actual economic growth,
possible explanations should be considered. Where a reasonable explanation is lacking, consideration
should be given to adjusting the macroeconomic projections.

IMF-DSF

The final DSF realism tool assesses the consistency between growth and public investment
assumptions. Growth projections should capture the impact of public investment on growth in a
realistic manner. Proponents of scaling up public investment maintain that productive investment, while
increasing debt ratios in the short run, can generate higher growth, revenue, and exports, leading to
lower debt ratios over time. At the same time, high economic returns of individual projects do not always
translate into high macroeconomic returns. DSF users should therefore carefully assess the impact of
a scaling-up of public investment. A number of tools are available to help users study and model this
relationship in depth.
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