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Senior Fellow
Mossavar-Rahmani Center for Business and Government

Kennedy School of Government, Harvard University

Draft: October 2024
Abstract

Since the approach envisaged under the Common Framework attempts to bring together a
larger and more diverse group of creditors than usually observed in sovereign debt
restructurings, consistent with the Theory of Collective Action, additional measures may be
required to compensate for the added complexity and incentive issues. To address this de facto
collective action problem, the paper proposes a modified framework that is based on: (1)
simplicity and speed with elements of coercion and enticement, (2) improved coordination
based on a more prominent role for the US and China, (3) a more nuanced treatment of
domestic debt within the restructuring perimeter, and (4) a modified “comparability of treatment”
principle. While multilateral debt will not be restructured under the proposed approach, the
International Financial Institutions with exposure to sample countries are expected to contribute

to safeguarding financial stability of domestic financial sectors.

1 A sneak preview of this paper was published as a Blog post by M-RCBG at Harvard Kennedy School
and the Center for Global Development in April 2024. | wish to thank Carmen Reinhart, Richard
Zeckhauser, John Haigh, Daniel Murthy, Eriko Togo, Theo Maret, Michael Sarty, and Senior Fellows at
M-RCBG for their useful comments and discussions at various stages of this research. The remaining

errors are my own.
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INTRODUCTION AND MOTIVATION

Background

One of the most serious challenges facing the global economy today is the impending sovereign
debt crisis in some middle- and low-income countries. The fiscal outlook in many of these
countries appeared dire even before the interest rates started climbing and COVID-19-related
spending led to mounting debt. The situation is exacerbated by the fact that several countries
are facing growing debt service payments in an environment where rolling over debt is
challenged by higher costs and capital outflows from the developing world. This problem

touches upon the largest amount of sovereign debt and number of counties in recent history.

While a global recession may be avoidable, many developing countries are facing a wide array
of economic troubles, including high inflation, depreciating currencies, widening balance of
payment deficits, dwindling foreign exchange reserves, and shortages of critical commodities
and supplies. It is not surprising, therefore, that countries will experience sovereign debt
distress, even if they had sound macroeconomic fundamentals following COVID-19.

However, what makes matters worse is that unlike most macroeconomic challenges (for which
the existing remedies are well-known and are more or less effective), the toolbox for addressing
sizable overhang of sovereign debt involving multiple types of creditors is deficient at best.

Makoff (2024) tells an epic tale of Argentine’s massive debt restructuring gone wrong. While a
lot has changed in the way creditors, debtors, and the international community approach
sovereign debt restructurings since Argentina’s 2001-16 saga, sovereign debt restructuring

outcomes are far from being guaranteed and are often subject to lengthy and costly delays.

Since the late 1950s, the Paris Club (PC) has been the leading forum for official bilateral debt
management. It began as an informal group of lenders and gradually evolved into an
established intergovernmental agency to include 22 states, mostly OECD countries except for

Brazil, Russia, and South Africa as permanent members.

However, the PC’s capacity to foster creditors' coordination has significantly decreased over the
past decades with the rise of new bilateral lenders, most notably China, and private
bondholders. Securing a consensus within the PC is challenging, as creditors remain
intrinsically averse to receiving haircuts and indirectly financing China (e.g., in the case of

Suriname). As COVID-19 further aggravated strains on public finances by limiting the fiscal



space and resulting in rapid debt accumulation, G20 has emerged as a new forum for
coordination among official bilateral creditors.

In May 2020, at the encouragement of the International Monetary Fund (IMF) and the World
Bank, G20 rolled out Debt Service Suspension Initiative (DSSI) to help countries concentrate
their fiscal resources on fighting the pandemic. It covered all member countries of the
International Development Association (IDA), that were current on their debt service payments
to the IMF and the World Bank.

As shown in Figure 1, 40 of the 73 DSSI-eligible countries were at high risk or already in debt
distress. Of these, 8 countries were in external arrears or in an ongoing or impending debt
restructuring, and 32 were at high risk of debt distress (of which 4-6 countries appeared highly
vulnerable to significant financing gaps emerging due to low levels of reserves and/or rising

gross financing needs).
Figure 1. Evolution of the Risk of Debt Distress

(in percent of DSSI-eligible LICs with DSASs; as of January 10, 2023)
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Source: IMF’s LIC DSA database.

The figure suggests that the debt situation has worsened significantly for DSSI-eligible LICs,

especially in recent years.

However, despite the apparent challenges faced by debtors, DSSI’s take-up was tepid: of 73

eligible countries only 48 applied. The initiative also failed to secure voluntary private sector



participation and address insolvency and protracted liquidity problems in eligible countries. After
providing $12.9 billion in debt-service payment suspensions (owed by participating countries to
their creditors), DSSI was allowed to expire in December 2021.

It was becoming clear that further delays in addressing this sovereign debt overhang could harm
economic activity and create more hardship in the countries involved. This was supported by
empirical evidence. Using machine learning techniques to account for complex interactions
between variables, Badia et al. (2020) reported that public debt overhang is the most important
predictor of crises with strong non-linearities present. Moreover, they showed that beyond
certain levels, the likelihood of crises increases sharply regardless of the interest-growth

differential.

Introducing the Common Framework

Realizing the need to address the mounting debt overhang more forcefully, in November 2020,
the PC members endorsed the Common Framework (CF) at an extraordinary G20 Finance
Ministers and Central Bank Governors meeting held during the Riyadh G20 Leaders’ Summit.

While the CF has the same eligibility criteria as DSSI, it was intended to address fundamental
debt sustainability concerns through rescheduling and debt relief, allowing debt reductions in net
present value (NPV) terms and even debt cancellations in exceptional circumstances. Debt
treatments were to be defined on a case-by-case basis according to the IMF-WB’s debt

sustainability analysis (DSA).

The CF also abandoned the voluntary approach to private sector participation, re-introducing
instead the “comparability of treatment” (CoT) of all external bilateral and commercial creditors,
which was a long-standing PC principle. The CoT principle—requiring that other creditors
provide at least as much relief as the PC does—was intended for avoiding de facto
subordination of official creditor claims. Yet, private sector creditors were expected to be price
takers, not being in the same room where decision on debt relief (and contributions from all

parties) were discussed.

To date, the CF’s take-up has been slow and only four countries—Chad, Ethiopia, Ghana, and
Zambia—have made requests for debt relief under the CF. Some applicants experienced

significant delays in processing, with frequent back and forth between the debtor and the



PC/G20, and changes in underlying economic and financial circumstances.? Grigorian and
Bhayana (2024) and Grigorian and Vessereau (2024) offer extensive case studies of Zambia
and Ghana restructurings, respectively. They describe an agonizing process of giving and
taking among various creditor groups and the debtors, contributing to lengthy processes, which
even after the completion, remain at risk of not delivering on the promised debt sustainability.

Reasons behind Such Lackluster Performance

An unofficial survey | conducted among debt management professionals within a year from the

launching of the CF revealed the following list of reasons behind its slow start:

e Lack of transparency on various steps and timelines in the CF process. The timetable for

key steps involved is not clearly spelled out.

e Lack of clarity on both the definition and enforceability of the comparability of treatment
(see below). Exclusion of domestic creditors from a restructuring (often as a default
option) hurts the process.

e |ssues with credibility of the IMF’s DSA, which is viewed by some creditors as too
debtor-friendly and offering little, if any, guidance regarding the balance of debt relief and
fiscal adjustment in achieving debt sustainability.

e An asymmetry of bargaining powers between bilateral (where some are represented by
the PC and others that are just too big!) and private creditors (who are often scattered

and come in different kinds).

e The CoT requires that the official creditors strike a deal first, which then becomes
mandatory for the private creditors. The private creditors are excluded from the

negotiating table and are presented with a fait-accompli.

e Most private investors have fiduciary responsibilities before their clients and may not be

able to agree to a deal that may still pay (including via litigation) if not taken.

2 Sri Lanka is not CF-eligible but followed the same approach. See Setser (2023a) for a discussion.



Another factor that may potentially prevent the creditor community from working together
promptly is that the eligible countries are not systemic, which takes the pressure off from the
creditors to act expeditiously.

Comparability of Treatment

It turns out, the CoT—one of the main features of the CF—is also one of its main potential
stumbling blocks. As mentioned earlier, the CoT expects the debtor countries to seek debt relief
from external private creditors on terms comparable to those negotiated with official creditors
within the PC framework (see Hinz (2022) for an extensive discussion).

Generally, to the extent the CoT helps raise participation (by emphasizing fairness and inter-
creditor equity), it could be useful. However, CoT is neither a necessary nor sufficient condition
for the restructuring to succeed. Moreover, it creates practical problems for two reasons.

First, while easy to implement when claims are identical, considering a multitude of dimensions
where claims can differ from each other (e.g., by maturity, coupon, issuance law, currency, and

collateralization), the CoT is challenging to establish and operationalize.

Second, and more importantly, imposing similar haircuts on official and private claims may
potentially jeopardize the debtor’s ability to undertake a successful restructuring due to a failure
to trigger Collective Action Clauses (CACs).3 This is because historically debt relief offered by
official/PC creditors is deeper than that provided by the private creditors. Should equal
treatment be imposed, it may result in expectation of either too little from the official sector
(which is not optimal) or too much from the private creditors (potentially resulting in participation

rates below the CAC threshold, thus triggering a rejection of the offer).

Hence, in the context of the CF, the CoT should be seen as an additional constraint on the
policymakers’ optimization problem (Steps 1-6 of IMF, 2021) imposed only on some, but

potentially not all, claims to be restructured. Doing so could throw out/negate some good

3 The most famous example where the CoT succeeded (Iraq, see Appendix | for details) worked by and
large because (1) many of those private claims had no chance of ever being repaid and (2) significant
push by the United States.



restructurings options without providing clear benefits (other than intercreditor equity, which may

or not be relevant).

Enter China

Throwing China to the CF’s mix of creditors has been another source of complication. There is a
burgeoning literature that attempts to explain China’s motives for extending significant credits to
low-income countries in the past two decades (see Brautigam and Huang, 2023, Horn, Parks,
Reinhart, and Trebesch, 2023a, Hurley, Morris, and Portelance, 2018, and references therein).
More recently, Makoff, Maret, and Wright (2024) and Grigorian and Tang (2024) attempted to
explain China’s behavior in granting debt relief under the CF. They discuss several factors—
historic, ideological, institutional, and political—that may explain what has been characterized as
a slow response to debt relief provision by China. While there is insufficient evidence of foul play
by Chinese lenders, there appears to be significant number of objective factors that may by and
large explain the perceived lackluster attitude of China toward debt relief provision within the
CF.5

One thing is clear. As the largest creditor to the developing world, China has skin in the game
and will remain a significant player for years, if not decades, to come. It has built alternative
institutions and financial mechanisms to balance those it perceives as de facto extensions of the
US and its allies in the global north, which shows an intent to be active (see Grigorian, and

Tang, 2024). If China refused to engage in any multilateral effort to provide of debt relief in any

4 IMF (2021) offers an extensive discussion about the choice of claims (e.g., external vs. domestic) to
restructure. The paper introduces a 6-step decision framework, the objective of which is to “identify the
type of restructuring that will restore public debt sustainability while minimizing potential economic costs
and financial system disruptions.” It consists of the following six steps: In it, sovereigns are advised to
make their choice (of what types of claims to restructure) based on: (1) the debt relief target (DRT)
necessary to restore public debt sustainability, (2) the range of existing “restructurable” claims, (3)
potential values of haircuts (based on comparable restructuring episodes), (4) economic costs associated
with restructuring each types of claims, (5) central bank operational continuity considerations and (6) a
restructuring design that will minimize overall costs while also achieving the DRT and supporting broader
macroeconomic reforms.

5 In addition to peculiarities of granting relief, China also has a different way of assessing sustainability.
See “REDD Profile: Meet Zhu Ying, China’s Sovereign Debt Restructuring Mandarin,” by Giovanni Riva
and Yulianna Vilkos, REDD Intelligence, March 8, 2023.



shape or form—which it conceivably can—things will become very difficult, if not impossible, to
move forward. While hidden restructurings remain common (often resulting in reprofiling of
existing exposures; see Horn, Reinhart, and Trebesch, 2022), in many low-income countries
under stress that borrowed from China, the debt sustainability will not be achieved without deep

restructurings of those exposures.

A Collective Action Problem?

In a seminal contribution to the theory of public choice, “The Logic of Collective Action”, Mancur
Olson (1965) stated:

“Unless the number of individuals in the group is quite small, or unless there is a
coercion or some other special device to make individuals act in their common interest,
rational, self-interested individuals will not act to achieve their common or group
interests. ... These points hold true even when there is unanimous agreement in a group

about the common good and the methods of achieving it.”

Considering the specifics of the CF described above, it would not be inconceivable to think that
a large group of (rationally minded) creditors with varying incentives involved in the CF would
not achieve an outcome consistent with their group interests. In fact, this is likely to be the exact
thing that is happening—the CF is too cumbersome and does not have the necessary built-in

mechanisms to make it work and work faster.

To make matters worse, Olson and Zeckhauser (1966) discuss their skepticism about achieving
the proportionality of contributions toward a public good by members of a group with varying
sizes of members, even if proportionality (e.g., the CoT) is the written rule.¢ The authors go on
to say that since contributing disproportionately less by smaller members (or more, by larger
members) to the common good is based on their personal interests, institutional modifications to
change the incentive structure of members (instead of applying moral suasion) should be the

solution.

6 This happens in part because each ally gets only a fraction of the benefits of the public good but pays
the full cost of each amount of the good, suggesting that “individual members of an alliance have an
incentive to stop providing the collective good long before the Pareto-optimal output for the group has
been provided.” (p. 278).

10



In its simplest form, the collective action dilemma presented by Olson (1965) states that an
individual acts if her share of the benefit exceeds her individual cost of taking the action. In a
debt restructuring context, increasing the number of players reduces the likelihood of the
creditor accepting a deal. Inversely, both reducing the cost and increasing the potential upside
of participating in the debt exchange will make it more likely for the creditor to take the deal.

To address the common collective action problems, Olson (1965) suggested using selective

incentives and better coordination. The incentives could be either extra rewards contingent upon
taking part in the action (enticement)? or penalties imposed on those who do not (coercion)s. For
enticement to work, individuals who take part in collective action must be identified. Similarly, for

coercion to work, those who do not take part must be identified.

The degree to which coordination is required to address the collective action problem in part
depends upon the group size, among other factors. A small group, where there are few cross-
cutting issues and costs are small, may only require coordination of activities. Larger groups,
with greater heterogeneity and relatively high costs, may require much greater coordination. To

overcome coordination difficulties, an actor (or actors) may need to step in.

Current Literature

In the sovereign debt restructuring context, recent papers attempted to offer a way out from
various aspects of the collection action problem. Buchheit and Gulati (2022) suggested a
mechanism, a “most favored creditor” clause, to achieve intercreditor equity as a way of
breaking a potential impasse. However, as admitted by authors, enforcing CoT remains subject
to transparency and methodological issues (e.g., selection of an appropriate discount rate
across all creditor groups) among other challenges, and is therefore very challenging to

achieve.

7 For instance, creditors may be enticed to participate in a restructuring by receiving a larger share of the
“future pie”, a faster than expected economic recovery. Reducing the cost of the creditors’ participation
(i.e., the haircut they receive) too will increase the chances of voluntary participation in the exchange.

8 This could be achieved by making sure the old/unrestricted claims are made worthless (either via
reducing the value of the bond to zero, as triggered via exit clauses, or reducing to zero the probability of

the creditor ever recovering it by legal means).

11



Gelpern, Hagan, and Mazarei (2020) advocated for the use of state-contingent debt instruments
with standstill clauses, which—had they been introduced years ago—could have helped to
secure binding standstills during the current COVID-19 pandemic crisis.

Cohen et al. (2020) suggest that “clauses based on commensurate action by the official sector
may be most promising.” Official sector debt service suspension could serve as a credible signal
for the seriousness of the situation, and the private sector might be willing to accept such a
provision and commit ex ante to liquidity relief given the simultaneous patrticipation of official

sector lenders.

However, the above proposals require the existing debt contracts to have those clauses, hence
they cannot be used in the ongoing crisis, unless they can be retrofitted into the current legal

covenants.

In a recent policy brief, Lazard (2023) lays out three specific steps proposed to get the Common
Framework “out of the rut”: (1) narrowing the gap between the debtor and creditors on the
required quantum for debt relief, (2) enforcing inter-creditor equity, and (3) circumventing the

“financing assurances” stalemate.

While these are largely steps in the right direction, they do not go far enough in addressing the
collective action problem present in the core of the CF. Moreover, statements like this below
(which assume that just because everyone agrees on the objective they will act jointly to deliver
along those lines) fail to acknowledge the (severity of the) collective action problem embedded

in such a decision making:

“The issue of financing assurances is stalling several ongoing debt restructuring
processes. We would argue that such financing assurances from IMF members should
be assumed when the IMF staff makes the case that a member country is facing an

unsustainable debt justifying a decision to interrupt payments.” Lazard (2023)

Similarly, recommendations offered by Berensmann et al. (2022) ahead of the G20 meetings in

Thailand have barely touched the collective action problem and were largely declarative.

So, what methods of coercion, enticement, and coordination would help address the
collective action problem in the context of the CF involving a large number of bilateral

external, private external, and domestic creditors?

12



DESIGNING A MODIFIED COMMON FRAMEWORK

Conceptual Considerations

The proposed approach—a modified Common Framework—uwill have the following key features:

¢ Improved Coordination

o The CF should be relaunched with high-level US and China representatives
appointed as Co-chairs to signal strong commitment and spearhead the process.
These high-level representatives will be supported by a Working Group led by
the IMF and the World Bank and consisting of the representatives of all major
credit groups on a country-by-country basis.® The Co-Chairs may also advise
debtor countries in distress to restructure early. While the IMF cannot do this as a
matter of its guiding principles, the Co-chairs—in consultation with IMF and the
World Bank--should be able to advise the debtor country authorities to do that
before debt becomes unsustainable, ultimately leading to a default and bigger
losses for everyone involved. While the US is not the largest PC creditor, its
experience with spearheading large-scale sovereign debt restructurings (e.g.,
Brady Plan, Iraq, etc.), and, more importantly, its ability to strongarm friendly
creditor nations to play ball with what it sees as delivery of a common good,

places the US in a unique position to co-chair the modified CF.

o No more separate room deals. Every major creditor group—Dboth official and
private—is “at the table” when the main assumptions and parameters of the debt
exchange (i.e., both inputs into and the outputs of DSA, the perimeter and the
timeframe of the exchange, etc.) are discussed and eventually agreed upon. 1
The Working Group then hammers out the remaining details and the

accompanying timetable.

9 Experience of Iraq (Appendix 1) and Argentina (Makoff, 2024) provide a valuable contrast of cases
where such high-level “ushering” of creditor community has succeeding in mobilizing unprecedented
support (Iraq) and where lack thereof may have resulted in messy and prolonger ordeal (Argentina). The
experience of the Brady Plan would also lend support to the need for strong coordination.

10 This part of the proposal, which strives to achieve a simultaneous decision on key information inputs to
the restructuring process, goes further than what is proposed by Setser and Hagan (2024), essentially a

parallel process between official and private creditors.

13



o Elements of Enticement
o State-contingent instruments. Private external creditors will be offered
contingent debt securities (e.g., GDP warrants, higher coupon payments if debt
service capacity improves, etc.) as part of the restructuring deal (see Cohen et al.

(2020) for details and the proposed use of such instruments in Zambia).

o Same deal guarantee (or the “most favored creditor” clauses) within the
same category of creditors.* No one gets a better deal than others. In fact,
everyone gets the same deal (i.e., selection from a menu of relief options with
similar NPV haircut characteristics) at the table; not tomorrow, not the day after,
but on the same day, thus eliminating fears that some creditors may get a better
deal.

e Elements of Coercion

o Introduce a Two-Tier CoT: Abandon the universal (i.e., for official and private
creditors) requirement for CoT and instead introduce a two-tier CoT, one for
official (both PC and non-PC) creditors and one for all external private creditors.

o “Naming and Shaming” of holdout official creditors: Raise the stakes high
enough (including via regular reporting by G20, the UN, and the IFls with an aim
of putting holdout bilateral creditors in negative light) that no official creditor
wants to fall out of line. The IMF’s requirement to have its standard financing
assurances from bilateral creditors before providing new lending is useful in this

regard as it puts pressure on potential holdout bilateral creditors to participate.

e Speed of processing and flexibility of restructuring design. The restructuring deal
will have a binding timetable made public by the Working Group. The deal should
contain a menu of options (perhaps subject to some transition rules and limits) for all
creditors to enable creditors to walk away with an option that is consistent with their

financial needs, fiduciary responsibilities, and political constraints.

e Therestructuring perimeter. If the decision is made to include the domestic (law) debt

in the perimeter of the debt restructuring (as a result of optimization outlined in Steps 1-6

11 These types of clauses were used in Argentina (2005) and Ukraine (2015/2016).

14



per IMF, 2021), incorporate Net Debt Relief Curve (Grigorian, 2023) for domestic claims
in establishing the extent of the relief sought from domestic creditors.

The remainder of this chapter spells out some key notions referenced above.

Improving Coordination

The Global Sovereign Debt Roundtable (GSDR) has recently emerged as a forum for
exchanging ideas on sovereign debt restructuring. Its objective was to brings together all major
stakeholders, including official bilateral creditors (reportedly also from China’s Ministry of
Finance, Central Bank, and Eximbank), private creditors and debtor countries and to set
common rules of engagement. However, the fact that GSDR is not a decision-making body
renders its operations less effective. Such large gatherings of stakeholders attempting to
establish rules without a mandate to enforce (including by “naming-and-shaming” of holdout

official creditors) will most likely lead to protracted negotiations without much progress.

The issue of coordination should thus be addressed head on with powers to usher and enforce.
Offering China: (1) the leader’s spot along with the US and (2) acknowledging China’s own
approach to provision of debt relief (which could become one of the standard menu options for
debt exchanges under the CF) are likely to guarantee its participation. The process needs to be
kicked up to the level of principals—the US and China—to be effective. Given the heightened
political tensions between the US and China at present, this may not seem feasible at the time.
However, circumstances may change (e.g., triggered by an external factor, such as the end of
war in Ukraine), bringing back the non-zero-sum policy thinking between the two countries that

took place on occasion in the past.

If done properly, China could be reasonably expected to provide relief at least on terms
comparable to PC creditors. One way to make Chinese relief more forthcoming—in addition to
rising the political profile of the exchange—would be to allow the Chinese lenders the flexibility
to use various debt relief options to meet the country-specific NPV relief targets. In fact, other
creditors too may find a menu of options—rather than one standard way—of providing relief
more economically and politically feasible. Finally, China should be given the co-chairmanship
along with the US in the Consultative Group as an acknowledgement of its stakeholding in the

provision of debt relief but also in the future of these indebted countries.

15



Expanding the Perimeter--Domestic Debt Restructuring

Domestic debt restructuring (DDR) is generally more complicated than external debt,
necessitating a special treatment. DDRs possess a distinct feature that separates them from
external debt restructurings. This feature—in essence a negative externality—is that domestic
restructurings impose direct costs on the local financial system, potentially reducing the (fiscal)
savings for the sovereign from the debt exchange. These costs are due to the existence of a
typically strong nexus between sovereign and financial institutions (especially banks), which
during episodes of sovereign stress could impact the balance sheet (both asset and liability
side) and income of those institutions. When internalized, this externality will result in a smaller
debt relief accrued to the sovereign, ceteris paribus making it less likely for a DDR (relative to
an external debt restructuring) to take place.

An accompanying paper (Grigorian, 2024) proposes a methodological framework for estimating
the shape of the Net Debt Relief Curve using bank-level data from select countries. It hinges on
a normative premise described in Grigorian (2023) that debt relief accrued to the sovereign will
have an inverted U-share relationship as a function of haircut imposed on domestic holders of

debt when recapitalization and financial stability costs are explicitly accounted for (Figure 2).

Figure 2. Net Debt Relief Curve

Net Debt Relief

Haircut

Sources: Author's simulations

However, despite the complications, undertaking DDRs has advantages. Including domsestic
debt in the perimeter of the debt exchange would ceteris paribus help share the burden of debt
relief more evenly across all creditors and therefore reduce the extent of collective action

problem. In cases, where meeting CAC threshold for bondholders’ participation might be at risk,

16



adding domestic creditors to the perimeter (and thus reducing the burden on external creditors)

may help the authorities meet the CAC threshold. *?

The issue of nonresident investors deserves a special mention here. While foreign investment in
domestic debt markets has been extensively promoted and generally seen as a positive thing,
treatment of non-resident holders poses some challenges for the CoT. If domestic (law) debt is
not included in the exchange perimeter, nonresident holders of domestic debt receive better
treatment than, and essentially enjoy a free ride relative to, their fellow holders of the foreign
(law) debt. By including domestic debt in the perimeter of the debt restructuring this issue is
addressed fully or partially, depending on the size of the haircut imposed on domestic creditors.
However, to the extent that domestic (law) debt is mostly—but not exclusively—domestic
currency denominated, it could be argued that nonresident investors also incur the likely costs
of domestic currency devaluation, which could be significant. In countries where the nonresident
holdings of domestic debt are high, DDR is less of an issue from financial stability standpoint,

which makes excluding domestic debt from a restructuring perimeter more difficult to justify.

The Role for Multilateral Institutions

Under the modified CF, and consistent with the established approach, the IMF and multilateral
development banks (MDBs) will retain the (super) seniority of their claims, which will not be
restructured. The recent proposal for IDA to provide “positive net flows and the ex-ante implicit
debt relief through increased concessionality and grants to countries facing higher risks of debt
distress” (GSDR, 2023) is welcome. However, more can and should be done by the MDBs to
contribute to the success of the process. Under the new approach, both IMF and MDBs will be
tasked with providing: (1) new money with an explicit objective to set up financial support funds
to contain financial stability shocks (e.g., Jamaica Financial Sector Support Fund (FSSF), see
Appendix Il), and (2) (Brady-style) principal guarantee of a new bond with 30-year maturity

offered as part of the restructuring menu to the external private creditors.*?

12 CACs can and should be used where applicable/feasible, but they are not a panacea. If the debt
exchange offer is seen as “unfair’ by a large enough share of private creditors, CACs may not be
triggered. Hence additional measures to reduce the holdout risk may be necessary.

13 The principal of new bonds offered as part of the Brady Plan (in exchange of outstanding bank loans)

was collateralized by US Treasury bonds.

17



If designed properly (i.e., sized up adequately relative to the expected/likely financial shocks),
FSSF resources do not have to be tapped and hence they do not have to cost IFIs any money.#
Similarly, a principal guarantee provided in such a way by IFIs does not have to cost any money
assuming the new bonds are not defaulted upon. At current market interest rates, to guarantee
a $1,000 worth of principal maturing in 30 years would take roughly $300 worth of US 30-year
T-bonds today. A possible structure that may be feasible for some IFls would be for them to
hold US T-bonds on an escrow account and pay off only when the participating LIC defaults on
its new bond. The relevant debtor countries, with the support of IFls, could offer a limited
amount of such 30-year bonds with guaranteed principal (in addition to bonds with shorter, say

5-, 7-, 10-year, maturities) to entice private external creditors to take up the deal.

IMPLEMENTATION AND PRACTICAL CONSIDERATIONS

The conceptual framework described above could be underpinned by a series of practical steps

accompanied by a timeline. The sequence of such steps could be as follows:

Implementation steps

e Using the updated DSA, the IMF determines the country’s debt relief target (DRT) and
submits the main macroeconomic assumptions to the all-creditor roundtable chaired by
the Co-Chairs.

o If a decision is made to restructure domestic debt, the authorities (in consultation with
the IMF) determine the perimeter of the exchange and submit their estimates of Z,,,,, to
the Working Group. The Working Group reviews the submission and prepares an
assessment for the Co-chairs’ approval.

o The Working Group works out the targets for each creditor group’s contribution to the
debt relief, proposes the menu of new instruments for the exchange (including state-
contingent instruments) and the treatment of arrears and sends the package for the Co-
chairs’ approval.

e The Co-chairs approve the parameters of the exchange giving a green light for the
Working Group to announce the debt-service suspension and the interim timetable for

the exchange.

14 As outlined in Appendix VII, funding provided by the IFls during Jamaica 2010 domestic debt exchange
remained untapped at the Bank of Jamaica, but their existence is believed to have contributed to the

success of the debt exchange.
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e IMF, in consultations with other IFIs, determines the need for new money and financial
stability funding.
e Arestructuring deal is announced with key details made public, within days of the actual

launch of the deal.

Special Treatments

Some idiosyncratic types of claims (e.g., arrears of non-securitized debt, such as trade credits,
etc.) could be viewed outside of the proposed framework based on their own merit and be
based on validation and verification of those claims. While generally time consuming, an
independent and comprehensive audit of payment arrears is advisable (see IMF, 2019). Per
IMF (2021) (footnote 33), options for clearing domestic arrears may include (i) cash payment
(e.g., Lesotho); (ii) restructuring either by converting into contractual debt or by announcing a
new repayment schedule (e.g., Gabon and Liberia); (iii) securitization into marketable

government securities (e.g., Madagascar).
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Appendix I: Iraq Debt Restructuring *°

This Appendix provides some background for the process leading to, and the outcome of, the
Iraq’s sovereign debt restructuring of 2004-08. As 85 percent of Iraqg’s highly unsustainable debt
burden (5% times GDP) was held by official creditors, efforts on the political front were behind
much of the debt relief negotiations. Under the lead of the US, Paris Club members (36 percent
of the debt stock) agreed to a deep (80 percent) haircut. Comparability of treatment then played
a large part in obtaining similar terms from other official creditors. Finally, private sector
creditors—a very large and diverse group of claimants—were offered similar terms, with an
acceptance rate exceeding 96 percent. The US also spearheaded the UN Security Council
resolution that effectively eliminated the opportunity for creditors to challenge the restructuring in
local courts of member states.

Table 1. Iraq: Estimated External Debt Stock, 2004-208 1/
(in billions of US$)

2004 . 2007 2008
First and
Before debt second Third

’ reduction stage of stage of

Creditors PC debt P tebt
Stock In reduction Stock In reduction  Stock In
percent percent percent

Paris Club (PC) official creditors 2/ 50.9 35.8 30.5 20.4 19.9 9.8 10.6 32.7
Non-Paris Club official creditors 3/ 69.6 49.0 7.5 78.4 76.7 60.4 18.0 55.7
Private creditors 20.7 14.6 17.7 3.0 2.9 0.0 3.0 9.3
Multilateral creditors and others 4/ 0.9 0.6 0.4 0.5 0.5 0.0 0.7 2.3
Total debt 142.1 100.0 56.1 102.3 100.0 70.2 32.3 100.0

In percent of GDP 551.5 164.0 33.2

Sources: Iraqi authorities; and staff estimates and projections.

1/ The assumptions made in this table are for purposes of illustration and discussion only. While the process of Irag’s debt reconciliation
is ongoing, the IMF has had to base its analysis on information that may include as yet unreconciled data. Such use of data by the IMF
does not amount to a recognition or denial of any particular claims. Amounts include capitalized interests, unless explicitly mentioned.

2/ Includes Russia's original stock of debt against Irag amounting to $12.9bn.

3/ Assumes debt reduction comparable to the 2004 Paris Club agreement for creditors with whom a debt agreement has been

signed. For the remaining non-Paris Club creditors, such debt reduction is assumed to take place by end-2008. Also, the 2007

debt relief figure is based on actual relief and excludes cancellation of capitalized interests.

4/ The projections assume that new debt disbursement is mostly from multilateral creditors and Japan.

As of the time of the Board approval of the Fund-supported program in December 2005, Iraq
had signed bilateral restructuring agreements with the US, Belgium, Canada, Italy, and Japan.
Nine more were signed by February 2006. Two years later, on February 11, 2008, an

agreement was signed with Russia, concluding Iraq’s bilateral restructuring agreements with

15 Based on Grigorian, David A., “A Refresher on the Iraqi Debt Exchange,” unpublished manuscript.
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each of its eighteen Paris Club creditors. The debt relief granted by Paris Club creditors was the

largest in the Club’s history and a milestone in Iraq’s post-war reconstruction efforts.

However, this outcome was secured in part by high-level efforts of the US. On December 5,
2003, President Bush named James A. Baker Il as the presidential envoy on Irag’s debt relief.
As Secretary of State in 1991, Baker assembled a coalition of more than 40 nations for a United
Nations-approved mission to drive Iraq out of Kuwait. Knowledge of the region and longstanding
personal relationships with many world leaders made him the right candidate for the
assignment. The appointment of a trusted friend and adviser of President Bush signaled the
importance the US administration has assigned to reducing Iraq’s debt. Baker began his trips to
major creditor countries with his visit to Japan and China on December 29-30, 2003. Other
countries followed and soon made announcements about their intention to provide debt relief to

Iraq, prior to the signing of the Paris Club agreement.

However, Iraqg’s largest creditors were non-Paris Club countries, with Arab countries accounting
for about $70 billion (nearly half of total debt). What helped significantly in securing their
participation in the debt deal was the comparability of treatment clause in the Paris Club
agreement, which stipulated that no other creditor can be granted better terms than the Paris
Club governmental creditors.

Another key element of the Irag’s debt relief deal was the United Nations Security Council
Resolution 1483 (2003) “on the Rebuilding of Iraq” adopted by the Security Council on May 22,
2003. Apart from lifting the sanctions from Iraq, the resolution granted the Development Fund
for Iraq (DFI; essentially an account at the Fed NY) and Iraqg’s petroleum, petroleum products,
and natural gas certain privileges and immunities until December 31, 2007. This was intended
to be made binding in domestic courts of all member countries to avoid claims on Iragi assets
and (frivolous) lawsuits against the country. The following section discusses these immunities

that were provided by the UN, which were instrumental for the debt restructuring process.
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Appendix Il: Jamaica Financial Sector Support Fund 1°

In January 2010, Jamaican authorities established a Financial Sector Support Fund (FSSF)
as a contingent measure to address possible negative impacts of Jamaica’s sovereign debt
exchange (JDX) on the financial sector. Funding from the FSSF was to be available to
individual institutions that encounter specified problems, primarily liquidity, directly related to
the debt exchange.

The FSSF was established by the government of Jamaica, had a size of US$950 million
(sourced from multilateral, mostly IMF, funds) and managed by the Financial Regulatory
Council (FRC). The latter was an existing interagency body, chaired by Bank of Jamaica

(BOJ), which was charged with overseeing the disbursement of funds under the FSSF.

Access to the fund was restricted to those financial institutions—banks, securities dealers,
and insurance companies—that participated at a rate of at least 90 percent of their holdings
of debt securities in the debt exchange. In this context, the FSSF acted as an incentive to
participate in the debt exchange. The primary use of the FSSF was to provide liquidity
support in the event of external funding calls or pressure on deposits or assets under
management that were attributable to the debt exchange. The interest rate was to set to
avoid any fiscal costs. Any borrowing from the FSSF was to be repaid within 6 months or
else a punitive rate would begin to apply. Liquidity support above a threshold level (as a
percent of the capital of the borrowing institution) would trigger increased regulatory
intervention. Banks and nonbank financial institutions would be intervened if a maximum

level was breached.

All financial institutions that accessed the FSSF for capital support would be subject to
enhanced monitoring by the BOJ or financial services commission (FSC). Deposit taking
institutions and nonbank institutions would be required to submit a five-year business plan
by December 2010 and December 2011 respectively, substantiating their viability and ability
to comply with the minimum capital requirements over a 2- to 3-year horizon. Government of
Jamaica (GOJ) capitalization support would come with additional conditions. GOJ would

place representatives on the entity’s board of directors, and supervisory oversight would be

16 Based largely on Grigorian, Alleyne, and Guerson (2012).
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more intensive, reporting requirements more demanding, while operations might be

restricted, depending on circumstances.

Fortunately, following the launch of the JDX on January 14, 2010, key risks to the stability of
the financial sector did not materialize and no financial institution requested assistance from
the FSSF. Discussions with market participants had revealed the importance of the FSSF as
a safety measure designed to prevent financial sector distress. Overall, the exchange (which
was closed on February 26) was perceived as successful and generated a participation rate
of 99.2 percent on a stock of eligible debt of 65 percent of GDP. The FSSF was brought
back to life again and used as a safeguarding measure also during the 2013 restructuring in
Jamaica. Like in 2010, in 2013 the FSSF remained untapped.
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