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Abstract 

 

Developing-country debt has been a major preoccupation since around 1980 for development 

policy-makers and practitioners, as a major obstacle to economic and social progress in 

developing countries. After the resolution of the Asian financial crisis of the late 1990s and the 

debt-relief initiatives for low-income countries of 1997-2006, concerns about developing-country 

debt seem to have receded. However, there are a growing number of problems that warrant 

concern, including the accumulation of domestic debt, short-term debt and private non-

guaranteed debt, and increasing recourse by low-income countries to international capital 

markets. At the same time, developing countries have strengthened their capacity to oversee and 

analyze their debt portfolios. Nonetheless, significant weaknesses remain in debt management 

capacity at the national level. Moreover, the activities of "vulture funds" and the lack of a 

sovereign debt restructuring mechanism reveal major shortcomings in the international 

institutional architecture, that need urgently to be addressed.  
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EXECUTIVE SUMMARY 

 

This paper sets out new aspects of debt that EMDCs had to face in the new Millennium, 

including the problems that have arisen for resource mobilization and debt restructuring 

and the actions that have been taken by the countries and international community to 

improve public debt management. 

  

Background. The financial crisis of 2007-9, the most serious since the 1930s, was one of 

many that affected the world economy since the early 1980s, which began with the 

suspension of debt service payments by Mexico. The Asian financial crisis in the late 

1990s was the next one that had a global impact. Consequently, the composition of public 

debt in EMDCs changed significantly in the past two decades. The share of public and 

publicly guaranteed external debt declined from 55.3 to 39.6 percent over the period 2005 

to 2012.  The share of private nonguaranteed and short-term debt increased from 24.1 to 

34.0 percent and 20.6 to 26.5 percent respectively over the same period. These changes 

have made it necessary for EMDCs to review, update and strengthen their legal, 

regulatory and institutional frameworks for domestic and external borrowing. 

 

Local-Currency Bond Markets. Data from 26 emerging market countries show that there 

has been a rapid growth in local-currency sovereign debt since 2000 when its share was 

slightly in excess of 50 percent.  It increased to 80 percent by 2012. This reduced the 

exposure to exchange rate fluctuations and risk of maturity mismatches when domestic 

markets provided opportunities for long-term borrowing. The local bond markets have 

become suitable for financing long-term investments such as infrastructure and growth 

and mobilization of domestic savings through institutional investors. Developing long-

term domestic bond markets is difficult for low income countries which have long 

enjoyed access to concessional loans from multilateral banks. 

 

Private Non-Guaranteed Debt and Portfolio Equity Flows. The gradual liberalization of 

capital accounts has increased cross-border flows of both equity and debt.  Nevertheless 

the monitoring of private non-guaranteed debt received less attention at the beginning on 

the premise that these were the responsibility of the private sector.  Consequently, there is 

as yet no comprehensive data series on the external obligations of the private sector in 

EMDCs. The data is weakest in low income countries and this needs attention. 

 

Spread of Sovereign Debt Markets to LICs. There are both advantages and risks that arise 

when borrowing from international bond markets.  One of the main advantages is that 

interest rates tend to be lower than in domestic markets although the coupon rate is higher 

than for advanced economies.  Further, there are no conditions attached to the borrowing 

unlike the policies attached to foreign assistance provided by official creditors. Bond 

financing helps to deepen capital markets by enabling institutional investors to participate 

in the bond offering. Some of the risks are: debt sustainability if debt levels increase 

above certain thresholds; rollover risk when the bond market lacks liquidity; maturity 

mismatch between the bond and the project to be funded; and currency risks if the 

borrower is faced with a depreciating currency.  The proceeds of bonds are often used to 
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finance infrastructure projects or refinance existing debt to lower costs and lengthen 

maturities.   

 

Debt Restructuring and Vulture Funds. Countries facing difficulties in meeting their debt 

service obligations use existing governance structures for restructuring their official and 

commercial bank debt.  The Paris Club provides the forum for public sector creditors and 

the London Club for commercial bank creditors.  There is a need for restructuring bond 

market debt with the emergence of sovereign borrowing in bond markets by EMDCs in 

the 1990s.  The introduction of collective action clauses in bond contracts allows a 

majority of bond holders to agree to the terms of payment instead of reaching unanimous 

agreement.  However, free riders that are not a part of the majority and vulture funds that 

engage in litigation against debtor countries undermine the possibility of a viable 

settlement as in the recent case of Argentina. 

 

Institutional Framework for Debt Management. A coherent legal and institutional 

framework is necessary for making appropriate decisions on public sector borrowings 

and the management of debt. Debt management offices are key to ensuring that resource 

mobilization, management information systems, debt-service payments, and debt 

portfolio analysis are carried out efficiently. The legal framework should cover 

borrowings by the government, state enterprises and Central Bank and regulating and/or 

monitoring the external borrowings of the private sector.  Legislation should be supported 

by regulations and procedures which set out the explicit roles of the different agencies 

involved in debt management and loan operations at all stages of the loan cycle. Finally, 

authorities should coordinate prudent debt management policies with macroeconomic 

policies to ensure that the level and rate of growth in public debt are sustainable. 

Countries need to review the framework periodically to ensure that international 

developments in capital flows can be managed effectively.  

 

Technical Assistance for Public Debt Management. Non-concessional borrowings have 

become a larger component of the stock of debt of EMDCs making debt analyses more 

complex.  The World Bank developed a framework for Debt Management Performance 

Assessments which was implemented in 2008 after testing in selected countries.  The 

assessments are designed to identify the policy actions needed to strengthen the 

governance structure and institutional framework for PDM.  Further, advisory services 

and training are provided to assist countries formulate borrowing policies and strategies.  

This assistance is provided by the World Bank in coordination with the IMF and selected 

implementing partners such as the COMSEC, UNCTAD and regional institutions that 

have expertise in debt management.  The COMSEC and UNCTAD that began to provide 

technical assistance in PDM to member countries in the 1980s continue to do so with the 

CSDRMS and DMFAS software being major components of their respective programs. 
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ACRONYMS 

 

ASEAN Association of Southeast Asian Nations 

COMSEC Commonwealth Secretariat 

CPIA  Country Policy and Institutional Assessment 

CSDRMS Commonwealth Secretariat Debt Management and Recording System 

DeMPA Debt Management Performance Assessment 

DMF  Debt Management Facility 

DMFAS Debt Management and Financial Assistance System 

DRF  Debt Reduction Facility 

DSA  Debt Sustainability Analysis 

DSF  Debt Sustainability Framework 

EMDCs Emerging Market and Developing Countries 

FDI  Foreign Direct Investment 

GDP  Gross Domestic Product 

GNI  Gross National Income 

GR  Government Revenue 

HIPCs  Heavily Indebted Poor Countries 

IDA  International Development Association 

IMF  International Monetary Fund 

LICs  Low-income Countries 

MDBs  Multilateral Development Banks 

MDRI  Multilateral Debt Relief Initiative 

MoF  Ministry of Finance 

MTDS  Medium-Term Debt Strategy 

NPV  Net Present Value 

PDM  Public Debt Management 

PDMO  Public Debt Management Office 

PNG  Private Non-Guaranteed 

PSDS  Public Sector Debt Statistics 

UNCTAD United Nations Conference on Trade and Development 

UNITAR United Nations Institute for Training and Research 

USD  United States Dollars 

XGS  Exports of Goods and Services 
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THE NEW FACE OF DEVELOPING-COUNTRY DEBT 

By Roy Culpeper and Nihal Kappagoda
1
 

 

1. Introduction 

 

In its annual report on the current state of developing country indebtedness, the World 

Bank asserts that “Developing countries’ external debt burdens are moderate…the 

majority of developing countries have seen their economies rebound strongly since 2010 

with a concomitant improvement in the ratio of outstanding external debt to Gross 

National Income (GNI) and to export earnings” (World Bank 2014: 4). 

 

This assessment is excessively optimistic. A new face of emerging market and 

developing country (EMDC) debt has been appearing over the past decade and a half, as 

a result of the Global Financial Crisis affecting advanced economies, as well as the 

fallout from debt crises in the last 30 years. First, EMDCs have increasingly turned to 

their domestic (local-currency) bond markets to reduce their external liabilities and 

exposure to currency risk. Second, at the same time, as a result of capital account 

liberalization, they have become increasingly open to both longer–term and short-term 

inflows of capital, some of which takes the form of private non-guaranteed (PNG) debt, 

and some takes the form of portfolio equity. One new facet of this phenomenon is the rise 

of “frontier markets”, a term that refers to the entry of low-income countries into 

international capital (equity and bond) markets
2
.  

 

Finally, as a result of past debt crises, the EMDCs have, with the encouragement of the 

World Bank and the International Monetary Fund (IMF), developed policies, regulations 

and institutional mechanisms in order to manage their debt liabilities better than in the 

past. It is hoped that the EMDCs will avoid or contain the build-up of a debt overhang 

which in the past ultimately led to crises. Such institutions and policies take time to 

implement particularly in low-income countries (LICs). As the recent experience even of 

the advanced economies illustrates, effective debt management is an ongoing challenge, 

and there is scope for learning and improvement by all countries. Moreover, no matter 

how effective such mechanisms may be in regulating debt at the national level, systemic 

forces can easily overwhelm the ability of domestic authorities to manage their exposure. 

 

Moreover, what is still missing altogether is an international mechanism to facilitate debt 

restructuring
3
 of bond markets. While some progress has been made, for example through 

                                            
1
 Respectively, Senior Fellow, School of International Development and Global Studies, University of 

Ottawa; and Independent Debt Management Consultant, Ottawa. 
2
 Many parties are involved in transactions between debtors and creditors. The creditor side includes 

bilateral and multilateral institutions, commercial banks, export credit agencies, suppliers of goods and 

services, and bond-holders. The debtor side includes central governments, provincial/state governments, 

municipal bodies, state enterprises (financial and non-financial), private sector entities guaranteed or not 

guaranteed by the state or a public sector agency, and explicit or implicit contingent liabilities of the state. 

Debt can be short-term (1 year or less) or long-term. 
3
 Other than the Paris and London Clubs, discussed below.  
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the inclusion of collective action clauses, the lack of universal coverage has led in some 

instances to minority creditors and “vulture funds” overturning the whole process. Unless 

a workable sovereign debt restructuring mechanism is realized, the resolution of debt 

distress problems will remain elusive. 

 

This paper critically examines these developments, some of which are cause for concern, 

particularly for LICs.  A more systemic debt crisis similar to those in the past cannot be 

ruled out. The following section presents some background to the current state of debt 

problems in EMDCs.  The third section discusses the rise of local-currency bond markets 

and their implications. It is followed by a section that examines the growth of PNG and 

short-term debt flows, as well as portfolio equity flows, in increasingly integrated 

international capital markets. The fifth section is dedicated to the rise of sovereign 

borrowing in international markets by LICs. The sixth section discusses the significance 

of the emergence of “vulture funds” in the context of debt restructuring. The seventh 

section looks at the institutional framework that has been developed to oversee and 

manage EMDC debt, along with some of the weaknesses of the current framework. 

Section 8 examines technical assistance for PDM in developing countries. The final 

section presents our concluding observations and policy recommendations.  

 

2. Background 

 

The financial crisis of 2007-9 that was precipitated by the collapse of the US mortgage 

market was one of many crises that affected the world economy since the early 1980s. In 

August 1982 an international debt crisis was sparked when Mexico - a large debtor - 

suspended debt service payments. The 1980s became the lost decade for many debtor 

countries, particularly in Latin America, and was the most serious affecting the world 

economy since the financial crisis of the 1930s. The Asian financial crisis of the late 

1990s was the next major event that had a global impact.  It raised the importance for 

countries to monitor contingent liabilities that went beyond explicit guarantees provided 

by the public sector. 

 

Debt distress in the LICs did not have the same level of global impact, but it became 

evident to aid donors and recipients alike that without debt relief development efforts 

were severely compromised. Debt relief provided by the Paris and London Clubs was not 

adequate for them to overcome their debt problems. The G7 countries accordingly 

approved the Heavily Indebted Poor Countries (HIPC) debt relief initiative in 1996.  It 

was enhanced in 1999 and supplemented by the Multilateral Debt Relief Initiative 

(MDRI) in 2005.  Thirty-six of the forty eligible low-income countries mostly in Africa 

have benefited from these initiatives.   

 

The Euro zone crisis is an ongoing crisis that has affected the region since early 2009 

when a group of ten Central and Eastern European Banks requested a bail out. From late 

2009 fears of a sovereign debt crisis arose due to increasing levels of private and 

government debt levels globally coupled with the downgrading of government debt in 

some European states. The mortgage crisis in the US had a severe impact on its financial 

system leading to a near default situation in the summer of 2011. These various crises 
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also had an impact on how EMDCs mobilized resources needed to meet the Millennium 

Development Goals (MDGs) and manage their debt.  

 

However, the recent debt problems of advanced economies on the one hand, and the 

EMDCs on the other, were also different. While excessive household and financial sector 

debt precipitated the crisis in advanced economies, this has not been a source of 

weakness in the EMDCs. Indeed, as a result of the Asian financial crisis in the late 1990s, 

many EMDCs had undergone financial stability assessments by the World Bank and 

IMF, aimed at identifying and redressing sources of financial vulnerability. 

 

Another key difference between the debt problems of advanced countries and EMDCs 

relates to the provenance of the main creditors. In the advanced economies debt is held 

largely by domestic banks and other domestic creditors. In past crises in the emerging 

market countries, the key creditors have been external—banks and other private creditors 

based in the advanced economies. In the developing countries, the creditors were mainly 

external public-sector or intergovernmental entities—export credit agencies, bilateral aid 

agencies, multilateral development banks, and the IMF.  

 

As a result, while international contagion from the EMDCs to the advanced economies 

was a feature of earlier debt crises, the scope for international contagion to spread from 

the advanced economies to the EMDCs in the Global Financial Crisis has been more 

limited. The eventual transmission of the crisis took place through “real” rather than 

financial channels—the economic shock of the ensuing recession in the advanced 

economies and the resulting lower trade flows. 

 

However, the crisis is entering a new phase, due to the impact of counter-cyclical 

monetary policies implemented by the advanced economies to stimulate recovery from 

the recession. Another key factor is the increasing integration of international capital 

markets. As a result of the low interest rates maintained by very loose monetary policy, 

there has been a surge of capital from the advanced economies seeking higher yields in 

the EMDCs. Such spillover effects of policies of advanced economies have led to a rapid 

escalation of debt levels in the EMDCs. 

 

The composition of public debt in EMDCs has changed significantly over the past two 

decades, with a fall in the proportion of long-term and public external debt (World Bank 

2014). Over the eight year period 2005 to 2012, the share of public and publicly 

guaranteed external debt declined from 55.3 to 39.6 percent. The share of PNG debt 

increased from 24.1 to 34.0 percent during the same period. Short-term external debt 

made up the difference increasing from 20.6 to 26.5 percent. These changes resulted from 

growing access to domestic and international bond markets and other sources of non-

concessional lending, and the decline in assistance from bilateral and multilateral sources 

provided on concessional terms. Accordingly, the shifting composition of their debt 

profiles made it necessary for EMDCs to update their legal, regulatory and institutional 

frameworks for borrowing. 
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3. The rise of local-currency bond markets 

 

Although domestic (local-currency) debt has tended to be overshadowed by external 

(foreign-currency) debt, it is not because domestic debt has always occupied an 

insignificant share of total public debt. On the contrary, available data on a number of 

countries, both advanced and developing economies, indicate that domestic debt has 

ranged between 40 and 80 percent of the total during the period 1900-2007 (Reinhart and 

Rogoff: 103).  

 

It is nonetheless true that in more recent years, there has been a substantial jump in the 

domestic currency component of government debt in developing countries. With the 

deepening of domestic financial markets, governments have looked to debt issued in 

domestic currency to reduce exposure to exchange rate fluctuations and correct currency 

and maturity mismatches. Some countries, including China and Brazil, now raise 

virtually all their financing requirements in domestic markets, while South Africa, 

Mexico and Turkey raise more than 75 percent (World Bank, 2014: 23). 

 

Available data on local-currency debt is as yet uneven and incomplete. Panizza (2008, 

2007) assembled a composite statistical profile on the composition of EDMC debt, using 

existing data. His analysis indicated that in 1994, domestic (local-currency) debt was less 

than 50 percent of overall public debt in four regions: East Asia and the Pacific, Eastern 

Europe and Central Asia, Latin America and the Caribbean, and the Middle East and 

North Africa

 

Clearly, domestic debt is now the most significant portion of the public debt of almost all 

EMDCs (Culpeper, 2012). 

 

More recent information on 26 emerging market countries confirms that since 2000 there 

has been rapid growth in local currency public debt, both relative to external public debt 

and in absolute terms. In the year 2000, slightly more than 50 percent of sovereign debt 

outstanding in this subset of countries was local-currency rather than external debt; by 

2012, 80 percent was local-currency. In the same period, local-currency debt rose from 

about USD 1 trillion to USD 7 trillion, while external debt rose from about USD 1 trillion 

to USD 1.5 trillion (Sienaert, 2012:3). 

 

There are a number of reasons why the growth of local-currency bond markets, and more 

generally the growth of domestic financial markets in EMDCs, should be viewed 

positively. First, as mentioned such domestic markets reduce exposure to exchange-rate 

fluctuations implicit in foreign-currency borrowing. Second, to the extent that domestic 

markets provide opportunities for long-term borrowing, they reduce the risk associated 

with maturity mismatches, which is also a consequence of borrowing short-term from 

external creditors.  Third, long-term domestic financing is particularly apt for financing 

long-term domestic investments, such as in infrastructure. Fourth, the development of 

domestic bond markets, in particular, is important to facilitate the growth and 
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mobilization of domestic savings through institutional intermediaries such as life and 

other insurance companies and pension funds. Such institutional investors constitute the 

market for borrowers seeking to place their bonds. The institutional investors, in turn, 

seek long-term financial assets to fund their liabilities to life insurance policyholders or 

future pensioners (Culpeper, 2012). 

 

The advantages of supporting local currency bond markets was recognized by the Group 

of 20 in November 2011 during the Global Financial Crisis. In addition to helping to 

insulate emerging market and developing countries from the financial stresses associated 

with external borrowing, the G20 also saw in domestic local currency markets a means to 

aid global rebalancing by providing domestic channels to deploy large domestic savings. 

Accordingly, the G20 tasked four international organizations—the IMF, World Bank, 

European Bank for Reconstruction and Development and Organisation for Economic 

Cooperation and Development—with developing a diagnostic framework to help EMDCs 

develop their local currency bond markets (IMF, 2013). 

 

Important as these advantages are of deepening domestic bond markets, there are also 

some pitfalls and large challenges. To begin with, domestic financial markets in 

developing countries, particularly LICs, can be very shallow. For example, life insurance 

companies and pension funds are likely to be relatively small. The community of 

institutional investors is typically dominated by the commercial banks, which seek 

shorter-term assets to match their short-term liabilities to depositors. For all these 

reasons, demand by domestic investors is highest for short- to medium term financial 

instruments, such as treasury bills, with tenures of up to five years, and much of the 

market concentrated at the shorter end of one year or less. Maturities of 10 years or more 

are scarce or non-existent. 

 

In addition, interest rates in such markets tend to be relatively high, in real as well as 

nominal terms, often considerably above 10 percent, with a steep yield curve. This 

reflects higher rates of inflation and a risk premium associated with developing countries. 

With local markets seeking short-term instruments and relatively high interest rates, the 

upshot is that developing a market for longer-term bonds can be difficult and also 

relatively expensive. This is particularly critical for LICs that have access to the 

concessional windows of the multilateral development banks (MDBs). Longer-term loans 

(with repayment periods of up to 40 years including a grace period of 10 years) from the 

MDBs with interest rates of 1 percent or less are a very attractive alternative, even if they 

are typically denominated in foreign currency, exposing the borrower to exchange-rate 

risk
4
. 

 

Because of the stark differential in financing costs between domestic markets and 

concessional funding from the MDBs, low-income developing countries are often 

advised by the World Bank to choose the low-cost alternative (concessional funding via 

the International Development Association (IDA) or soft-loan funding from other MDBs 

                                            
4
 Some of the funds from MDBs are provided as grants. As countries move up the income ladder, the terms 

become harder with a mix of concessional and non-concessional terms and non-concessional terms 

thereafter. 
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over deepening their local markets. Despite this advice, many low-income countries are 

following the lead of emerging market countries by looking increasingly to domestic 

markets for their financing needs, and extending the maturity of their local-currency bond 

offerings. 

 

With capital market liberalization, there is the additional complication of foreign 

ownership of domestic bonds. Foreign investors seeking higher yields than those 

prevailing in the major capital markets are increasingly looking to developing countries, 

notwithstanding the greater risk involved. Such investors are attracted both by equity 

markets (discussed further below) and debt markets, even very short-term treasury bills. 

The problems this may pose for the host country are market and currency volatility, if for 

any reason there is a loss of confidence leading to sudden capital flight. 

 

Beyond the issues of thin domestic markets and relatively high costs, along with the need 

for building the capacity of institutional investors, there are other challenges associated 

with the growth of local-currency bond markets. As Panizza (2007) and Reinhart and 

Rogoff (2009, ch. 8-9) point out, domestic local-currency debt is not a panacea for 

avoiding debt crises. Excessive domestic debt can be just as problematic as excessive 

external debt—entailing large debt-servicing costs and raising issues of sustainability. 

Indeed, Reinhart and Rogoff (2009: 123) show that in the run-up to debt crises there is 

typically an escalation of both domestic and external debt, to the point where debt-

servicing is severely compromised or default occurs. 

 

Accordingly, if a proper analysis of the sustainability of debt were undertaken, it should 

cover both domestic and external debt. However, because of the incompleteness and 

unavailability of domestic debt data, the standard framework (provided by the IMF and 

World Bank) for assessing debt sustainability is restricted to external debt only (see 

Annex 1). It was only as recently as 2010 that the IMF and the World Bank, recognizing 

the need for more complete and accurate data on domestic debt, initiated the Public 

Sector Debt Statistics (PSDS), which included both the domestic and external 

components of public debt. The database is updated quarterly within one month of the 

end of each quarter.  The reporting is only on a voluntary basis, unlike the Debtor 

Reporting System which requires developing countries to submit external debt data on an 

annual basis to the World Bank. In its latest edition of International Debt Statistics, the 

World Bank reports that 72, or less than half, of its members—high-income as well as 

developing—are voluntarily reporting to the PSDS database (World Bank 2014: 22). 

However, coverage is considerably lower among the LICs. The last update done on 11 

April 2014 had 65 countries reporting of which only four were LICs. 

 

4. The Growth of Private Non-Guaranteed Debt and Portfolio Equity Flows 

 

The gradual liberalization of capital markets has resulted in a growing level of cross-

border capital flows, both in the form of debt and equity. As previous episodes of debt 

crisis recede into the past, the creditors and investors become less hesitant to risk cross-

border exposure. Particularly if returns in the major capital markets are low, as the 

advanced economies persist with low-interest rate monetary policies to stimulate 
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recovery, higher yields in the EMDCs provide the incentive that creditors and investors 

are seeking. According to the Bank for International Settlements (2014: 72) external debt 

flows into emerging markets increased from 2008 to 2013 and amounted cumulatively to 

over $2 trillion, representing a significant addition to the stock of external debt. 

Moreover, this figure understates the true magnitude of indebtedness if debt issued by 

offshore affiliates is included in addition to the debt of residents in the emerging markets. 

 

In LICs, the debt-relief initiatives of the 1990s and 2000s have also opened up some 

latitude for borrowers to increase liabilities to finance their investment needs. These 

trends have led many EMDCs to allow or encourage borrowing by the private sector in 

the form of non-guaranteed loans. It has also led to the rapid growth of portfolio equity 

markets.  Moreover, short-term external debt of developing countries increased 266 

percent between 2005 and 2012 compared to 207 percent of total external debt 

outstanding.  Its share of total debt increased from 20.6 percent to 26.5 percent during the 

same period.   

 

Private Non-Guaranteed Debt. Like domestic debt, PNG debt has tended to be somewhat 

overlooked compared to public sector external debt. As PNG debt is a liability of the 

private sector, the problems of servicing this debt are thought to be germane principally 

to the private borrowers concerned. Debt distress in such cases may lead to the erosion of 

profits, and in the extreme, corporate bankruptcy. As a result, it is often assumed that 

private borrowers will avoid taking on unsustainable debt, or will themselves suffer the 

consequences without wider impacts on the economy. There is a presumption that policy-

makers do not have a role or responsibility to oversee or regulate the accumulation of 

PNG debt. 

 

However, as was demonstrated in the Asian financial crisis during the second half of the 

1990s and the recent Eurozone crisis, excessive private borrowing can have unintended 

consequences for the economy. In the case of the Asian financial crisis, private 

borrowing led to asset bubbles and credit booms that subsequently collapsed. In the case 

of the Eurozone crisis, excessive borrowing by the banking system led to a banking crisis. 

Even where no explicit public guarantee was issued, governments intervened by bailing 

out private borrowers to maintain confidence and stem capital flight once the crisis broke.  

 

Given these precedents, suggesting that PNG debt can be a source of debt distress and 

financial instability, it is surprising that there is as yet no comprehensive, international 

data series on the external obligations of the private sector in developing countries. Many 

do not have the mechanisms to collect and report on this category of external debt, even 

though the importance of setting up an appropriate institutional framework is widely 

recognized (World Bank 2013: 8). 

 

The World Bank utilizes the information at its disposal to estimate the magnitude of PNG 

debt. In addition, short-term debt flows are also largely privately funded. Thus, the 

relative share of private debt in overall debt flows is approximated by adding long-term 

PNG and short-term debt. It is clear that since 2005, the share of private debt has risen 
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from about 45 percent of the total to over 60 percent, while public and publicly 

guaranteed debt has declined from 55 to 40 percent (see Table 1). 

 

 

Table 1 

 

 
 

 

Most of the private borrowing has been by the emerging market countries rather than the 

low-income developing countries. However, in the latter countries the data on private 

borrowing is the weakest, since they do not report such borrowing to the World Bank’s 

Debtor Reporting System (World Bank 2013:9). The PNG debt of LICs does not, on the 

available evidence, present the threat of a systemic debt crisis similar to the Asian 

financial crisis. However, it is quite conceivable that without better mechanisms for 

reporting and managing PNG debt, some countries may experience debt servicing 

problems or distress on account of these liabilities. A possible scenario may involve 

corporate borrowers in distress turning to the government for bailouts or to assume their 

liabilities, as happened during the Asian financial crisis and the Eurozone crisis. Thereby, 

private debt distress would be transformed into public debt distress. A recent example is 

the case of Madagascar, where a $2 billion PNG debt of a large mining conglomerate was 

not recognized or monitored by the government. Including this debt would have doubled 

the country’s debt to Gross Domestic Product (GDP) ratio. 

 

Portfolio equity flows. With the growth of stock markets in EMDCs, portfolio equity 

flows have become a regular, if not large, component of net capital inflows. What 

distinguishes portfolio equity flows is their high volatility compared to other forms of 

capital flows. Such flows fluctuated between a net outflow of $40.6 billion in 2008 and a 

net inflow of $123.4 billion in 2010, when they constituted 11.1 percent of net capital 

flows to developing countries (World Bank 2014: 6).  While portfolio equity by 

definition is different from debt, it represents an increasingly important feature of the 

vulnerability facing EMDCs in liberalized capital markets.  

 

Volatile portfolio equity flows have a destabilizing impact on their host countries, both as 

they arrive—leading to currency appreciation--and as they depart—leading to 

depreciation. In both cases they can undermine the host country’s growth and 

development prospects. Currency appreciation erodes the competitiveness of the export 

sector, and interest-rate hikes to retard currency depreciation may have an adverse impact 

on domestic investment.  

 

TOTAL EXTERNAL DEBT OUTSTANDING ($billions) (Distribution)

2005 2009 2012 2005 2009 2012

Total debt outstanding 2,338.0$    3,542.1$ 4,829.6$ 100.0% 100.0% 100.0%

Long-term external debt 1,856.8$    2,792.7$ 3,552.0$ 79.4% 78.8% 73.5%

Public and publicly guaranteed 1,292.2$    1,559.7$ 1,911.3$ 55.3% 44.0% 39.6%

Private nonguaranteed 564.6$       1,233.0$ 1,640.7$ 24.1% 34.8% 34.0%

Short-term external debt 481.2$       749.4$     1,277.6$ 20.6% 21.2% 26.5%

SOURCE: World Bank (2013), Table 1.1
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These issues have been particularly prominent in the wake of the Global Financial Crisis, 

as central banks in the advanced economies have maintained very low interest rates and 

monetary easing in order to stimulate recovery. Low interest rates have, in turn, 

stimulated the search for higher yields among investors, who have turned in part to the 

portfolio equity markets both in the advanced economies and emerging markets. 

However, since portfolio equity is relatively footloose, it is sensitive to changes in 

interest rates. As interest rates begin to rise, equity investors liquidate their positions in 

favour of more secure fixed-income investments.  

 

The advent of “frontier markets”. The term “frontier markets” was first used by the Wall 

Street firm Standard and Poor’s to distinguish them from “Emerging” Markets. These 

were countries smaller and less liquid than the emerging markets identified in the 1980s, 

but demonstrating similar promise due to the rate of economic growth and the 

accessibility of their markets to foreign investors (Nellor 2008).  

 

Eight countries in Sub-Saharan Africa were identified according to these criteria as 

frontier markets in 2008: Botswana, Ghana, Kenya, Mozambique, Nigeria, Tanzania, 

Uganda and Zambia, which were held to be comparable to the earlier generation of 

emerging markets in the Association of South East Asian Nations (ASEAN) region. 

There is little doubt that in the years prior to the Global Financial Crisis, African financial 

markets grew very rapidly. For example, African equity market capitalization stood at 20 

percent of GDP in 2005, similar to that in the ASEAN countries in the late 1980s. By 

2007, this index stood at 60 percent of African GDP (Nellor: 2008). 

 

More recently another Wall Street firm, MSCI, has identified some 33 countries as 

“Frontier Markets” (see Figure 1 below).  The aim of MSCI is to provide a classification 

framework particularly for equity investors. For the most part the 33 countries listed are 

middle-income rather than LICs.  Although they are unlikely to become as significant 

destinations for portfolio equity investors as the more advanced emerging markets 

countries, they could also be subject to the same kind of volatility with fluctuating 

inflows to and outflows from their markets. In short, the LICs represent a “frontier” for 

more adventuresome investors seeking higher returns albeit with higher risks. These are 

likely to represent investments with a short-term time horizon, suited to higher-frequency 

trading, and geared to realize quick profits. 
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Figure 1 

 
 

Source: MSCI Frontier Market Indexes accessible at 

http://www.msci.com/products/indexes/country_and_regional/fm/  

 

 

5. The Spread of Sovereign Debt Markets to Low-Income Countries 

 

The concept of “frontier markets” has now spread from the portfolio equity sector to the 

international bond market. Developing countries that a decade ago were considered too 

risky or  not creditworthy to issue bonds in the international market, including those in 

Sub-Saharan Africa, have begun to do so on a significant scale. Trading in African bonds, 

both domestic and international, grew rapidly in the years 2005-2007, tripling to $12 

billion from 2006 to 2007 (Nellor, 2008). Moreover, the level of African countries’ 

international bond issuance seems, on one estimate, disproportionately high to their level 

http://www.msci.com/products/indexes/country_and_regional/fm/
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of GNI, leading to the suggestion that these African countries may be somewhat “ahead 

of their time” (Willem te Velde, 2014). 

 

In 2013, the $4.6 billion worth of sovereign bonds issued by African countries comprised 

only 5 percent of total issuance by all developing countries. However, this magnitude was 

significant relative to other capital inflows—12 percent of foreign direct investment 

(FDI) inflows and 20 percent of foreign aid to Sub-Saharan Africa (Willem te Velde, 

2014).  

 

Between 2007 and 2013, ten countries in Sub-Saharan Africa issued bonds on the 

international market: Angola, Gabon, Ghana, Mozambique, Namibia, Nigeria, Rwanda, 

Senegal, Tanzania, and Zambia, in addition to South Africa. The level of issuance in 

2013 was $400 million by Rwanda, $750 million by Ghana, $1 billion by Nigeria and 

$1.5 billion by Gabon.  

 

There are both advantages and risks attached to international bond market borrowing. 

Interest rates tend to be considerably lower in international than domestic markets, 

although in absolute terms the coupon rate is typically higher for African countries than 

for advanced economies. For example, Ghana’s coupon rate was 7.875 percent, compared 

to 19 percent or more in local debt markets, and 2.55 percent for a 10-year U.S. Treasury 

Note. 

 

In addition, from the borrowers’ perspective bond financing does not come with the 

conditions attached to foreign aid—either tied to policies that must be implemented or 

certain projects or sectors to which aid funding must be allocated. Moreover, bond 

financing can help deepen capital markets by allowing institutional investors to 

participate in the bond offering and by setting a benchmark for corporate borrowers to 

enter the international bond market. 

 

There are, however, also a number of risks which include debt sustainability, if the level 

of debt is pushed above certain thresholds, roll-over risks, if the bond market is shallow 

and lacking liquidity, and if there is a maturity mismatch between the tenure of the bond 

and the projects to be funded. These risks escalate if the proceeds are not spent or 

invested wisely. In addition there are currency risks, particularly if the borrower is faced 

with a depreciating currency, which increases the effective interest paid by the amount of 

the currency depreciation. In the case of Ghana, the coupon rate of 7.875 percent plus 

currency depreciation which has recently averaged 14 percent annually would have made 

the effective interest cost almost 22 percent, equivalent to the cost of domestic financing 

(Willem te Velde, 2014). 

 

In general, the proceeds of bond issuance are used by the borrowers to finance 

infrastructure projects or to refinance existing debt in order to lower costs and lengthen 

maturities. However, sometimes project implementation gets delayed, resulting in 

carrying costs for the borrower. In one case (Senegal), the borrower only needed half the 

amount of the bond offering of $500 million for planned infrastructure projects, resulting 

in a debt that was twice as large as required.  
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There is an indication that the underwriters of bond issues have a critical minimum level 

of issuance that may exceed the funding needs of the issuers. In such cases, the borrowers 

are faced with a carrying cost for that part of the proceeds not utilized for investment.  

The borrowers could invest the unutilized proceeds in safe instruments such as U.S. 

Treasury notes. If the bond coupon rate is 7.875 percent, and the US Treasuries earn 2.55 

percent, the carrying cost is 5.325 percent, or over $5 million annually for every $100 

million that is being carried.  

 

Due to the debt relief initiatives of 1996-2005, most LICs still have some headroom to 

expand their foreign borrowing before they reach the debt sustainability thresholds (see 

Annex 1). However, these countries are essentially replacing largely concessional debt 

(reduced through the debt relief measures) with non-concessional debt. As a result they 

may reach the sustainability limits more quickly. 

 

 

6. Debt Restructuring and Vulture Funds 

 

Debt restructuring is required whenever a debtor faces severe difficulties in meeting debt-

servicing obligations and the possibility of default arises. In domestic jurisdictions 

bankruptcy laws provide mechanisms for debtors and creditors to restructure obligations 

in a mutually acceptable manner, under the aegis of the courts. International borrowing 

and lending, in contrast, has no such recourse to bankruptcy laws. Instead, in cases of 

debt-servicing difficulties or default, creditors must negotiate with debtors to reach 

agreement on whether and how debt should be restructured. As mentioned, the Paris Club 

has provided a forum for public-sector creditors such as export credit agencies to 

negotiate their claims against developing country seeking to restructure their debts. The 

London Club provides an analogous forum for commercial banks.  

 

Where there are a large number of creditors involved, negotiations are challenging. 

Typically some creditors are more willing than others to reduce their claims on the debtor 

in order to reach a settlement. If there is a critical mass of creditors agreeing to settle at a 

loss, a minority (“holdouts” or “free riders”) may seek independently to reach agreement 

on better terms. This provides opportunities for “vulture funds”, when such claims are 

bought from the original creditors at deep discounts in the secondary market by other 

investors (“vultures”), who are willing to pursue litigation against the borrower and seek 

court-ordered seizure of the borrower’s assets to maximize their returns. 

 

For example, in 1999 Zambia was renegotiating a $29.8 million debt to Romania when it 

was sold at a deep discount to Donegal International, a firm registered in the British 

Virgin Islands, for $3.28 million. Thereafter, in 2006 after Zambia had obtained debt 

relief from its bilateral creditors through the HIPC Initiative and from its multilateral 

creditors through the MDRI, Donegal sued the Zambian government in the U.K. courts 

for $55 million
5
. The British High Court ruled that the Zambian government pay Donegal 

                                            
5
 Romania had originally provided a $15 million export credit to Zambia to purchase Romanian agricultural 

machinery. Due to problems in servicing this debt and the failure to reschedule it the principal amount due 
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$15 million, which amounted to 65 percent of the savings realized through debt relief 

obtained from the HIPC Initiative and MDRI (Laryea 2010; Jubilee USA Network 2008). 

 

There is now a history of such vulture funds. As of late 2007, 11 of 24 HIPCs surveyed 

by the IMF were facing litigation from 46 different commercial creditors. Of these, 25 

creditors had received court judgments against HIPCs amounting to about $1 billion on 

original claims of $427 million (Jubilee USA Network 2008). In 2013, there were 17 

commercial creditor lawsuits against eight HIPCs (Afghanistan, Republic of the Congo, 

Democratic Republic of the Congo, Ethiopia, Honduras, Sudan, Togo, and Uganda) 

seeking about $775 million against $477 million in original claims against the debtors 

(IMF 2013b: Table 16). 

 

Some action has been taken by the UK and the World Bank to limit the activities of 

vulture funds, particularly when they target LICs. In 2007, the World Bank announced a 

five-year extension to its Debt Reduction Facility (DRF), which provides grants to HIPC 

countries to buy back commercial debt on terms consistent with the HIPC and MDRI 

debt relief initiatives (World Bank 2007), which was followed in 2012 by another five-

year extension. By that point the facility had helped extinguish over $10.2 billion in 

commercial debt owed by 21 low-income countries. 

 

In 2011 the U.K. adopted legislation to limit lawsuits by vulture funds seeking full 

repayment from debt-distressed LICs through litigation and seizure of the debtor’s assets 

abroad. However, the legislation did not extend to UK overseas territories and 

dependencies such as Jersey or the British Virgin Islands, where such funds are often 

based.  

 

With the re-emergence of sovereign borrowing by developing countries in the bond 

markets in the 1990s there came a need for a mechanism to restructure bond-market debt 

in the event of debt distress. Bondholders tend to be dispersed and difficult to organize 

for such purposes. After the Asian financial crisis collective action clauses emerged in 

bond contracts. These allowed a super-majority of bondholders to agree to changes in the 

terms of bond payments instead of unanimous agreement which had been the norm.  

 

Although collective action clauses permit restructuring to proceed without unanimous 

agreement, they do not necessarily resolve the issue of free riders who are not part of the 

majority and demand a more advantageous settlement or open the door to vulture funds. 

Moreover, older bonds without collective action clauses will take years to expire and 

provide vulture funds greater latitude for litigation against debtor countries. The 

destabilizing role of holdouts and vulture funds recently became prominent in ongoing 

negotiations between Argentina and its creditors. 

 

After its default on its $100 billion sovereign bonds in 2001, Argentina negotiated with 

its bondholders and offered them debt swaps (with collective action clauses) in 2005 and 

2010. Investors holding about 93 percent of the old bonds participated in these swaps 

                                                                                                                                  
was compounded by arrears and interest charges over the next 20 years. The amount sought by Donegal 

through litigation ($55 million) also included fees, interest and legal costs. 
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which involved a haircut of 76.3 percent on their original claims. However, a handful of 

hedge funds some of which had bought holdout bonds at just over 20 cents on the dollar 

have pressed for full payment in U.S. courts.  

 

This resulted in a New York court decision to award full payment plus interest to suing 

hedge funds and to tie any future payments on restructured bonds to full payments to the 

hedge funds. In June 2014, the United States Supreme Court declined to hear Argentina’s 

appeal against this decision. This was followed by an order to banks and financial 

institutions to turn over information about assets owned by Argentina worldwide. This 

legal precedent effectively rewards holdout creditors and vulture funds, and penalizes 

creditors who participate in debt restructuring (UNCTAD 2014). 

 

 

7. Institutional Framework for Debt Management 

 

The changes that have taken place in the composition and structure of debt in EDMCs 

and in capital markets has made it necessary for the existing governance structures for 

debt management to be reviewed, updated and strengthened.  At the same time, the 

agencies that provide technical assistance in public debt management (PDM) need to 

improve their programs to assist the countries in the new environment 

 

The requirements for an effective debt management system are set out in the publication 

Institutional Framework for Public Sector Borrowing (UNITAR 2002). A coherent legal 

and institutional framework is needed to make appropriate decisions on public sector 

borrowings and the management of debt.  The framework should cover borrowings by the 

government (for its own use or on-lending), state enterprises and Central Bank and for 

regulating and/or monitoring the external borrowings of the private sector.  Legislation 

should be supported by regulations and procedures which set out the explicit roles of the 

different agencies involved in debt management and loan operations at all stages of the 

loan cycle.  The Ministry of Finance (MoF), Central Bank and Treasury are the main 

agencies involved.  In some countries, autonomous Public Debt Management Offices 

(PDMOs) have been set up either by legislation or administrative order.  There are also 

agencies implementing projects and programs for which the funds have been borrowed.  

Only the agencies and committees that make a substantive contribution to the loan cycle 

should be involved in loan operations.  Once initiated, the institutional arrangements 

should ensure that the various stages of the loan cycle are handled expeditiously.  

 

The changes in the international financial environment in the current Millennium and the 

need to access domestic and international capital markets and the consequent need to 

manage them are leading EMDCs to review the institutional arrangements for public 

sector borrowings and their management.  Countries that have liberalized their capital 

accounts and began accessing capital markets - in particular the frontier markets - need to 

undertake these reviews as a matter of priority bearing in mind that PDM covers all the 

activities of a loan cycle as before.  Debt management requires a higher level of 

sophistication than in the past due to the greater complexity of the portfolios both 

covering domestic and foreign loans.   
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These changes have made it necessary for governments to assess and manage risks in 

their loan portfolios by adopting guidelines, targets or benchmarks and formulating 

Medium-Term Debt Strategies (MTDSs) as advised by the providers of technical 

assistance.  Periodic vulnerability and debt analyses using the selected indicators should 

be undertaken to obtain early warnings of impending financial crises.  In some countries 

short-term debt has become a large component of total external debt outstanding, 

introducing the possibility of a rollover risk if the payments position deteriorates. 

Consequently, monitoring the ratio of short-term debt to foreign exchange reserves has 

become more important than the import cover ratio. The external debt service, 

government debt service to government revenue and total public debt outstanding to GNI 

ratios are among other indicators that should be monitored to enable countries to 

undertake debt sustainability analysis
6
 (DSA).  

 

As stated, public sector external debt has become a smaller component of total external 

debt outstanding in many developing countries and the ratio will become smaller as the 

private sector develops.  Debt managers should keep the volume of PNG external debt 

under review though this can at best only be monitored in a liberalized economy.  At the 

same time, sound debt management practices that include risk management are necessary 

to avoid a buildup of unmanageable debt profiles. 

 

Public Debt Management Offices 

 

Many EMDCs are improving the coordination of their external and domestic borrowings 

and have established or are considering the establishment of unified PDMOs with varying 

levels of legal authority. The lack of coordination has been widespread in the past.  While 

lessons can be learnt on the organizational structure from developed countries the 

financing requirements in EDMCs are different.  One important difference is the 

continuing need for project financing by the government and state enterprises from 

bilateral and multilateral institutions at varying degrees of concessionality.  Export Credit 

Agencies have become an important source of external finance on non-concessional 

terms to fund mostly the infrastructure needs of EMDCs.  Domestic capital markets are 

being strengthened and new instruments introduced to mobilize domestic capital. Some 

countries are exercising a choice in favour of domestic over international capital markets 

in mobilising the resources needed.   

 

The organizational structure of PDMOs that are being established are similar to that of an 

investment institution.  They have three operational offices that correspond to the three 

main categories of debt management functions.  The Front Office is responsible for 

Resource Mobilization and makes the major decisions on foreign and domestic 

borrowings based on the approved borrowing plan.  It also takes responsibility for on-

lending and guarantee operations and hedging and derivative transactions of the 

government.  The Middle Office is responsible for Debt and Risk Analyses and 

undertakes portfolio analyses, develops risk management strategies and borrowing 

scenarios and compares the emerging debt indicators with agreed benchmarks. This 

                                            
6
 See Annex 1 on Debt Sustainability and Indicators. 



20 
 

would enable a borrowing policy and plan to be formulated for the public sector to accord 

with sustainable levels. The Back Office is responsible for the Management Information 

System and Settlements.  It makes debt service payments based on creditor invoices that 

are crosschecked with its own database and is responsible for monitoring loan utilization 

and the preparation of accounting and other reports required by creditors and the 

government.  Straddling all three offices is a legal office whose principal function is to 

support the activities of the Front and Back Offices.  Operational risks should be 

managed according to sound business practices with well-articulated responsibilities for 

the staff, and clear monitoring and control policies and reporting arrangements. 

(UNITAR 2002: 14) 

 

Staff retention and succession policies that provide incentives and career opportunities 

should be developed. PDM requires staff with a combination of financial market skills 

(such as portfolio management and risk analysis) and public policy skills. Regardless of 

the institutional structure, the ability to attract and retain skilled debt management staff is 

crucial for reducing operational risk. This can be a major challenge for many countries, 

especially when there is a high demand for such staff from the private sector or an overall 

shortage of such skills.  The staff involved in debt management should also be subjected 

to a code-of-conduct and conflict-of-interest rules regarding the management of their 

personal financial affairs.  

 

In most EDMCs the management of operational and financial risk needs to be improved.  

The emerging market countries have debt management offices and policies that undertake 

these tasks while developing countries lag behind. The Debt Management Performance 

Assessments (DeMPAs) and the Reform Plans that follow them under the World 

Bank/IMF Debt Management Facility have begun assisting these countries. The capacity 

to undertake debt and risk analyses can only be developed over time as it requires 

expertise in capital market operations and risk management techniques.  Consultancy 

inputs and training required in the initial period will be provided under the Reform Plans. 

   

Legislative and Regulatory Framework 

 

In the initial stages of development, countries had little choice in the sources and 

currencies of funding as borrowing was mostly from official sources typically on 

concessional terms.  As access to international capital markets increased, the objectives 

of debt management took account of the government’s risk preferences and tolerances. 

Given the push to strengthen and deepen domestic capital markets and develop secondary 

markets when the liberalization of the capital account of the balance of payments took 

place, borrowers began to exercise a choice between the domestic and international 

capital markets.  The main objective of PDM should be to ensure that the financing needs 

of the public sector are met at the lowest possible cost while bearing an acceptable level 

of risk in the medium to long-term.  This should be included in the mandate of the 

country’s debt office.  

 

Legislation on sovereign borrowing sets out the authority to borrow and delegates power 

from the organisation within the state which has the financial authority to do so, to that 
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which does the borrowing on behalf of the state.  In democratic states, this power is 

vested in the Parliament which has the responsibility for enacting laws and exercising 

financial authority.  However, Parliament should delegate borrowing and its management 

to an agency of the government (UNITAR 2002: 17, 18). 

 

In most countries, the borrowing authority is vested in the MoF though it may on 

occasion be delegated to the Central Bank.  The trend is away from Central Banks 

because of their independence and need to focus on monetary policy and control of 

inflation.  Since debt management policy may affect both fiscal and monetary policy, it is 

essential that there be close coordination between the MOF and Central Bank though this 

is lacking or weak in many countries. As stated, Parliament delegates the function of 

borrowing to the government which then delegates it to the PDMO. The legislation 

authorizes it to borrow for financing the budget deficit, provide loans and guarantees, 

make amortization payments and redeem state loans. Accordingly, the Parliament 

controls the increase in the level of state debt as it approves the budget, state lending and 

the level of guarantees 

 

The legal requirements governing private sector borrowings should be set out in the 

Central Bank and Exchange Control Acts and regulations framed under them. In 

countries where foreign exchange transactions are subject to control, private and state 

enterprise borrowers are required to obtain the approval of the Central Bank before 

contracting loans and making debt service payments.  Such requirements do not exist 

where capital accounts have been have been liberalized.  It becomes necessary for the 

Central Bank to introduce a system to monitor these borrowings or conduct periodic 

surveys of the banking system to capture the data and build up a comprehensive loan 

database. 

 

In countries where domestic bond markets are being developed, legislation is necessary 

to guide their operations setting out the authority to borrow, issue new debt and hold 

assets for cash management purposes.  The regulations governing the issuance of new 

debt could pre-set a limit for new borrowing or establish a debt ceiling.  It should also set 

out the requirements for developing both primary and secondary markets and settlement 

procedures for transactions. 

 

While the borrowing procedures have to be established by a clear legal and regulatory 

framework, debt restructuring too has to be handled in a similar manner.  As stated, the 

Paris Club deals with restructuring official debt and the London Club deals with 

commercial bank debt whose governance structures have evolved over many decades.  

There is no similar structure for bond markets and it is left to each country to organize it 

possibly under the leadership of the country that has the largest exposure to the borrower.  

One issue that has been highlighted in recent cases has been the design and incorporation 

of collective action clauses in bond contracts. These define the majority voting 

procedures to change the financial terms of the outstanding debt instruments and limit the 

ability of individual creditors to initiate litigation against the debtor.  The recent example 

of Argentina stated above highlights the problems faced by debtors and the ability of 

Vulture Funds to prevent the debt restructuring agreed with the majority of bond holders.  
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Coordination with Monetary, Fiscal and Financial Sector Policies 

 

Debt management should be coordinated with macroeconomic and financial sector 

policies to ensure that the level and rate of growth in public debt are sustainable. PDM 

problems often originate due to the lack of attention to macroeconomic management by 

policy makers. Further, inappropriate fiscal, monetary, exchange rate, or financial 

policies generate uncertainty in financial markets regarding the future returns available 

on local currency-denominated investments. Authorities should pay attention to the 

benefits of having effective debt management policies that are coordinated with sound 

macroeconomic policies.  

 

Policymakers should understand the manner in which the different policy instruments 

operate, their potential to reinforce one another, and how policy tensions can arise. 

Effective debt management, and fiscal, and monetary policies can reinforce one another 

in helping to lower the risk premiums in the structure of long-term interest rates. 

Monetary authorities should inform the fiscal authorities of the potential effects of 

government debt levels on achieving monetary policy objectives.  

 

There should be a separation of debt management policy and monetary policy objectives 

and accountabilities to minimize potential conflicts. In countries with well-developed 

financial markets, borrowing programs are based on the economic and fiscal projections 

contained in the government budget, and monetary policy can be carried out independent 

of the debt management policy. This ensures that debt management decisions are not 

influenced by information on interest rate decisions.   

 

Debt managers and fiscal and monetary authorities should share information on the 

government’s current and future cash flow needs. Since monetary operations are often 

conducted using government debt instruments and markets, the choice of monetary 

instruments and operating procedures can have an impact on the functioning of 

government debt markets. The efficient conduct of monetary policy requires a good 

understanding of the government’s short- and longer-term financial flows. In view of this, 

debt management, fiscal, and monetary authorities should have procedures enabling them 

to meet and coordinate on a wide range of policy issues. At the operational level, the staff 

in these agencies share information on the government’s current and future cash flow 

needs and coordinate their market operations to ensure that they are not all operating in 

the same market segment at the same time. When cash management is not conducted by 

debt managers, strong coordination is needed with the institution in charge of cash 

management.  

 

The responsibility for ensuring sustainable debt levels and conducting DSAs lies with the 

fiscal authorities. Debt managers should also monitor any emerging debt sustainability 

problems, based on portfolio risk analyses and market reactions observed when 

conducting debt management operations, and inform the government on a timely basis. 

Debt managers’ analysis of the cost and risk of the debt portfolio may contain useful 

information for fiscal authorities’ own debt sustainability analysis including 
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vulnerabilities arising from exposures to exchange rate, interest rate and refinancing risk. 

(World Bank and IMF 2014: 19-21) 

 

 

8. Technical Assistance for Public Debt Management 

 

Developing countries have received technical assistance in PDM over the years, 

principally from the IMF under its Standby Arrangements and other programs, the World 

Bank through technical assistance under its country programs and the United Nations 

Development Programme which provided funds under its country programs for 

consultancy inputs and training.  The technical assistance environment changed in the 

1980s.  The United Nations Conference on Trade and Development (UNCTAD) launched 

its Debt Management and Financial Analysis System (DMFAS) in the early 1980s that 

focussed on software for building up external loan databases that was used for debt 

analysis.  At the same time, the Commonwealth Secretariat (COMSEC) launched its debt 

management program using the Commonwealth Secretariat Debt Recording and 

Management System (CSDRMS) software for building up the external loan databases of 

member countries.  With advances in information technology, the two software were 

continuously upgraded. Other language versions of DMFAS became available over time.  

Similarly, a French language version of CSDRMS was made available by the 

International Development Research Centre and later by the La Francophonie. 

 

The scope of the country projects was similar though the financing arrangements were 

different.  Several multilateral and bilateral organisations funded projects implemented 

by the COMSEC and UNCTAD. This was necessary for the two agencies when core 

funding was not adequate for projects and program development.   

 

Apart from the Paris Club and London Club frameworks to assist developing countries to 

reduce their debt burdens when debt restructuring became necessary, the World Bank and 

IMF as stated launched the HIPC Initiative in 1996.  This was enhanced in 1999.  Thirty 

nine countries were found to be eligible for the Initiative, and of these 35 undertook 

macroeconomic and structural reforms and implemented a poverty reduction strategy to 

benefit from the program.  They have passed the two milestones that are required and 

received assistance under the Initiative.  Some of these countries received advisory 

assistance from Debt Relief International and other implementing partners to enable them 

to benefit from the Initiative.  The countries graduating from the Initiative received 

further relief under the MDRI that was launched in 2005.  This enabled them to cancel 

eligible debt from the IDA, African Development Fund, Inter-American Development 

Fund and the IMF. 

 

The World Bank introduced the DRF in 1989 for IDA only countries.  It provided grant 

funding that enabled eligible countries to buy back debt owed to external commercial 

creditors at a discount. The DRF has also provided technical assistance to 18 countries 

that were among the countries eligible for the HIPC Initiative. Consequently, it reduced 

the risk of non-concessional creditors taking advantage of the debt relief provided by the 

HIPC Initiative and MDRI. 
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Developments Since 2006 

 

The development of international and domestic capital markets and the recent financial 

crisis has made the task of debt managers more complex.  Non-concessional borrowings 

have become a larger component of the stock of debt of developing countries and debt 

analyses have become more complex.  The World Bank began developing a framework 

for Debt Management Performance Assessments (DeMPAs) in 2006 which was ready for 

implementation in 2008 after testing in selected countries.  The framework was revised in 

2009 based on country experience.  The activities are financed by the Debt Management 

Facility (DMF) for which a trust fund was created.  The assessments were designed to 

strengthen the governance structure and institutional framework for PDM through the 

implementation of reform plans.  Further, advisory services were provided to assist 

countries formulate borrowing policies and strategies.  This assistance is provided by the 

World Bank in coordination with the IMF and selected implementing partners such as the 

COMSEC, UNCTAD and regional institutions that have expertise in debt management. 

 

DeMPAs assess the strengths and weaknesses in central government PDM through a 

comprehensive review of 15 performance indicators in six areas.  These are governance 

and strategy development; coordination and macroeconomic policies; borrowing and 

related financing activities; cash flow forecasting and management of cash balances; 

operational risk management; and debt recording and reporting. These assessments 

identify country priorities and assist in designing reform programs.   

 

The Medium-Term Debt Strategy (MTDS) provides a framework for formulating a 

borrowing policy and strategy for the medium-term (3-5 years). It is focussed on the 

appropriate composition of the portfolio taking into account macroeconomic indicators 

and the market environment.  The Strategy was developed by the Economic Policy and 

Debt Department in collaboration with the World Bank’s Treasury Department and the 

IMF.  There are baseline and follow up missions and a range of training missions.  These 

are undertaken jointly with the IMF and implementing partners of the DMF.  In addition 

to training conducted in the countries, debt managers from developing countries work 

with debt experts at the World Bank during three month internships. 

 

A Debt Management Reform Plan sets out the capacity building plan for policy and 

institutional reform based on a comprehensive analysis of PDM operations. Its purpose is 

to strengthen the weaknesses identified in the DeMPA or other assessments.  It sets out 

the outputs and outcomes, actions, sequences and milestones. When the Reform Plan is 

financed by the DMF, the missions are undertaken with implementing partners. 

 

While an assessment of the improvements achieved through Reform Plans would require 

a detailed analysis of the DeMPA reports prepared since 2009, the World Bank report of 

2011 (page 10) and the World Bank and IMF Report of 2013 (page 10) identified the five 

weakest performance indicators.  In both reports they were Debt Management Strategy; 

Audit; Cash Flow Forecasting and Cash Balance Management; Segregation of Duties, 
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Staff Capacity and Business Continuity Planning; and Debt Administration and Data 

Security. 

 

The next phase of the DMF, DMF II, launched a new partnership between the World 

Bank and IMF.  It is dedicated as before to strengthening the capacity of developing 

countries to undertake PDM in a sustainable manner.  The Trust Fund is currently funded 

by seven countries, the European Union and the African Development Bank. 

 

 

 

9. Conclusions and Recommendations 

 

This paper has identified the new face of debt confronting EMDCs over the past decade 

and a half, along with the problems that have arisen for resource mobilization and debt 

restructuring. As a result, actions have been taken by debtor countries and the 

international community to improve PDM.  There is a continuing need for countries to 

monitor domestic and international developments for effective PDM.   

 

Growing access to domestic and international bond markets and other sources of non-

concessional financing, with reduced assistance from official sources on concessional 

terms, have brought about a change in debt profiles.  This has made it critical for EMDCs 

to update and strengthen their legal, regulatory and institutional frameworks for domestic 

and external borrowing.  The frameworks need to be reviewed periodically. 

 

Domestic debt. All EMDCs have endeavoured to deepen their domestic bond markets. 

This has reduced the exposure to exchange rate fluctuations and risk of maturity 

mismatches when domestic markets provided opportunities for long-term borrowing. 

This made the local bond markets suitable for financing long-term investments such as 

infrastructure and growth and mobilization of domestic savings through institutional 

investors. However, the pronounced shift to domestic borrowing and indebtedness has 

not been reflected in the current international framework to assess debt sustainability, 

which is still based only on external debt indicators, presenting an incomplete and 

misleading picture of debt profiles. A more comprehensive debt sustainability framework 

(DSF) that includes domestic debt as well is urgently needed. 

 

Recommendation 1. Domestic debt should be integrated into the current DSA 

framework. This will require improving the quality and consistency of domestic 

debt data to ensure comparability across countries.  

 

Developing long-term domestic bond markets is particularly difficult for LICs that have 

long enjoyed access to concessional loans from multilateral banks. Investors are initially 

dominated by commercial banks seeking assets to match their short-term liabilities to 

depositors.  Consequently, the demand is highest for short to medium term instruments. 

Further, interest rates in these markets tend to be high with steep yield curves reflecting 

high rates of inflation and risk premiums associated with these countries.  
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Recommendation 2. LICs need to build the capacity of domestic institutional 

investors to increase demand for long-term instruments and reduce long-term 

domestic interest rates.  

 

Private Non-Guaranteed Debt. The gradual liberalization of capital accounts has 

increased cross-border flows of both equity and debt.  Nevertheless the monitoring of 

PNG debt has received less attention on the questionable premise that such debt is the 

particular responsibility and concern of the private sector.  Consequently, there is as yet 

no comprehensive data series on the external obligations of the private sector in EMDCs. 

The data is weakest in LICs and this needs attention. 

 

Recommendation 3. Data on PNG debt need to be improved for greater 

comprehensiveness and reliability. To this end, protocols should be developed and 

implemented to ensure that all PNG external debt is reported to the domestic 

authorities (the Central Bank or MoF), and remain current and comprehensive. 

Where necessary, periodic surveys of the banking system should be conducted to 

collect the data. A new index on PNG debt indicating the implied level of risk 

should also be developed. 

 

Spread of Sovereign Debt Markets to LICs. There are risks that arise when borrowing 

from international bond markets. These include debt sustainability if debt levels increase 

above certain thresholds, rollover risk when the bond market lacks liquidity and a 

maturity mismatch between the bond and the project to be funded. There are also 

currency risks if the borrower is faced with a depreciating currency.  The proceeds of 

bonds are often used to finance infrastructure projects or refinance existing debt to lower 

costs and lengthen maturities.  Where project implementation gets delayed, there are 

carrying costs for the borrower.  

 

Recommendation 4. Increasing recourse to the international bond markets by LICs 

needs to be kept under review, and consideration should be given to developing 

additional indicators of risk pertaining to this form of borrowing. 

 

Debt Restructuring and Vulture Funds. There is a need for restructuring bond market 

debt with the emergence of sovereign borrowing in bond markets by EMDCs in the 

1990s.  The introduction of collective action clauses in bond contracts allows a majority 

of bond holders to agree to the terms of payment instead of reaching unanimous 

agreement.  This does not resolve the issue of free riders who are not a part of the 

majority and demand more advantageous settlements and vulture funds who engage in 

litigation against debtor countries.  The most recent example of holdouts and vulture 

funds is Argentina. 

 

Recommendation 5.The international community should give serious 

consideration to instituting a Sovereign Debt Restructuring Mechanism in order to 

prevent or limit the scope for Vulture Funds to undermine the orderly resolution 

of debt problems. 
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Institutional Framework for Debt Management. A coherent legal and institutional 

framework is necessary for making appropriate decisions on public sector borrowings 

and the management of debt.  The framework should cover borrowings by the 

government, state enterprises and Central Bank and regulating and/or monitoring the 

external borrowings of the private sector.  Legislation should be supported by regulations 

and procedures which set out the explicit roles of the different agencies involved in debt 

management and loan operations at all stages of the loan cycle. Countries need to review 

the framework periodically to ensure that international developments in capital flows can 

be managed effectively.  

 

Technical Assistance for Public Debt Management. The development of international and 

domestic capital markets in the new Millennium and the recent financial crisis have made 

the task of debt managers more complex.  At the same time, non-concessional 

borrowings have become a larger component of the stock of debt of EDMCs making debt 

analyses more complex.  The World Bank developed a framework for DeMPAs which 

was ready for implementation in 2008 after testing in selected countries.  The activities 

are financed by the DMF for which a trust fund was created.  The assessments are 

designed to identify the policy action that is needed to strengthen the governance 

structure and institutional framework for PDM through the implementation of reform 

plans.  Further, advisory services are provided to assist countries formulate borrowing 

policies and strategies.  Training in all aspects of PDM is provided under the DMF 

programs. This assistance is provided by the World Bank in coordination with the IMF 

and selected implementing partners such as the COMSEC, UNCTAD and regional 

institutions that have expertise in debt management.  The Facility is in its second phase 

jointly with the IMF. 

 

Recommendation 6. Technical Assistance for PDM deserves high priority for 

donors and greater continuity in their aid programs. Areas of ongoing weakness in 

PDM systems include Debt Management Strategy; Audit; Cash Flow Forecasting 

and Cash Balance Management; Segregation of Duties, Staff Capacity and 

Business Continuity Planning; and Debt Administration and Data Security. 

Assistance should be provided in these areas to strengthen recipients’ capacities to 

oversee and monitor their debt profiles and reduce vulnerabilities arising from the 

excessive buildup of debt. 

 

Recommendation 7. The current provision of technical assistance for PDM 

involves a number of agencies including the World Bank, IMF, COMSEC and 

UNCTAD, in addition to a number of regional implementing partners. The 

current system could be improved through merging the two existing debt 

management software programs (provided by the COMSEC and UNCTAD) after 

full consultation with the user countries, and greater input by the EMDCs into the 

systems of governance overseeing technical assistance in PDM.   
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Annex 1 

DEBT SUSTAINABILITY AND INDICATORS 
 

This annex defines debt sustainability and discusses debt indicators and their threshold values that 

have been adopted for different analytical purposes since the 1980s.  The Country Policy and 

Institutional Assessments (CPIAs) that are used for the classification of countries by performance 

to assess debt distress and their use for determining grant eligibility in the IDA allocation 

framework are also reviewed (Kappagoda: 4-10). 

   

Debt Sustainability  

 

 The sustainability of external debt of a country is its ability to service all foreign public and 

publicly guaranteed and PNG debt (covering short, medium and long-term debt) without 

compromising its long–term development goals and objectives.  Countries use various debt 

indicators and benchmarks for these to estimate sustainable levels of borrowing.  Sustainability is 

a dynamic concept that should be judged using numerous indicators. 

 

DSAs were prepared by the international financial institutions for the countries that were eligible 

for the HIPC Initiative when it was launched in 1996.  Some middle income countries were 

included by the IMF in 2002.  Beginning with IDA 14, the World Bank also required the DSAs in 

LICs to assess debt distress and assist in determining grant eligibility within the IDA allocation 

framework.  In operational terms, joint DSAs were undertaken by the IMF and World Bank for 

countries that were IDA only and eligible for assistance under the Poverty Reduction and Growth 

Facility.   

 

External borrowings that are within ceilings determined using only indicators for public and 

publicly guaranteed external debt would require additional financing to be mobilized in the 

domestic market or additional revenue generation by the government.  The extent to which 

domestic resources mobilized can be converted into foreign exchange to make payments overseas 

for goods and services will depend on the convertibility of the currency. The current approach is 

to estimate sustainable levels of domestic and external public debt separately.    

 

Debt Indicators 

 

The external debt problems of a country are typically associated with the accumulation of arrears 

on external debt service payments exceeding 10 percent of the external debt outstanding, an 

application to the Paris Club for restructuring of official debt when a breakdown in the payments 

system is judged to be imminent and entering into an agreement with the IMF which is a sine qua 

non for the Paris Club to proceed with discussions on debt restructuring 

 

There are three main causes of debt distress.  The first is a high level of debt judged by the 

absolute amount or Net Present Value (NPV) of debt outstanding as a ratio of GNI, Exports of 

Goods and Services (XGS) or Government Revenue (GR).  The second is a weak institutional and 

policy environment which makes it likely that these countries will experience debt distress at 

lower debt ratios than those with a strong environment.  This is due to a weak debt management 

capacity and limited capability to use resources productively.  The third is external shocks to the 

economy that affect the country’s capacity to service debt without compromising its long-term 

development goals.  
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Three measures of debt burden are considered when debt sustainability is assessed.  They are the 

nominal stock of debt expressed in a single currency - typically the US dollar; the stock of debt 

measured in NPV terms by discounting the future stream of debt service payments with a 

discount rate relevant to the borrowing currency
7
; and the annual or multi-year payments due on 

debt service. The nominal stock of debt and debt service payments were the preferred measures of 

the debt burden until the early 1990s after which the World Bank, IMF and the Paris Club began 

to use the NPV of debt.  

 

Current debt service ratios are indicators of the present debt service position.  Low current ratios 

may however mask future problems of high debt stock due to grace and long repayment periods. 

The NPV of debt captures the concessionality of outstanding debt obligations but does not take 

account of the growth in repayment capacity that would be captured by projections of debt 

service ratios. Therefore forecasts of debt service ratios need to be used in the analysis.   

 

The GNI or GDP - as stated earlier - are also used to measure the capacity to make debt service 

payments and estimate debt indicators. They measure the size of the economy though this does 

not necessarily translate into a capacity to repay. Export earnings, on the other hand, are available 

to make debt service payments but their accessibility to the private sector is dependent on the 

openness of the economy. The usefulness of XGS as a measure of the capacity to make debt 

service payments would also depend on the scope of debt included in the stock of debt, i.e., total 

external or public debt.  

  

Government revenue is a third measure for estimating the capacity to repay government and 

public and publicly guaranteed debt. In the past, the IMF and World Bank argued against the use 

of GR for two reasons.  The first is the difficulties experienced in estimating it.  However, GR is a 

variable that is often monitored in IMF programs and countries are working towards 

improvements in estimation. Second, a moral hazard argument is advanced against its use as 

lower revenue collections will lead to higher estimates of the debt indicators.   

 

External debt and fiscal indicators provide guidance on the medium and long-term sustainability 

of public sector borrowings but they are not useful in forecasting debt service difficulties arising 

from short-term balance of payments problems.  Forecasts of liquidity shortages require the use 

of indicators that are related to the level of foreign exchange reserves. The foreign exchange 

reserves coverage and the short-term indebtedness ratios are two indicators that could provide 

warnings of impending payments crises to policy makers if timely statistics are available.   

 

Discussions in international forums recommend that a comprehensive definition of public debt 

should be used when DSAs are conducted.  Those done under the HIPC Initiative were confined 

to public and publicly guaranteed external debt although domestic debt is a serious concern in 

some of the affected LICs. The domestic debt market may be in the early stages of development 

but government arrears and Central Bank and commercial bank overdrafts could be significant.  

DSAs of public and publicly guaranteed external debt only provide a partial assessment of a 

country’s debt sustainability. 

 

  

                                            
7
 The template for the 20 year projection period of the DSA uses a uniform discount rate.  It is only adjusted when the 

six monthly average US dollar commercial interest reference rate changes from the template rate by more than 1.0 

percent for a period of six months or more.  The discount rate which was 5.0 percent when the DSF was launched was 

changed to 4.0 percent in September 2009. 
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Threshold Values of Selected Debt Indicators 

 

Threshold values that enable the state of indebtedness of countries to be determined should be 

estimated after the indicators are selected.  The use of indicators has gone through several phases 

since the early eighties as described below. After the debt crisis of 1982 the World Bank began 

classifying countries as highly indebted, moderately indebted and less indebted using four 

external debt indicators.  These were modified in the early nineties based on experience gained in 

their use and the introduction of the NPV to measure the debt burden.  Threshold values were 

used to assess the eligibility of LICs to receive assistance under the HIPC Initiative in the mid-

nineties.  In 2005, the DSF introduced threshold values for the selected indicators to assess debt 

distress in countries borrowing from the IDA.  The evolution of the debt indicators and their 

threshold values is described below. 

 

Global Development Finance 

 

The four indicators used by the World Bank in the eighties for assessing the indebtedness of 

countries were the ratios of the nominal stock of total external debt to GDP (and later GNI) and 

XGS, and debt service and interest payments to XGS.  In the early 1990s, the nominal stock of 

total external debt was replaced by the NPV of external debt in the two stock indicators as it 

captured the concessionality of loans better than their nominal values. The threshold values for 

the classification of indebtedness were based - as stated - on inter-country analyses undertaken by 

the World Bank using data reported to its Debtor Reporting System by borrowing countries. 

These values are set out in Table 1. 

 

Table 1: Critical Values of External Debt Indicators (%) 

Indicator Highly  

Indebted 

Moderately 

 Indebted 

Less Indebted 

DOD/GNI > 50  >30 & < 50 <30  

DOD/XGS >275 >165 & < 275 <165 

TDS/XGS >30 >18 & <30 <18 

INT/XGS >20 >12 & < 20 <12  

NPV/GNI >80 >48 & <80 <48 

NPV/XGS >220 >132 & < 220 <132 

  DOD- Disbursed Outstanding Debt, INT- Interest, TDS- Total Debt Service 

  Source: Global Development Finance, World Bank, 2004. 

   

Debt Sustainability Framework 

 

Debt sustainability is assessed using measures of debt stock and debt service relative to the 

repayment capacity.  The DSF proposed that the denominators used for measuring debt ratios 

should be relevant for each country with overall resource constraints being captured by GDP, 

foreign exchange availability by XGS and the government’s ability to raise fiscal revenues by 

GR. It further stated that external debt should be compared to GDP and XGS and public debt 

to GDP and GR. Similarly, external debt service should be compared to XGS and public debt 

service to GR. 

 

The DSF uses three stock and two flow indicators for consideration from among the debt 

indicators available for judging sustainability. These are the NPV of public and publicly 
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guaranteed external debt to GDP, XGS and GR, and debt service on the same debt to XGS 

and GR. The approach adopted in the DSF was to set thresholds for countries classified as 

strong, medium and weak performers based on an assessment of policies and institutional 

capacity using the CPIAs prepared by the World Bank. These are set out in Table 2.  It is seen 

that these thresholds bear no relationship to the critical values for total external debt used by 

the World Bank in the Global Development Finance or for public and publicly guaranteed 

external debt used in the HIPC Initiative. The CPIA introduced an additional variable to 

assess the capacity of countries to borrow based on its policy environment and institutional 

development. 

 

Table 2 

Thresholds for Debt Indicators in the DSF 

Debt Indicator Strong Medium Weak  

NPV of debt/GDP 50 40 30 

NPV of debt/Exports 200 150 100 

Debt service/Exports 25 20 15 

NPV of debt/Revenue 300 250 200 

Debt service/Revenue 35 30 25 
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