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A Plan to Address the COVID-19 Debt Crises
in Poor Countries
and Build a Better Sovereign Debt System

Amid the COVID-19 pandemic, a growing number of
poor countries are confronting an impossible fiscal
choice between servicing greatly increased sovereign
debt or spending more to protect the health, education,
and livelihoods of their citizens. Today, nearly half of
the world’s poorest countries are at high risk of or expe-
riencing debt distress. Depending on the length of the
health crisis and severity of the global economic down-
turn, many poor countries could find themselves in a
full-blown debt crisis over the next few years. While the
world has recently grappled with several high-profile
restructurings from Greece to Argentina, the interna-
tional community is now confronted with the prospect
of synchronized debt crises across dozens of countries.

Swift and orderly action on international debt is a mor-
al, political, economic, and security imperative for the
United States. A series of disorderly and protracted
debt crises would be catastrophic for the world’s poor-
est countries. It would add significantly to the damage
already wrought by the pandemic, reversing decades
of development gains, throwing millions into pover-
ty, and leading to years of lost growth. It would also be
costly for the international community and interna-
tional financial institutions (IFIs), whose sharehold-
ers would end up footing a big portion of the bill for
collapsing economies. It would amplify political insta-
bility, anti-democratic forces, and the risk of conflict in
already fragile poor countries, with potential long-run
security consequences for the United States.

KEY RECOMMENDATIONS

Expand liquidity and fiscal space for
poor countries. The Biden administra-
tion should take immediate action to
avert defaults in low-income countries
through large and immediate provisions
of liquidity and measures to help coun-
tries manage rollover risk on sovereign
bonds.

Expand official bilateral debt relief
to poor countries. The administration
should work with the international fi-
nancial institutions, China, and the Paris
Club to implement guiding principles for
a COVID-19 common framework for debt
treatment.

Reform the sovereign debt system. The
Treasury Department should lay the
groundwork for a series of updates to the
international financial sovereign debt
restructuring architecture.



The international community’s response to the COVID-19
challenges facing low-income countries has fallen far
short, reflecting in part a lack of ambition and in part
deep divisions between the leading economies. The G20’s
actions to date have not been commensurate with the fi-
nancing needs of poor countries; and the failure to launch
sizeable liquidity programs for poor countries could ex-
acerbate the breadth and severity of future debt crises.
In some instances, the United States has stood in the way
of larger, more ambitious measures—such as a large IMF
Special Drawing Rights (SDR) allocation, which would
bolster countries’ foreign exchange reserves at no cost
to shareholders.' In other cases, it has been unable to
reach agreement with China—the largest single creditor
to many developing countries—on offering debt relief on
its loans on the same terms as other official creditors.

A Biden administration can raise the G20’s ambition
level to avert a global debt crisis and strive to forge a
consensus around a COVID-19 debt framework. The
United States can also encourage the international
community to take a longer-term view of the crisis and
press for deep systemic reforms to the broader archi-
tecture for sovereign debt. This will require robust con-
sultation with the Paris Club and China; a coordinated
stance toward private creditors; and close cooperation
with the leadership of the IFIs, especially the IMF and
‘World Bank.

Immediately, the Biden administration will need to
take actions to enhance access to liquidity for low-in-
come countries and lower-middle-income countries
to avert a full-blown debt crisis. This could be done
through some combination of an IMF SDR allocation
and an extension of the Debt Service Suspension Initia-
tive (DSSI). For countries in need of debt relief, the US
should seek to implement the G20 agreement on a debt
relief common frameworkwhereby all bilateral creditors
participate in debt restructurings on comparable terms
and in full transparency. In parallel, the US should seek
to secure more profound reforms to sovereign debt re-

structuring system.

DEBT RELIEF FOR POOR COUNTRIES:
WHAT’S BROKEN?

Low- and lower-income countries entered the COVID-19
crisis with preexisting serious external vulnerabilities
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that have only been exacerbated by the global economic
downturn. The World Bank projects that their external
financing needs stand at around of 9.2 percent of GDP
($179 billion) in 2020 and will hover around 7 percent
in 2021, of which 30 percent is driven by bilateral debt

due.?

BOX 1. DSSI REFRESHER

In April 2020, the World Bank’s Development Commit-
tee and the G20 Finance Ministers endorsed the Debt
Service Suspension Initiative (DSSI) to help the poorest
countries manage the impact of the COVID-19 pandem-
ic.

Under the initiative, G20 bilateral creditors agreed to
postpone debt payments from the poorest countries (73
countries eligible for IDA assistance and Angola) that re-
quest the suspension.

When the initiative ends, currently slated for June 2021,
countries will have to repay the deferred principal and
interest over four years following a one-year grace pe-
riod.

Private creditor participation is voluntary and the G20
has encouraged them to participate in the initiative on
equal terms.

To prevent a series of disorderly defaults and give coun-
tries breathing room to mount a health and econom-
ic crisis response, in April 2020 the G20 launched the
DSSI, allowing eligible countries to suspend their debt
service to G20 countries—and, theoretically, the private
sector—through mid-2021 (see box 1). But the initiative
faces several limitations. Private creditors, which con-
stitute close to 20 percent of DSSI debt service in 2020,
have declined to participate. Several countries that have
requested DSSI treatment have been downgraded by the
rating agencies, which they paradoxically interpreted
as a step towards default. As a result, few DSSI eligible
countries—and not a single sub-Saharan African coun-
try—have issued international bonds since March, at a
time when they badly need financing and global interest



rates hover near record lows. Finally, China—the largest
single creditor to DSSI countries—has largely exempt-
ed its government-owned lenders from the initiative,
claiming they are private sector entities.

To date, 46 out of 73 eligible countries have applied for
DSSI treatment. As a result, only $5.7 billion is likely to
be suspended this year compared to the $11.5 billion
anticipated at the outset. These implementation flaws
combined with disagreements between G20 countries
around the treatment of their loans have blunted the
DSSI's effectiveness. But they also expose profound
weaknesses in the underlying international architecture
for resolving sovereign debt.

If exceptional financing materializes through the IMF
and MDB system, alongside the DSSI treatment, many
DSSI countries may be able to weather the crisis with-
out the need for debt reduction. But if recovery stalls in
2021 or beyond, several countries could see their debt
levels rise to unstainable levels that would require vary-
ing levels of debt relief to restore sustainability. Mount-
ing a debt relief initiative where all creditors agree to
the same terms is, therefore, critical. In November, the
G20 agreed on a Common Framework for Debt Treat-
ments beyond the DSSI, based on Paris Club terms that
calls for debt restructuring negotiations if warranted by
IMF debt sustainability analyses. But if the DSSI experi-
ence is precedent, implementing such an initiative will
require more extensive levels of international cooper-
ation, compromise, and goodwill. The G20 will need to
agree on a definition of bilateral debt that does not give
official creditors leeway to exclude some government
entities from participating. And the G20 will need to de-
ploy significantly more pressure on the private sector to
join or they risk ignoring the initiative entirely. To date,
these issues remain unresolved. The framework does
not address which category of Chinese credits will be in-
cluded and puts the burden on debtor countries to get
their private creditors to participate.

The rise in non-Paris Club creditors makes navigating
today’s looming debt crises more complex. Over the last
decade, low-income countries and lower-middle-in-
come countries have diversified their sources of external
finance. China has emerged as a top lender, rivaling only
the World Bank. And many poor countries enjoy access
to bond markets and loans from private creditors. While
the Paris Club has historically been the key forum for

BOX 2. WHAT IS THE PARIS CLUB?

The Paris Club is an informal group of representatives
from creditor nations whose objective is to find workable
solutions to payment problems faced by debtor nations.
The Paris Club has 19 permanent members, including
most of the western European and Scandinavian na-
tions, the United States, the United Kingdom, and Japan.

In its negotiations with debtor countries, the Paris Club
operates in accordance with six principles:

Case by case: The Paris Club makes decisions on a case-
by-case basis in order to tailor its action to each debtor
country’s individual situation.

Comparability of treatment: A debtor country that
signs an agreement with the Paris Club agrees to seek
comparable terms from all bilateral creditors, including
non-Paris Club commercial and official creditors.

Conditionality: Agreements with debtor countries will
be based on IMF reform programs that help ensure the
sustainability of future debt servicing.

Consensus: Paris Club decisions cannot be taken with-
out a consensus among the participating creditor coun-
tries.

Information sharing: Members will share views and
data on their claims on a reciprocal basis.

Solidarity: All members of the Paris Club agree to act as
a group in their dealings with a given debtor country.

coordinating debt restructurings, China has eschewed
participation, instead preferring to renegotiate its loans
bilaterally and often secretly. This approach would not
be beneficial for countries in debt distress since piece-
meal restructurings often kick larger sustainability is-
sues down the road. For many decades, the Paris Club
was able set norms and principles—namely compara-
bility of treatment and transparency—for sovereign re-
structurings, which it was able to impose by virtue of the
size of the creditors it represented. So while the inter-
national community was able to find workable solutions
to the last round of low-income country debt crises with
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the Heavily Indebted Poor Countries (HIPC) and Multi-
lateral Debt Relief Initiative (MDRI), the relative homo-
geneity of the low-income country creditor base made it
possible to anchor HIPC in Paris Club principles with-
out having to seek consensus across an unwieldy cast of
creditors.

Against this backdrop, the lack of debt transparency—
both on the creditor and debtor side—has become a ma-
jor issue. Much officials bilateral, including China, and
private creditor lending has often been opaque, failing
to disclose amounts, terms, and conditions. And the rise
in state-owned enterprise borrowing combined with
poor debt management capacity means that many gov-
ernments do not systematically track, report, or even
entirely know the full gamut of their external liabilities.

FIGURE 1. The changing sovereign debt landscape:
Comparing DSSI country debt stock with HIPC costs by
creditor category (%)
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Source: IMF HIPC Statistical Update 2019, World Bank International Debt Sta-
tistics, CGD staff calculations.

Looking beyond the current crisis, deeper reforms to
the international sovereign debt architecture are need-
ed. The IMF’s proposal in 2003 for a Sovereign Debt Re-
structuring Mechanism was the closest the international
community has come to developing a governance solu-
tion for sovereign debt restructurings.®* The proposal
included a plan to establish an international Dispute
Resolution Forum with jurisdiction over all disputes be-
tween parties. Under the mechanism, a sovereign fac-
ing an unsustainable debt burden could request a stay
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on creditor enforcement that would last throughout the
duration of a restructuring agreement. The Sovereign
Debt Restructuring Mechanism would allow a majority
of creditors—across asset classes—to agree on the terms
of a restructuring framework that would be binding.

Ultimately this proposal was jettisoned because key
shareholders, especially the US, under pressure from
private financial actors, were reluctant to appear to ab-
dicate sovereignty to the IMF. Instead, the IMF and inter-
national community opted to pursue a contractual route
and launched the Collective Action Clauses (CACs).
CAGs are legal provisions in bonds, requiring that a ma-
jority of bondholders agree to the terms of a restructur-
ing. Where bonds include CACs, they have largely been
successful in prohibiting holdouts from blocking a re-
structuring. And they have made recent sovereign debt
restructurings more preemptive, shorter, and achieve
higher creditor participation.* It is important to note,
however, that a substantial portion of poor country
sovereign debt is in the form of direct loans from
private creditors and that these loan contracts have
no such provision to encourage collective action
across creditors.

But the contractual approach has its limitations and
increasingly countries are seeking to implement le-
gal limits on actions that holdout creditors can take
on defaulting countries. In 2010, the UK Parliament
passed the Debt Relief (Developing Countries) Act,
which imposed a cap on the amount a litigious cred-
itor could recover from claims on a HIPC country
debt or the execution of a foreign judgment within
the UK.® France and Belgium have more recently
passed similar legislation.

POLICY RECOMMENDATIONS

The Biden administration should take immediate action
to avert defaults in low-income countries through large
and immediate provisions of liquidity and measures to
help countries manage rollover risk on sovereign bonds.
In parallel, the administration should work with the
IFIs, China, and the Paris Club to agree on broad prin-
ciples for an eventual COVID-19 debt relief initiative. At
the same time, the Treasury Department should lay the
groundwork for a series of updates to the international
financial sovereign debt restructuring architecture.



Expanding liquidity and fiscal space for poor
countries

As a first step, the US Treasury Department should
approve a 500 billion IMF SDR allocation. This can be
done immediately and does not require congressional
authorization. The Treasury Department should also
work with Congress to authorize at least an additional
500 billion SDR allocation depending on global liquidity
conditions. Neither of these moves would have a cost for
the US taxpayer.

In addition, the Treasury Department should request
funding to help cover the cost of IMF debt service re-
lief and a scale-up in funding for poor countries. Trea-
sury should request at least $1 billion in appropriations
for the IMF Catastrophe Containment and Relief Trust
and Poverty Reduction and Growth Trust.

The Treasury Department should work with G20
counterparts to reach agreement on a collective call
for MDBs to double their pre-COVID-19 outstanding
exposures to over $1 trillion over the next five years,
with a particular focus on poor countries. Meeting this
commitment will involve adjusting overly conservative
lending policies that undercount MDB callable capital.
It will require concerted transparency on MDB commit-
ments and disbursements to make it possible to track
implementation of the agreement. It will require early
consideration of the capital adequacy of the MDBs with
a view toward assessing whether additional capital is
needed to extend higher levels of lending over time. For
IDA concessional resources and other concessional win-
dows of the MDBs, donors should launch early consulta-
tions or supplemental replenishments.

Finally, in coordination with the MDBs, the Treasury
should advocate for an MDB green sovereign debt
guarantee scheme to help countries maintain market
access and set the stage for a green recovery. Under this
initiative, one or several MDBs could guarantee sover-
eign bond issuances to help countries manage rollover
risk on existing external private sector debt and main-
tain market access over the longer term. To ensure that
these publicly funded guarantees offer benefits to poor
and vulnerable populations, they could be earmarked
for green or SDG bond issuances.

COVID-19 official bilateral debt relief

The Treasury Department and the White House should
press for a further extension of the DSSI at least
through the end of 2021. This will require Treasury and
the White House persuading G20 partner countries that
a longer suspension is in their interest. An extension
could be approved at the first G20 Finance Ministers
meeting under the Italian presidency.

The US Treasury and the White House should press for
the implementation of the Common Framework for
Debt Treatments based on the principles of compara-
ble treatment between creditors, transparency, and
full creditor participation. Under this initiative, coun-
tries with unsustainable debt burdens would be eligible
for reschedulings or write-offs based on an IMF-World
Bank Debt Sustainability Analysis that would determine
how much debt forgiveness the country needs to achieve
sustainability.

For US official credits, depending on the amount of
countries that need relief and how much they require,
Treasury may need to work with the Office of Manage-
ment and Budget, other relevant agencies such as Ex-
Im, and Congress to appropriate funding for relief.
The total debt stock outstanding that countries at high
risk of distress owed the United States stood at $433 mil-
lion in 2018. It is unlikely that all countries at high risk
will require relief or that they will need full forgiveness,
so the ultimate number would likely be a small fraction
of the total.

Build back a better sovereign debt architecture

Treasury should develop and propose “new rules of
the road” to guide lending to lower-income countries.
With an eye to avoiding future unsustainable debt build-
ups in poor countries, Treasury should seek to achieve
consensus between G20 countries, the IFIs, and private
creditors around sustainable and responsible lending
practices.

A key aspect of rule-writing should be standards for
transparency and disclosure that hold both debtors
and creditors accountable, allow accurate debt sus-
tainability assessments, and promote better debt
management. Bilateral and private creditors should
agree to make public their loans, including details about
terms and conditions. In parallel, Treasury should ad-
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vance a plan with the IFIs, regulators, legal authorities,
and private finance representatives to link the enforce-
ability of bond and loan contracts to formal, document-
ed approval by the relevant public authorities of sover-
eign borrowing, and to public access to such documents.

The Treasury Department and the White House should
also take steps to enhance private sector creditor par-
ticipation in future standstills and restructurings. To
do this, the White House, along with the Treasury and
the Department of Justice should explore the feasibility
of passing legislation to modify US sovereign immuni-
ty law so that the private sector creditors cannot initiate
litigation against countries whose debt the IMF deems to
be unsustainable due to global systemic crises or natural
disasters, at least throughout the duration of their re-
structuring negotiations.

In addition, Treasury should work with G20 counter-
parts, the IMF, private creditors rating agencies, and
regulators, to develop and adopt new bond and loan
contract issuance standards that would include a pro-
vision to permit temporary suspension of debt service
to both private and public creditors without trigger-
ing a default in crisis situations. Such provisions could
be activated in the event of an IMF determination in the
context of a global or regional crisis, unrelated to a coun-
try’s policies, that debt service to all creditors would de-
monstrably and materially push a country toward an
unsustainable debt situation.

Finally, in cases of country insolvency, Treasury should
work with other IMF shareholders to avoid bailouts of
private creditors by the IMF and IFIs. Where countries’
debt situations are unsustainable based on IMF analysis,
it is essential to strike a fair and equitable balance be-
tween new taxpayer money and private creditor contri-
butions to debt resolution. Such a balance has not always
been struck as the IMF has often come forward with new
financing before it is clear how much private creditors
will contribute to the return to debt sustainability. Going
forward the United States and other IMF shareholders
should work out a process of explicitly tying IMF disburse-
ments at appropriate points and of appropriate sizes to a
certain threshold of private creditor participation in ne-
gotiated restructurings. Private creditors would have to
decide if their repayment prospects are made better or
worse by accepting a deal supported by IMF financing.
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