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Debt for Development Swaps — A Financial Assessment Framework

Motivation:

What is the opportunity cost of donor funding?

1) Invest donor funding directly in development projects

1) Use donor funding to provide credit enhancements and reduce country
debt burden, freeing resources for development projects

The paper assesses the possible gains from 2) compared to 1)



Debt for Development Swaps — A Financial Assessment Framework

If there is no reduction in sovereign risk from the swap there is no
welfare gain from using donors’ funding

If buyback is made by borrowing at the prevailing interest rate
(woithout sovereign risk reduction), the repurchased debt is financed

with other under-par debt - no gain

The paper correctly focuses on the “spillover effects” of swaps: the
decrease in the probability of default and resulting decrease in future
financing costs



Debt for Development Swaps — A Financial Assessment Framework

Results:

e To have meaningful spillover effects, the swap and the discount need to be
sizable, and the donor funding not eaten out by transaction costs and fees;

1. Belize: limited improvement in overall debt sustainability and large transaction costs;

2. Barbados: debt repurchased at no discount, limited size of the operation, no spillover
effects;

3. Ecuador: steep discount (40 cents on the dollar) in repurchasing the bonds on a large
scale and relatively lower transaction costs (5 percent of the old debt), but yet limited

spillover effects
4. Gabon: modest repurchase discount achieved, no spillover



Debt for Development Swaps — A Financial Assessment Framework

e Financial Spill-over of Swaps have been limited. This is shown also with
synthetic control approach (Annex VI). An alternative identification
measure could be Local Projections regressions.

e Scope to set up a desk at the WB to implement these swaps?

e \Why not considering direct debt guarantees provided through
collateralization, instead through an SPV mechanism? (in Brady Bonds
collateralization was provided with U.S. Treasury securities)



Average Interest Cost— A Novel Cost and Risk Measure and its
Application in Public Debt Management

e Authors propose a metric to measure the cost of public debt: “Average
Interest Cost” (AIC)

e They show it fulfils five key requirements for a cost measure in public debt
management:

capturing every cashflow

realistic perspective on long-lasting public debt
rising cost with rising interest rates

risk as standard deviation of cost

longer portfolios implying lower risk



Average Interest Cost— A Novel Cost and Risk Measure and its
Application in Public Debt Management

1. Itdoes notincorporate future deficits and the need to increase the nominal
level of debt

2. Deficit canincrease in downturns requiring larger financing needs when
interest rates might be low = doesn’t this speak in favor of shorter
durations?

3. Why compute the AIC in nominal terms and not in real terms?
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