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Sovereign Borrowing Costs in Africa

In the context of often already-high debt, how do climate crises create
vulnerability for African sovereign borrowers?

Several causal pathways:

Climate events negatively affect economic growth and fiscal balances.

Climate change adaptation and mitigation generate additional
borrowing needs, even as capital becomes more expensive.

e Climate events undermine political and social stability [not directly
included in current analyses, but could be]

Perhaps a direct market reaction to climate events themselves (An
event study design based on events summarized in Figure 27)
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Sovereign Borrowing Costs in Africa

Ouedraogo: climate vulnerability directly affects sovereign risk premiums
in private bond markets, while climate resilience is associated with lower
spreads.
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Sovereign Borrowing Costs in Africa

Ouedraogo: climate vulnerability directly affects sovereign risk premiums
in private bond markets, while climate resilience is associated with lower
spreads.

How else might climate affect sovereign borrowing?

@ Scope: How unique are African sovereigns in their exposure to these
risks? Should we expect similar dynamics elsewhere in the Global
South?

o Categories and Diffusion: do climate events in one sovereign increase
risk premiums for across the region? (Brooks, Cunha & Mosley 2015).

@ Issuance: does climate vulnerability reduce ability to borrow on
international bond markets?
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Politics and Sovereign Borrowing Costs

The analysis includes measures of government effectiveness and regulatory
quality.

It also might be useful to measure political dynamics more directly:

@ Regime type (democratic-autocratic, as in V-Dem)
@ Government partisanship/ideology

@ Electoral Cycle

» These might directly affect spreads; and they may condition the
responses of markets to climate vulnerability or resilience.
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Politics and Sovereign Borrowing Costs

The analysis includes measures of government effectiveness and regulatory
quality.

It also might be useful to measure political dynamics more directly:

@ Regime type (democratic-autocratic, as in V-Dem)
e Government partisanship/ideology
@ Electoral Cycle

» These might directly affect spreads; and they may condition the
responses of markets to climate vulnerability.

e Geopolitics: strategic or commercial importance to the US (or China)
may affect perceptions of how well positioned a sovereign is to
address climate-related challenges.
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Financing the Climate Agenda

Estevdo et al: propose Sustainability-Linked Intermediate Debt

Instruments (SLIDI) as a means of generating additional private market
financing for adaptation and mitigation.

How to address some of the challenges that have resulted in limited
interest in Sustainability-Linked Bonds?

Useful to keep in mind that SLBs were hoped to be an improvement on
use-of-proceeds green bonds.

Layna Mosley Discussion, Session 4 October 4, 2024 7/12



Financing the Climate Agenda

The promise of SLIDIs is that they are simpler and less risky for investors:

@ Issuer is a donor country-supported fund or intermediary institution
(or, in the first model, a developing country sovereign).

@ Coupon is fixed; any KPIl-based rebates are paid by the fund to the
sovereign, rather than by the investor.
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Challenges: Supply Side

@ How does the trusted intermediary decide which sovereigns have
access to SLIDIs?

@ Are donor countries willing to bear some risk? (p. 11: there should
not be losses, barring a global crises or miscalculations...but these
happen)

@ What is the role of donor countries in backing the fund and paying
the rebates?

» Donor country (geo)politics have complicated climate finance; how
might they also complicate SLIDIs?
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Challenges: Supply Side

@ How does the trusted intermediary decide which sovereigns have
access to SLIDIs?

@ Are donor countries willing to bear some risk? (p. 11: there should
not be losses, barring a global crises or miscalculations...but these
happen)

@ What is the role of donor countries in backing the fund and paying
the rebates?
» Donor country (geo)politics have complicated climate finance; how
might they also complicate SLIDIs?

» Are certain developed countries more willing to insure/back loans to
certain developing countries?

@ How to facilitate widespread use of these instruments?

@ What is the role of ratings agencies?
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Challenges: Demand Side

@ Which governments will choose this form of finance?

» Domestic politics of how countries choose instruments (Bunte 2019,
Zeitz 2024)

@ Domestic public opinion regarding sources of external finance
(bilateral, World Bank, conditional; e.g. Gaikwad, Genovese &
Tingley 2024).

@ Is there also a risk — via modest KPls — of greenwashing?

@ Concerns about accurate measrement and reporting of KPlIs.

Layna Mosley Discussion, Session 4 October 4, 2024 11/12



Thanks!

PRINCETON .
Sovereign

Finance Lab




