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REFORMING THE INTERNATIONAL FINANCIAL ARCHITECTURE

INTRODUCTION

Entering 2024, multiple forums are debat-
ing reforms to the international financial
architecture to resolve developing country
debt problems. These forums should start
by identifying the different problems that
need to be solved. In this paper, and a lon-
ger technical paper with supporting em-
pirical evidence (Kharas & Rivard, 2024),
we argue that there are four debt-related
questions that developing countries are
confronting: (i) how to meet current debt
service obligations; (ii) how to open fiscal
space for debt-financed sustainable infra-
structure and other priority development
investments; (iii) how to best use debt in
responding to natural disasters; and (iv)
how to improve debt transparency to bet-
ter the overall functioning of global capital
markets.

PROBLEM 1: HOW TO MEET CURRENT
DEBT SERVICE OBLIGATIONS

In 2020, the nominal dollar value of devel-
oping country exports fell by almost 10%,
just at the time when external debt service
was rising and when global capital was
rushing to advanced country safe-havens.
Developing countries owed 10% of total
GDP in external debt service.

A G20-led Debt Service Suspension Ini-
tiative (DSSI) helped alleviate the liquidity
problem in the lowest-income countries.
Surges in lending from the IMF and mul-
tilateral development banks also helped.

In 2022, central banks in the major ad-
vanced economies started to raise interest
rates, with a significant impact on interest
payments owed by developing countries
in 2023. Meanwhile, the DSSI had expired,
and net financial transfers from official
multilateral agencies declined steeply in
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2023. No IDA-eligible country was able or
willing to issue a bond on global capital
markets in 2023. Many countries faced se-
vere shortages of foreign exchange.

At the start of 2023, officials at the IMF,
World Bank, and UN had warned that 60%
of low-income countries were either in, or
at high risk, of debt distress (IMF, 2023).
This triggered calls for systemic change to
streamline the G20 Common Framework
for Debt Treatments into a speedy, efficient
mechanism for debt resolution that could
also be applied to middle-income countries.

During 2023, only Ghana applied for re-
lief under the Common Framework aus-
pices. Nevertheless, the feared systemic
spread of debt crises did not materialize.
Most developing countries were able to
muddle through and meet their external
payment obligations, albeit at consider-
able cost of cutting needed social pro-
grams and investments. Ethiopia was the
only developing country to default in 2023,
missing a late December bond payment.

Debt service due in 2024 is now esti-
mated to be lower in Sub-Saharan Africa
and the Middle East regions, while exports
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are rising (WEO, 2023 October). From
2025 and onward, debt servicing should
be manageable in most cases (Figure 1)
without resorting to exceptional measures,
such as blanket debt relief. It is important
for developing countries to retain hard-
won access to global capital markets.

Two lessons should be learned from
the experience of the past few years. First,
reliance on private sector financing carries
with it high liquidity risks, complicates re-
profiling of debt service, and so cannot eas-
ily substitute for official financing. Second,
private lenders have been shielded from the
consequences of their over-lending. There
is a moral hazard in global capital markets
that now needs to be rolled back.

PROBLEM 2: HOW TO OPEN FISCAL
SPACE FOR DEBT-FINANCED
SUSTAINABLE INFRASTRUCTURE
Emerging economies in sub-Saharan Afri-
ca, Latin America, and developing Europe
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have investment rates that average be-
tween 20-22 percent of GDP. These rates
are lower than in 2015 when the interna-
tional community agreed to pursue ambi-
tious sustainable development goals and
to refresh the global framework for devel-
opment financing with the Addis Ababa Ac-
tion Agenda (United Nations, 2015). Since
Addis, the need for higher investment and
more financing in emerging economies
has risen, to meet commitments to invest
more in global public goods and challeng-
es: climate action, pandemic surveillance,
and nature preservation.

President Ruto of Kenya, along with
other leaders, has called for a new energy
pact for Africa to finance and realize en-
ergy projects, while tackling governance,
environmental and labor issues (Ruto &
Birol, 2023). The problem is that many
governments lack fiscal space and can-
not access new project finance due to the
overhang from existing debt.
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When countries have high debt, pol-
icymakers face a dilemma: cut back
spending to reduce the rate of debt ac-
cumulation or accelerate investment in
high-return projects to grow out of debt
problems. At present, creditors tend to
favor the former while borrowers argue
for the latter. The empirical evidence
as to which strategy better averts debt
problems is mixed and heavily dependent
on context and time (IMF, 2023 April). In
contrast, the empirical evidence on which
strategy is needed to better address cli-
mate change and sustainable develop-
ment is strong: a big push on investment
(Bhattacharya et al., 2022).

A big push investment strategy should
be effective in most developing countries.
The World Bank estimates its projects
have had a median ex-post 17% rate of re-
turn in developing countries of all types—
middle-income and low-income and in
every geography. It has documented “200
investment booms—episodes in which
per-capita investment growth accelerated
to 4 percent or more and stayed there for
more than six years” as periods of income
growth, higher productivity, and reduced
poverty (World Bank, 2024). Such evidence
corroborates modeling simulations done
by the IMF that find a large public invest-
ment push would be beneficial for borrow-
er governments and their populations, as
well as for new and existing creditors.

Such microeconomic evidence on
high rates of return to public investment
is treated with skepticism in some quar-
ters because of the possibility of selec-
tion bias, or the difficulties of scaling up
in the face of possible Dutch Disease and
adverse macroeconomic effects of high
investment.
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A mindset change is needed for such
evidence to be taken seriously. The pre-
sumption that public sector debt insol-
vency reflects economic mismanage-
ment, waste, and corruption needs to be
overcome. Historical evidence suggests
that wars and revolutions are more fre-
quent causes of insolvency than economic
mismanagement (Luckner et al., 2023).

For those who view debt as unsus-
tainable because of past waste, a solu-
tion may lie in debt write-offs. This can,
in principle, resolve the debt problem.
It is unlikely, however, to resolve the
problem of inadequate investment and
growth. For this, new money is needed
and a bad track record will reduce access
to funds.

Hence, we suggest an alternative strat-
egy to manage the debt overhang. Let
multilateral development banks (MDBs)
lend more for specific public and private
investment programs (IEG, 2023). MDBs
enjoy preferred creditor treatment and
have a proven track record of high returns
on the development projects they finance.
They also provide additional benefits in the
form of policy advice, project origination,
and long-term affordable loans. MDBs can
coordinate a bridge between new money,
investment, and policy reform, along the
lines suggested by President Ruto and by
academics (Diwan et al., 2024).
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MDB lending to support country plat-
forms should be the initial entry point for
their scale-up. Figuring out how to ex-
pand the number of high-quality projects
and enhance design and implementation
capability is not a simple matter. Coun-
try-owned, country-led transformation
platforms are novel institutional mecha-
nisms to do this. These have been piloted
in energy transition and other sector pro-
grams that seek to achieve specific results
over a specified time period.

Country platforms also provide a
mechanism for partnering with private
creditors. Ultimately new private credi-
tors will only participate at scale if they are
able to reduce their risk, either implicitly
via a "halo” effect from engagement with
MDBs or explicitly through a guarantee
from a AAA-rated entity such as an MDB.

To encourage private sector activi-
ties in non-investment grade developing
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countries, finance for green investments
in designated country platforms should be
treated in the same way as trade finance
and exempted from future negotiations on
debt rescheduling. The added advantage of
reducing risk in this way for global-priority
investments is that the interest rate that
commercial banks charge on green infra-
structure projects would also be driven
down, raising financial returns.

Of course, this approach should be
implemented in a measured and selective
way to keep the level of senior debt man-
ageable and to strengthen fiscal solvency
over time. New tools and mechanisms to
assess public solvency in a nuanced fash-
ion are needed. The MDBs should modern-
ize their debt sustainability assessments
(DSAs] to focus on public solvency, leaving
the assessment of liquidity and rollover
risk to the IMF. There are useful programs
for international technical assistance to
strengthen public debt management and
these could be given greater priority. Of-
ficial creditors could also support the es-
tablishment of independent fiscal coun-
cils and public net worth accounting in
developing countries, both of which could
provide better controls on the appropriate
level of public investment than the debt
and debt service ratio threshold criteria
embedded in DSAs and other MDB cred-
itworthiness assessments.

PROBLEM 3: HOW TO BEST USE

DEBT IN RESPONDING TO NATURAL
DISASTERS

When developing countries are hit by nat-
ural disasters, they borrow to cushion the
effect of the shock. This is a sound use of
borrowing capacity, but it has its limits.
When there is a sequence of natural di-
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sasters destroying capital that then needs
to be rebuilt before being destroyed by
the next disaster, borrowing is ineffective.
Debt simply mounts, while domestic as-
sets do not grow. Many Caribbean coun-
tries have fallen victim to this cycle. The
IMF estimates that the cost to the Carib-
bean from natural disasters has averaged
2.4% of GDP each year between 1980-
2020. One in ten disasters causes damage
and loss of more than 30% of GDP in small
countries.

There are now 68 member states in
the V20 group of vulnerable countries
faced with the risk of a cycle of disaster-
rebuild-repeat, or a single disaster that is
very large compared to the economy.

Debt relief can help in these cases, but
it is the second-best solution. Seychelles
and Belize restructured their debts after
major catastrophes. Grenada and Barba-
dos have pioneered automatic disaster re-
lief clauses in their debt contracts. Such
clauses should become standard practice
in new bond contracts. The International
Credit Market Association has developed
appropriate standardized contracts that
can be used in private debt contracts.
Similarly, the World Bank has expanded its
climate-resilient debt clauses for selected
borrowers. Other official lenders should
follow suit.

A preferred solution is more and bet-
ter insurance but the insurance gap in
developing countries remains enormous.
According to Xing and Aggarwal (2023],
60% of global insurable crop production
was unprotected against natural disasters
and accidents, and 76% of global exposure
to catastrophes was unprotected.

Catastrophe bonds are now available
for individual countries. However, premi-
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ums can be exorbitant, and the pre-exist-
ing condition of a country’s geography can
create a market failure. In such situations,
it would be just and equitable for the in-
ternational community to bear a portion
of the underlying risks by subsidizing in-
surance premiums through donor-funded
mechanisms like the Global Risk Financ-
ing Facility. The newly established loss and
damage fund also directly provides subsi-
dies to countries hit by natural disasters
and could potentially be used to buy down
insurance premiums. But these and other
examples of subsidized insurance facili-
ties must be adequately resourced to be
impactful at scale.

PROBLEM 4: HOW TO IMPROVE DEBT
TRANSPARENCY

Without debt transparency, global credit
markets cannot work efficiently. Risk rises
and with it the cost of capital to developing
countries. Aggregate credit limits, used by
lenders to limit moral hazard and adverse
selection, only work if data is reliable, up-
to-date, and verifiable.

Only one IDA-eligible country, Burkina
Faso, has been judged as fully transpar-
ent in its debt reporting. A raft of initia-
tives to improve reporting is ongoing, in
the IMF, World Bank, and OECD. However,
there is little evidence of progress, and
incomplete information complicates and
lengthens debt negotiations, as exempli-
fied by the Zambia case. Efforts to encour-
age countries receiving debt relief under
the debt service suspension initiative to
improve their reporting have so far been
unsuccessful.

Elevating the priority of debt transpar-
ency is a prerequisite to any sustainable
treatment of developing country debt. An
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institutional strengthening component for
debt reporting should be included in all
debt relief packages.

CONCLUSION

Eichengreen and Kenen (1994) succinctly
summarized the problem with debt treat-
ments: “An insolvent debtor must pursue
a debt-reducing strategy, but an illiquid
debtor should pursue a debt-raising strat-
egy to make its interest payments and de-
fend its creditworthiness.” In the current
environment, this needs to be revisited.
Both illiquid and insolvent debtors need
to pursue a strategy of raising sharply the
amounts of debt from official sources and
using these resources for high-quality
public investments.

A range of technical options is available
that would address each of the debt-re-
lated problems we have identified. Small
steps, led by different institutions in differ-
ent forums, could make a big difference.

This is not the time to embark on
broad-based debt relief initiatives or sin-
gle international sovereign debt restruc-
turing mechanisms. The next two years
are critical for avoiding default and lon-
ger-term debt issues must be addressed
by multiple forums working in parallel.
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