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In the run-up to the “Follow-up International Conference on Financing for

Development” to be held in Doha from November 28 to December 2, 2008,

it seems particularly timely to collect in one book writings on the various

market-based innovative methods of raising development finance. Although

developing countries are well advised to use caution in incurring large for-

eign debt obligations, especially of short duration, there is little doubt that

poor countries can benefit from cross-border capital whether channeled

through the public or private sectors. For example, many countries need to

rely on sizable foreign capital for infrastructure development. Achieving Mil-

lennium Development Goals by the 2015 deadline depends crucially on the

availability of adequate financing. However, since official development assis-

tance is expected to fall short of the requisite levels, market financing will be

both necessary and appropriate.

The papers in this book focus on various recent innovations in interna-

tional finance that allow developing countries to tap global capital markets

in times of low risk appetite, thereby reducing their vulnerability to booms

and busts in capital flows. Debt issues backed by future hard currency receiv-

ables and diaspora bonds fall into the category of mechanisms that are best

described as foul-weather friends. By linking the rate on interest to a coun-

try’s ability to pay, GDP-indexed bonds reduce the cyclical vulnerabilities of

developing countries. Furthermore, these innovative mechanisms permit

Foreword
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lower-cost and longer-term borrowings in international capital markets. Not

only do the papers included in this book describe the innovative financing

mechanisms; they also quantify the mechanisms’ potential size and then

identify the constraints on their use. Finally, the papers recommend concrete

measures that the World Bank and other regional development banks can

implement to alleviate these constraints. 

Economists have analyzed the feasibility and potential of using various

tax-based sources of development finance in the context of meeting the Mil-

lennium Development Goals. This has given rise to a new discipline of global

public finance. This book complements those efforts by focusing on market-

based mechanisms for raising development finance.

Uri  Dadush

Director, Development Prospects  Group

World  Bank
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A large funding gap looms on the horizon as the 2015 deadline for allevi-

ating poverty and other internationally  agreed- upon Millennium Devel-

opment Goals (MDGs) draws closer. The United Nations’ Monterrey

Conference on Finance for Development in 2002 sought to increase offi-

cial development assistance (ODA) from 0.23 percent of donors’ gross

national income (GNI) in 2002 to 0.7 percent of GNI. But ODA, excluding

debt relief, was only 0.25 percent in 2007. Current commitments from

donors imply that ODA will increase to only 0.35 percent of their GNI, half

the target level, by 2010 (World Bank 2008). There is little doubt that

developing countries need additional,  cross- border capital channeled to

the private sector. This is particularly true in the context of  Sub- Saharan

 Africa. 

Lacking credit history, and given the perception by investors that

investments in these countries can be risky, developing countries need

innovative financing mechanisms.1 This book lends a helping hand to that

purpose by bringing together papers on various innovative  market- based

methods of raising development finance.2 Needless to say, developing

countries must be prudent and cautious in resorting to  market- based

sources of finance. Such borrowings must be within the limits of each

country’s absorptive capacity. Otherwise they run the risk of accumulating

excessive debt burden. Furthermore, developing countries should also

avoid the temptation to incur large amounts of  short- term debt, because

CHAPTER 1

Innovative Financing for 
Development: Overview

Suhas Ketkar and Dilip  Ratha

1



2 KETKAR AND RATHA

such flows can be  pro- cyclical, reversing quickly in times of difficulties,

with potentially destabilizing effects on the financial markets (Dadush,

Dasgupta, and Ratha 2000). 

This chapter begins with a brief review of the early  innovations— the

advent of syndicated loans in the 1970s and the emergence of Brady bonds

and other sovereign bonds in the late 1980s and 1990s. The intention is

not to undertake a comprehensive analysis of the events that have

changed the nature of capital flows to developing countries. Rather, it is to

use the backdrop of these events to focus on the innovations that occurred

in the provision of finance for  development. 

The chapter then presents a brief overview of the rest of the book. Chap-

ters 2, 3, and 4 discuss the more recent  innovations— securitization of

 future- flow receivables, diaspora bonds, and  GDP- indexed bonds. Chapter

5 highlights the role of sovereign ratings in facilitating access to interna-

tional capital markets, and uses econometric techniques to “predict” the

sovereign credit ratings of a large number of unrated developing countries.

The final chapter evaluates the significance of the various innovative

financing mechanisms in mobilizing additional capital for development in

 Sub- Saharan Africa. After summarizing the chapters, the penultimate sec-

tion of this overview chapter then discusses the role for public policy in

promoting the various innovative financing options described in chapters

2 through 6. The final section of this chapter concludes with reflections on

some additional innovations that are well established as well as those that

are being developed and could help generate financing for developing

 countries. 

Early  Innovations

Developing countries have always looked for new and innovative ways of

raising finance. For over 20 years following World War II, ODA was the

principal source of foreign capital for developing countries. In 1970, for

instance, it accounted for roughly 48 percent of total net capital flows,

including grants, to all developing countries.3 Bank loans were a distant

second at 22 percent, while foreign direct investment (FDI) made up

another 19 percent. Bond financing was nearly nonexistent. Although

ODA grew strongly throughout the 1970s, with the World Bank leading

the way under Robert S. McNamara’s presidency, it was not adequate to
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meet the financing requirements of many  oil- importing countries in Latin

America and elsewhere that were adversely affected by the two oil price

shocks. Large international banks stepped into the breach and recycled  oil-

 exporters’ petrodollar deposits. Believing that private financial markets

would allocate resources efficiently, the United States and other creditor

governments encouraged large international banks to recycle petrodollars

aggressively.4

Large international banks used the syndicated loan market to provide

massive amounts of credit to developing countries. A syndicated loan is a

large loan in which a group of banks work together to provide funds to a

single borrower. There is generally a lead bank that provides a share of the

loan and syndicates the rest to other banks. Though syndicated loans

emerged in the 1960s with the creation of the eurodollar market, its use in

arranging loans to developing countries was the financial innovation of

the decade (Ballantyne 1996). The typical loan consisted of a syndicated

medium- to  long- term credit priced with a  floating- rate contract. The vari-

able rate was tied to the London Interbank Offer Rate, which was repriced

every six months. Thanks to the use of syndicated loans, bank lending to

all developing countries expanded rapidly to $53.5 billion in 1980 from

$5.5 billion in 1970. Bank lending to Latin America and the Caribbean

rose from $4.0 billion in 1970 to $32.7 billion in 1980. The region’s over-

all foreign debt stock shot up from $32.5 billion in 1970 to $242.8 billion

in 1980 (World Bank 2008). 

Because roughly  two- thirds of this debt was on floating interest rates,

the  run- up in U.S. interest rates in the early 1980s led to a surge in the

debt service burden and contributed to the emergence of Latin America’s

debt crisis. The crisis was eventually resolved, starting with the restructur-

ing of Mexico’s debt in 1989. The advent of innovative Brady bonds played

a crucial role by converting the  difficult- to- trade bank debt into tradable

bonds. The Brady bonds were fashioned along JP Morgan’s innovative

“Aztec” bonds, which restructured $3.6 billion of Mexico’s sovereign debt

into $2.6 billion of 20-year  principal- defeased bonds with a  six- month

coupon of LIBOR plus 1.625 percent (Ketkar and Natella 1993). 

The Brady Plan was first articulated by U.S. Treasury Secretary Nicholas

F. Brady in March 1989. It created two principal types of bonds to give

banks a choice between debt forgiveness over time or up front. The par

bond option converted one dollar of debt into one dollar in bonds, which

carried  below- market interest rates over the security’s 30-year life. The
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debt relief came in the form of the  below- market coupon on par bonds. In

contrast, discount bonds, which carried  market- related interest rates, con-

verted one dollar of debt into less than one dollar of bonds, thereby

providing  up- front debt relief. Both par and discount bonds were

collateralized by  zero- coupon 30-year U.S. Treasury bonds. Countries

restructuring their debts under the Brady Plan purchased the U.S.  zero-

 coupon Treasuries either with their own resources or with funds borrowed

from multilateral creditors. In addition to this principal securitization, both

types of bonds provided rolling interest guarantees for 12 to 18 months.

Thus, both par and discount bonds mitigated the risks of default on the

restructured principal as well as on two or three coupon payments. The 12

to 18 months of time bought with rolling interest guarantees was thought

to be adequate to renegotiate the restructuring deal in case a country could

not abide by the terms and conditions of its Brady  Plan. 

As part of the Brady Plan, debtor nations also implemented  debt- equity

swaps, debt buybacks, exit bonds, and other solutions.5 The International

Monetary Fund (IMF) and the World Bank provided substantial funds to

facilitate these debt reduction activities. To qualify for borrowing privi-

leges, debtor countries had to agree to introduce economic reforms within

their domestic economies in order to promote growth and enhance  debt-

 servicing  capacity. 

The innovative Brady Plan proved quite successful in providing sizable

permanent debt relief and in finally resolving the Latin American debt cri-

sis. It is estimated that under the Brady Plan agreements, between 1989

and 1994 the forgiveness of existing debts by private lenders amounted to

approximately 32 percent of the $191 billion in outstanding loans, or

approximately $61 billion for the 18 nations that negotiated Brady Plan

reductions (Cline 1995, 234–35). This debt reduction returned Latin

America’s debt to sustainable  levels. 

The success of the Brady Plan went beyond the resolution of the debt

crisis. First and foremost, the conversion of  hard- to- trade bank debt into

tradable bonds made the developing countries’ debts available to many

institutional investors, such as insurance companies, hedge funds, mutual

funds, and pension funds. This expanded the investor base interested in

the formerly  debt- ridden countries and ameliorated their almost exclusive

dependence on bank credits. Second, the implementation of the Brady

Plan paved the way for the issuance of global and euro bonds by develop-

ing countries. Over time, more and more developing countries received
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sovereign credit ratings from agencies such as Fitch, Moody’s, and Stan-

dard & Poor’s, which accelerated sovereign debt issuance. Finally, the

benchmark established by the issuance of sovereign bonds subsequently

permitted many  developing- country corporations to tap international debt

capital markets.6

The benefits of the Brady Plan are evident in the rapid rise in the devel-

oping countries’ stock of outstanding guaranteed and nonguaranteed

bonds since 1990. As depicted in figure 1.1, outstanding bonds surged

from a modest $12.8 billion in 1980 to $104.6 billion in 1990 and to a mas-

sive $705.4 billion by 2007 (World Bank 2008). Similarly, trading in

 developing- country debt jumped from its negligible level in 1985 to $6.0

trillion in 1997 (figure 1.2); and following a decline during the Asian cur-

rency crisis and the Argentine debt crisis, trading volumes returned to

these levels in 2007 (EMTA 2007). 

The switch from bank loans to bonds increased the availability of capi-

tal; in all likelihood it also increased the volatility of financial flows to

developing countries. Banks were much more captive providers of funds

to developing countries than were bond investors. Banks valued relation-

ships in total rather than returns on specific activities. Furthermore, they

were not required to mark their assets to market on a daily basis. As a

result, banks often remained engaged in a country even when it was

Source: World Bank  2008.

FIGURE 1.1
Value of Bonded Debt in All Developing Countries, 1970–2005
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experiencing  debt- servicing difficulties. Bond investors, in contrast, are

likely to move out of a country at the first sign of trouble because they are

required to mark their assets to market on a daily basis. Having taken a hit

by selling the bonds that are falling in price, however, bond investors can

be expected to lick their wounds and repurchase sovereign bonds that

have suffered a sharp enough decline in price. All in all, the switch from

bank loans to bonds may have made capital flows to developing countries

much more volatile than before. Certainly, debt crises since 1990 have

been frequent and sharp, but also  short- lived as opposed to the 1980s cri-

sis that dragged on for nearly a decade. Little wonder that developing

countries and financial markets have attempted to come up with innova-

tions that provide access to funding during times of financial stress.7

Recent  Innovations

The next three chapters in this book explore the recent innovations aimed

at stabilizing financial flows to developing  countries— the  asset- backed

securitization of  future- flow receivables, diaspora bonds like those issued

by the Development Corporation for Israel (DCI) and the State Bank of

India (SBI), and  GDP- indexed bonds. Securitization of  future- flow receiv-

Source:  EMTA.

FIGURE 1.2 
Debt- Trading Volume of Developing Countries, 1985–2007
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ables is a method of tapping international capital markets in times of dete-

riorating risk perception and low risk appetite among investors. The secu-

ritization structure allows sovereign, subsovereign, and private sector

entities in developing countries to pierce the sovereign credit ceiling and

obtain financing at significantly lower interest costs and for longer dura-

tion. Diaspora bonds constitute yet another source of finance in difficult

times. These bonds appeal to the diasporas’ patriotism to make the sale. In

addition, diaspora investors are expected to show a greater degree of

forbearance than  dollar- based investors if the issuer were to encounter

financial difficulties. As a result, it is possible to sell diaspora bonds at a sig-

nificant price premium (yield discount). Finally, the  GDP- indexed bonds

link the coupon to the economy’s performance, that is, its ability to pay.

This feature of  GDP- indexed bonds allows the issuing countries to follow

countercyclical economic policies, thereby reducing the risk of default. The

reduced risk of default is one major reason why issuers can be expected to

pay a yield premium on these bonds. For the same reason, creditors may

be willing to accept a yield  discount. 

 Future- Flow  Securitization 

The first  future- flow securitized transaction was undertaken by Mexico’s

Telmex in 1987.8 Since then, the principal credit rating agencies have rated

over 400 transactions, with the aggregate principal amount totaling $80

billion. A wide variety of future receivables have been securitized (table

1.1).9 While heavy crude oil exports are the best receivables to securitize,

diversified payment rights (DPRs) are not far behind. Securitization of

DPRs, which include all hard currency receivables that come through the

Society for Worldwide Interbank Financial Telecommunication system, is

a more recent innovation. DPRs are deemed attractive collateral because

the diversification of their source of origin makes such flows stable. For

example, during 2002–04, when the fear of the Luis Inacio (Lula) da Silva

presidency all but dried up Brazil’s access to international capital markets,

many Brazilian banks securitized future hard currency DPRs to raise $5.1

 billion. 

In chapter 2, Suhas Ketkar and Dilip Ratha describe how  future- flow-

 backed transactions are structured to mitigate the sovereign risk of

exposure to a  developing- country borrower; that is, its government will

take steps to disrupt timely debt servicing. This disruption is accomplished
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by ensuring that the payments on the receivables do not enter the issuer’s

home country before obligations to bond investors are met. Thus, the spe-

cial purpose vehicle that issues the debt and through which the receivable

is sold is set up offshore. Furthermore, designated international customers

are directed to make payments into an offshore trust whose first obligation

is to pay the bondholders and send only the excess collection to the issuer.

Although this structure mitigates the sovereign transfer and convertibility

risks, several other risks remain. These include (1) performance risk related

to the issuer’s ability to generate the receivable, (2) product risk associated

with the stability of receivable flows due to price and volume fluctuations,

and (3) diversion risk of the issuer’s government compelling sales to non-

designated customers. Ketkar and Ratha point out how some of these risks

can be mitigated through choice of the  future- flow receivables and excess

 coverage.

After reviewing the evolution of this financing vehicle over the past 20

years, Ketkar and Ratha examine the rationale for  future- flow securitiza-

tion. They conclude that the issuing entities find such transactions appeal-

ing because they reduce the cost of raising finance, particularly in times of

distress in global capital markets. Investors find  future- flow- backed securi-

ties attractive because of their impeccable performance; there have been

few defaults on securitized bonds. Notwithstanding these advantages, the

actual issuance of securitized bonds is far below the potential for this asset

class. In the final section of their paper, Ketkar and Ratha identify several

constraints that have held back the issuance of  future- flow- backed trans-

actions. These include paucity of good receivables as well as strong (that is,

investment grade) local entities, and absence of clear laws, particularly

bankruptcy laws. Some of the  constraints— such as high legal and other

fixed costs and long lead  times— that were binding in the 1990s have now

become much less restrictive as investment banks have built up skills, tem-

TABLE 1.1 
Hierarchy in  Future- Flow- Backed  Transactions

1. Heavy crude oil  receivables 
2. Diversified payment rights,  airline ticket receivables, telephone receivables,  credit card receivables, and 

electronic  remittances
3. Oil and gas royalties and export  receivables
4. Paper  remittances
5. Tax revenue  receivables 

Source: Fitch Ratings and Standard & Poor’s. 
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plate structures have developed, and issuers have learned to use master

trust arrangements and to pool  receivables. 

Also in the final section of chapter 2, Ketkar and Ratha explore the

scope for public policy to lift some of the constraints on the issuance of

 future- flow- backed securities from developing countries. Clearly, multi-

lateral institutions like the World Bank and the International Finance

Corporation can educate government officials and private sector man-

agers in developing countries on the role that this asset class can play in

times of crisis and how best to identify and structure future- flow- backed

transactions. Those institutions can also provide assistance and advice to

countries on developing appropriate legal infrastructure. Finally, they can

defray some of the high costs associated with doing these transactions for

the first  time.

Diaspora  Bonds

In chapter 3, Ketkar and Ratha discuss the track record of the Develop-

ment Corporation for Israel and the State Bank of India in raising foreign

capital by tapping the wealth of the Jewish and Indian diasporas, respec-

tively. The DCI’s diaspora bond issuance has been a recurrent feature of

Israel’s annual foreign funding program, raising well over $25 billion since

1951. The SBI has been much more opportunistic. It has issued diaspora

bonds on only three  occasions— following the  balance- of- payments crisis

in 1991, subsequent to the nuclear tests in 1998, and in 2000—raising a

total of $11.3 billion. The Jewish diaspora paid a steep price premium (or

offered a large patriotic yield discount) in buying DCI bonds. Although the

Indian diaspora provided little in the way of patriotic discounts, they pur-

chased SBI bonds when ordinary sources of funding had all but vanished.

Yet another major difference between the Israeli and Indian experience

has to do with U.S. Securities and Exchange Commission (SEC) registra-

tion. Whereas the DCI bonds were registered at the SEC, the SBI quite

deliberately decided to eschew SEC registration due to the perception that

the U.S. courts and laws are exceptionally plaintiff friendly. The SBI sold its

bonds to retail U.S. investors in 1998. When the SEC insisted on registra-

tion in 2000, the SBI refrained from selling the bonds in the United  States. 

In the fourth section of chapter 3, Ketkar and Ratha provide the ration-

ale for diaspora bonds. For countries, diaspora bonds represent a stable and

cheap source of external finance, especially in times of financial stress.



10 KETKAR AND RATHA

Diaspora bonds offer investors the opportunity to display patriotism by

doing good in the country of their origin. Beyond patriotism, however,

diaspora bonds allow for better risk management. Typically, the  worst- case

scenario involving diaspora bonds is that the issuer makes debt service

payments in local currency rather than in hard currency terms. But since

diaspora investors are likely to have actual or contingent liabilities in their

country of origin, they are likely to view the risk of receiving payments in

local currency with much less  trepidation. 

On the basis of the large diaspora communities in the United States and

a set of minimum preconditions for success in selling diaspora bonds,

Ketkar and Ratha identify potential issuers of diaspora bonds: the Philip-

pines, India, China, Vietnam, and the Republic of Korea, from Asia; El Sal-

vador, the Dominican Republic, Jamaica, Colombia, Guatemala, and Haiti,

from Latin America and the Caribbean; and Poland, from Eastern Europe.

Diaspora presence is also significant in other parts of the world, for exam-

ple, Korean and Chinese diasporas in Japan; Indian and Pakistani diaspo-

ras in the United Kingdom; Turkish, Croatian, and Serbian diasporas in

Germany; Algerian and Moroccan diasporas in France; and large pools of

migrants from India, Pakistan, the Philippines, Bangladesh, Indonesia, and

Africa in the  oil- rich Gulf  countries. 

All of the above countries, therefore, are potential issuers of diaspora

bonds. However, Israeli and Indian experience shows that countries will

have to register their diaspora bonds with the SEC if they want to tap the

retail U.S. market. The customary disclosure requirements of SEC registra-

tion may prove daunting for some countries, although some of the African

and East European countries and  Turkey— with their significant diaspora

presence in  Europe— will be able to raise funds on the continent where the

regulatory requirements are relatively less stringent than in the United

States. Arguably, diaspora bonds could also be issued in the major destina-

tion countries in the Gulf region and in Hong Kong, China; Malaysia; the

Russian Federation; Singapore; and South  Africa.

 GDP- Indexed  Bonds

Stephany  Griffith- Jones and Krishnan Sharma make the case for  GDP-

 indexed bonds in chapter 4. The debt service payments on  fixed- coupon

bonds are potentially negatively correlated with a country’s ability to pay.

When an internal or external shock cuts growth, revenues fall and social
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safety net expenditures rise. The resulting rise in fiscal pressure forces a

country to either adopt  pro- cyclical fiscal policies or default on foreign debt.

Both options can be quite traumatic for a developing country.  GDP- indexed

bonds are designed to avert this trauma. Coupons on such bonds are set to

vary according to the economy’s growth performance, that is, its ability to

pay. This feature of  GDP- indexed bonds limits the cyclical vulnerabilities of

developing countries. The resultant reduction in the likelihood of defaults

and debt crises is beneficial for investors as well. Furthermore,  GDP- indexed

bonds allow investors in  low- growth (developed) countries to take a stake in

 higher- growth (developing) countries. In addition, investments in  GDP-

 indexed bonds of many developing countries provide diversification benefits

to investors because growth rates across developing countries tend to be

generally uncorrelated. Finally,  GDP- indexed bonds also benefit the global

economy and the international financial system at large by reducing the

incidence of disruptions arising from formal defaults and debt crises. This

“public good” characteristic of  GDP- indexed bonds implies that all of the

benefits of the bonds are not captured by issuers and investors. As a result,

markets alone may not have adequate incentive to issue  GDP- indexed

bonds, and public policy intervention may be required and  justified.

Despite their apparent attractiveness,  GDP- indexed bonds have not

caught on. Only a few developing  countries— Bosnia and Herzegovina,

Bulgaria, and Costa  Rica— have incorporated clauses or warrants in their

Brady Plans that increase the payoff to bondholders if GDP growth exceeds

a threshold. The more recent Argentine debt restructuring following the

collapse of convertibility in 2001 also included warrants indexed to

growth. Still, widespread use of  GDP- indexed bonds has been held back

because of several concerns, including accuracy of GDP data, the potential

for deliberate underreporting and possibly even underproduction of

growth, and the excessive complexity of the bonds.  Griffith- Jones and

Sharma go on to discuss these concerns and find them to be far from com-

pelling obstacles. But they concede that low liquidity for  GDP- indexed

bonds due to their newness and complexity could be a valid constraint.

They see a role for public policy in not only improving the accuracy and

transparency of GDP data, but more crucially in creating a critical mass for

the new instrument. The latter would require a coordinated effort by inter-

national organizations to persuade several governments (preferably both

developed and developing) to start issuing  GDP- indexed bonds more or

less  simultaneously. 
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Griffith- Jones and Sharma offer additional suggestions to  jump- start

the issuance of  GDP- indexed bonds. First, multilateral institutions could

develop a portfolio of loans whose repayment is indexed to growth rates in

the debtor countries and then securitize these loans for placement in inter-

national capital markets. Second, issuers could offer  GDP- indexed bonds

with a “sweetener”; that is, a bond that pays a higher return when GDP

growth exceeds its trend level. Finally, multilateral institutions could

provide partial guarantees on a  case- by- case basis to first issuers of  GDP-

 indexed bonds to  jump- start the  program. 

A persuasive argument can be made that developing countries would

be willing to pay a yield premium on indexed bonds in relation to  fixed-

 coupon bonds as insurance for avoiding the trauma resulting from  pro-

 cyclical fiscal policies and a potential debt default. Borensztein and Mauro

(2002) have used the capital asset pricing model to calculate this insurance

premium at a relatively low rate of about 1 percentage point per year. But

there is a risk of a large disparity between the premiums that issuers are

willing to pay and what investors are willing to accept. The disparity could

be large for highly volatile and indebted countries, which are likely to find

 GDP- indexed bonds particularly attractive. The problem could be even

more serious if such countries are the first issuers from whom investors are

likely to demand additional novelty premiums. Keeping all this in mind,

 Griffith- Jones and Sharma believe that the first issuers should be stable

countries such as Chile and Mexico or possibly even developed European

Monetary Union  countries. 

Returning to Argentina’s  GDP- indexed warrants,  Griffith- Jones and

Sharma note that this was the first  large- scale issuance of a  GDP- linked

security. Following the debt moratorium at the end of 2001 and the col-

lapse of currency convertibility in early 2002, Argentina began a long

 drawn- out process of debt renegotiations. The issuance was finally con-

cluded in June 2005 when the participating creditors swapped $62 billion

in face value of their claims for a new set of bonds with a face value of

$35.3 billion. A  GDP- linked warrant was attached to each one of these

new bonds. The warrants represented an obligation by the Argentine gov-

ernment to pay 5 percent of the excess annual GDP in any year in which

the GDP growth rate rises above the trend. The warrants became

detachable in November  2005. 

Written in 2006 by  Griffith- Jones and Sharma, chapter 4 of this book

contains only preliminary analysis of Argentina’s  GDP- indexed warrants.
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But there exists by now more definitive evidence on the valuation of these

warrants, which initially elicited a rather tepid response from the market.

Most investment banks placed a value of about $2 per $100 of notional

value (Euromoney 2006). The initial low valuation perhaps reflected low

growth expectations as well as the high novelty premium. However, the

valuation subsequently improved a great deal as Argentina posted strong

growth rates of 9.2 percent in 2005, 8.5 percent in 2006, and an estimated

8.7 percent in 2007 (Brown 2008). The peak valuation of $15.82 was

reached in early June 2007. The valuation has declined since then as

higher oil prices have dampened growth projections and the Argentine

risk spread has increased. Still, the warrants were trading at about $12.50

in early January 2008 (Costa, Chamon, and Ricci 2008). This good per-

formance of Argentine warrants should improve the market reception to

 GDP- indexed bonds and act as a catalyst for additional  issuance. 

Shadow Ratings and Market  Access

In chapter 5, Dilip Ratha, Prabal De, and Sanket Mohapatra begin by high-

lighting the importance of sovereign credit ratings for accessing interna-

tional capital markets. In general, sovereign debt spreads are found to fall

as sovereign credit ratings improve. But the transition to investment grade

brings large discrete contractions in spread, from 191 basis points in 2003

to 67 basis points in 2007, for an average of 107 basis points during the

period depicted in figure 1.3. Ratha, De, and Mohapatra also argue that

not having a sovereign rating may be worse than having a low rating. In

2005, foreign direct investment accounted for 85 percent of private capital

flows to unrated countries, with bank loans making up most of the rest. In

comparison, capital flows were much more diversified even in  B- rated

 countries— roughly 55 percent from FDI, 15 percent from bank loans, as

much as 25 percent from bonds, and nearly 5 percent from equity  flows. 

Notwithstanding the benefits that sovereign ratings bring, some 70

developing  countries— mostly  poor— remain unrated at present. Ratha et

al. set out to remedy this situation by estimating shadow sovereign ratings

for unrated developing countries. Before embarking on this task, they

highlight some stylized facts related to sovereign ratings. Two salient facts

stand out. First, the principal rating  agencies— Standard & Poor’s, Moody’s,

and Fitch  Ratings— began to rate developing countries in the late 1980s,

following the debt crisis in Latin America. Second, sovereign ratings issued
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by the three rating agencies tend to be highly correlated, with the bivari-

ate correlation coefficients as high as 0.97 to 0.99 at  year- end  2006. 

Turning to the shadow ratings exercise, Ratha et al. recognize that a lot

of care, rigor, and judgment go into determining sovereign ratings. Any

econometric  model- based determination of ratings, therefore, must be

viewed as a  second- best approach. Its use can be justified only in the con-

text of the considerable time and resources that rating agencies would

require to assign ratings to the 70 currently unrated developing  countries. 

The model specifications used by Ratha et al. draw on eight previous

studies. Sovereign ratings are first converted into numerical scores with a

score of 1 for all  AAA- rated countries and 21 for  C- rated countries. These

rating scores are then regressed on seven independent country

 characteristics— per capita gross national income (�), GDP growth rate

Source: Ratha, De, and Mohapatra (2007), based on Bondware and Standard & Poor’s. 

Note: Assuming a $100 million sovereign bond issue with a seven-year tenor. Borrowing costs have fallen steadily since 2003 with
a slight reversal more recently, reflecting changes in the global liquidity situation. The investment-grade premium indicates the rise
in spreads when the rating falls below BBB−. The relationship between sovereign ratings and spreads is based on the following re-
gression: 

log(launch spread) = 2.58 � 1.2 investment grade dummy � 0.15 sovereign rating � 0.23 log(issue size) � 0.03 maturity � 0.44
year 2004 dummy � 0.73 year 2005 dummy � 1.10 year 2006 dummy � 1.05 year 2007 dummy 

N = 200; Adjusted R2 = 0.70 

All the coefficients were significant at 5 percent. A lower numeric value of the sovereign rating indicates a better rating.

FIGURE 1.3 
Launch Spreads Decline with an Increase in Sovereign  Rating
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(�),  debt- to- exports (�), reserves in relation to imports plus  short- term

debt (�), growth volatility (�), inflation (�), and the  rule- of- law variable

(�). The expected influence of the independent variables on sovereign

ratings is shown in  parentheses. 

Ratha et al. estimate four specifications of the model for each agency’s

sovereign ratings. In a departure from some of the earlier studies, only

 developing- country ratings are included in the estimations. In the bench-

mark specification 1, ratings at the end of 2006 are regressed on the values

of the independent variables lagged one year. Just over 80 percent of the

variation in ratings is explained by the independent variables. All of them

have the expected signs, and except inflation, all are statistically significant

at 1 percent. Other estimated specifications confirm the relationships

revealed in specification  1. 

Using the benchmark regression results, the authors then predict sover-

eign ratings on 55 unrated developing countries. These predicted ratings

indicate that not all the unrated countries are hopeless; many appear to be

more creditworthy than previously believed. For example, eight of the 55

countries are likely to be above investment grade, while another 18 are

likely to be in the B to BB category. This suggests that there is hope for

some of the unrated developing countries to obtain financing in global

capital markets.10

Financing for Development in  Sub- Saharan  Africa 

In chapter 6, Dilip Ratha, Sanket Mohapatra, and Sonia Plaza first exam-

ine the nature of capital flows to  Sub- Saharan Africa and then explore the

scope for innovation in raising additional  cross- border financing for the

region. In addition to securitization of  future- flow receivables and diaspora

bonds, the authors also explore the role that partial risk guarantees, Inter-

national Finance Facility for Immunisation (IFFIm), and advance market

commitment (AMC) structures can play in  front- loading  financing. 

In the second section of chapter 6, Ratha, Mohapatra, and Plaza analyze

the sources of capital for  Sub- Saharan Africa, excluding South Africa, to

conclude that the region’s external finances are much less diversified than

in other developing regions. In stark contrast to other regions of the

developing world,  Sub- Saharan Africa remains heavily dependent on offi-

cial development assistance and foreign direct investment. ODA to  Sub-

 Saharan Africa excluding South Africa amounted to $37.5 billion in 2006,
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some 8 percent of the region’s GDP. But multilateral and bilateral debt

relief accounted for a large share of the reported ODA. In fact, net official

debt flows to the region have declined in recent years, from 1.5 percent of

GDP in the early 1980s to 0.3 percent of GDP during 2000–05. New donors

such as China and India could fill some of the funding gap, but their

delinking of aid from political and economic reforms may dilute the

effectiveness of  ODA.

As for FDI, its 2.4 percent share in the region’s GDP is about the same as

in other developing regions, but that masks the fact that the FDI in  Sub-

 Saharan Africa is concentrated in enclave sectors such as oil and natural

resources and hence less supportive of  broad- based growth. Other

medium- and  long- term private debt and equity flows to the region

(excluding South Africa) are minuscule, and  short- term debt flows have

been very volatile. Personal and institutional remittances are rising.

Recorded personal remittances rose from $3.2 billion in 1995 to $10.3 bil-

lion in 2006. But these flows made up roughly 2.1 percent of the region’s

GDP, significantly below the 3.5 percent of GDP in other developing coun-

tries. Institutional remittances from foundations, however, are becoming

increasingly  important. 

On the basis of the pool of African migrants in Organisation for

Economic  Co- operation and Development countries and of reasonable

assumptions about their incomes (average income in the host country)

and saving rates (20 percent of income), the potential diaspora savings are

estimated at $28.5 billion. Diaspora bonds could tap into these savings.

Such bonds would also offer the region’s flight  capital— an estimated $8.1

billion annually from 1990 to 2005—a vehicle to return home. Thus, the

region could raise $5 to $10 billion through diaspora bonds.  Future- flow

securitization is even larger. Using the methodology developed by Ketkar

and Ratha in chapter 2, Ratha et al. estimate  Sub- Saharan Africa’s poten-

tial securitization at about $17 billion. Ketkar and Ratha put the most

likely securitization volume at about $14 billion, with remittances

accounting for its largest  share. 

Turning to other innovative mechanisms, Ratha et al. argue that there is

potential for extending the scope of guarantees beyond large infrastructure

projects and beyond sovereign borrowers. Making guarantees available to

private sector ventures could bring in large amounts of private financing to

 Sub- Saharan Africa. IFFIm, essentially a financial structure for securitizing

future aid commitments, could also yield significant funding up front. Since
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the aid commitments are from rich countries, IFFIm received high

 investment- grade credit ratings, well above the ratings of countries borrow-

ing the funds. Using future aid commitments (from France, Italy, Norway,

South Africa, Spain, Sweden, and the United Kingdom), IFFIm raised $1

billion in 2006, and plans are in place to raise an additional $4 billion. The

AMC structure for vaccines launched last year is unlikely to increase aid

flows to poor countries, but it could bring together private and public

donors in an innovative way to help raise resources for  development.

Innovations Classified by Intermediation  Functions 

Table 1.2 classifies both the early and recent innovations on the basis of the

intermediation functions they facilitated. Thus, the switch from fixed- to

 floating- rate debt transferred the price risk from creditors to debtors. The

advent of syndicated loans enhanced liquidity for developing countries.

 Debt- equity swaps pioneered by Chile gave creditors equity stakes in com-

panies. The principal and rolling interest guarantees of the Brady bonds

partially transferred credit risk from developing countries to the U.S. Trea -

sury. The conversion of bank loans into bonds enhanced liquidity for

developing countries, allowing those countries to subsequently issue

global bonds.  Future- flow securitizations are designed to transfer credit

risk from borrowers, thereby enhancing credit ratings and expanding liq-

uidity. Diaspora bonds are meant to enhance liquidity by appealing to their

patriotism and by giving them a better  risk- management tool. Finally,

 GDP- indexed bonds are also expected to enhance liquidity by giving cred-

itors an option on the growth performance of developing  countries. 

A Role for Public  Policy

International financial institutions (IFIs) like the World Bank Group and

the regional development banks can play an important role in promoting

the use of innovative financing mechanisms by developing countries. First

and foremost, IFIs can educate public sector bureaucrats and private sector

managers in the intricacies of and the potential for the new  market- based

techniques of raising development finance. Second, they can offer assis-

tance in producing reliable and timely data needed to do innovative

financing deals. This would include help to banks in tracking inflows of
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diversified payment rights (DPRs) including workers’ remittances, and

help to other companies in tracking export receivables. Securitization of

 future- flow receivables cannot be achieved without an adequate history of

the relevant flows. Also, countries are likely to find it difficult to issue

 GDP- indexed bonds in the absence of reliable and timely GDP statistics.

Again, IFIs can provide a great deal of assistance to developing countries in

collecting GDP data and certifying the data’s accuracy, if necessary. Third,

IFIs, especially the International Monetary Fund, should issue clear

guidelines as to whether  future- flow- backed debt, often legally interpreted

as  ”true- sale,” should be excluded from debt limits set under IMF pro-

grams. IFIs can also assist developing countries in building appropriate

legal and institutional structure, including bankruptcy laws. Fourth, IFIs

can provide seed money to create legal templates to facilitate debt issuance

using various innovative financing techniques. Fifth, IFIs could go a step

further and underwrite the likely high costs to be incurred by the first

issuers of  future- flow- backed debt and  GDP- indexed bonds. Sixth, IFIs

could undertake coordinated issuance of  GDP- indexed bonds by a number

of countries to overcome the problems of critical mass and liquidity.

Finally, IFIs can help countries obtain sovereign ratings from the major

rating agencies. Even when the sovereign is not interested in borrowing,

having a sovereign rating will serve as a benchmark for subsovereign bor-

rowers and help them access international capital  markets.

TABLE 1.2 
Innovations Classified by Financial Intermediation Function

Function
 Price- risk  Credit- risk Liquidity Credit  Equity

Innovation transference transference enhancement enhancement  generation

Floating- rate debt contracts X
Syndicated loans X
Debt- equity swaps  X
Brady bonds

Par X X
Discount X X X
Global bonds X

Future- flow securitization X X
Monoliner guarantees X

Diaspora bonds X
GDP- indexed bonds X  X

Source: Authors, following Levich  1988. 
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The Future of Innovative  Financing

The preceding overview of recent  market- based innovations in raising

development finance offers a variety of approaches that sovereign, sub-

sovereign, and private sector entities in middle- as well as  low- income

developing countries can use to obtain additional funding. Countries that

are rated up to five notches below investment grade and have sizable

desirable receivables such as oil exports or DPRs, including workers’

remittances, are the ideal candidates to benefit from securitization. A

securitized transaction from such a country can receive  investment- grade

rating because its structure mitigates the usual convertibility and transfer

risks. In addition, oil companies are generally considered good credit risks,

and banks that generate large amounts of DPRs are in a special position

insofar as they are unlikely to be allowed to fail lest there be systemwide

negative  implications.

The potential offered by diaspora bonds is also considerable for many

developing countries. Those with a significant diaspora in the United States

will have to meet the requirements of U.S. SEC registration, which may

impose serious burdens of time and resources on smaller countries. Some

of the North African and East European countries and Turkey, with their

large diaspora presence in Europe, however, will be able to raise funds

more easily on the continent, where the regulatory requirements are less

stringent than in the United  States.

The prospect of shadow ratings opening up access to international cap-

ital markets is particularly relevant for poor countries in Africa, many of

which remain unrated. Innovations such as IFFIm and AMC are also more

relevant for Africa. Although the expansion of partial official guarantees

can galvanize private capital flows to all developing countries,  Sub-

 Saharan Africa is once again likely to be the biggest  beneficiary. 

In addition to the above innovative financing mechanisms, several

developed and developing countries have long used  public- private part-

nerships (PPPs) to supplement limited official budgets and other resources

to accelerate infrastructure development.  Public- private partnerships typi-

cally refer to contractual agreements formed between a public sector entity

and a private sector entity to generate private sector participation in infra-

structure development projects. PPPs are designed to enable public sector

entities to tap private sector capital, technology, and management expert-

ise, as well as other resources. Their ultimate aim is to enhance infrastruc-
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ture development in a more timely fashion than is possible with only pub-

lic sector resources. Although PPP structures originated to speed up the

construction of highways in developed countries, they are now increas-

ingly used by developing countries in several sectors, including water and

wastewater, education, health care, building construction, power, parks

and recreation, technology, and many others. Many developing countries

have used PPP structures in recent  years— Brazil, China, Croatia, the Arab

Republic of Egypt, Lebanon, Malaysia, Poland, Romania, and South Africa,

to name a  few. 

Public- private partnerships, which are promoted by the World Bank,

should continue to play an increasingly important role in generating funds

for infrastructure projects in the developing world. The reasons PPP

schemes are underutilized in many developing countries, but particularly

in  Sub- Saharan Africa, include lack of a relevant legal framework (an

appropriate concession law, for instance) and economic and political sta-

bility. The World Bank can certainly provide the necessary support in draft-

ing the appropriate laws. Furthermore, the World Bank can also use its

guarantee instruments to cover the government performance risks that

the market is unable to absorb or mitigate, thereby mobilizing private sec-

tor financing for infrastructure development projects in developing coun-

tries (Queiroz 2005). 

In conclusion, it is worth reiterating that financing MDGs would require

increasing the investment rate above the domestic saving rate, and the

financing gap has to be bridged with additional financing from abroad.

Official aid alone will not be sufficient for this purpose. The private sector

has to become the engine of growth and employment generation in poor

countries, and official aid efforts must catalyze innovative financing

solutions for the private  sector. 

Notes 

1. Innovative financing involves risk mitigation and credit enhancement through
the provision of collateral (either existing or future assets), spreading risk
among many investors, and guarantees by higher-rated third parties. Innova-
tive financing is not limited to financial engineering. Tufano (2003) defined it
as “the act of creating and then popularizing new financial instruments as well
as new financial technologies, institutions and markets” (310). Innovations
often take place when lenders and borrowers seek to improve price-risk trans-
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ference, credit-risk transference, liquidity enhancement, credit enhancement,
and equity generation (Levich 1988). 

2. This book can be viewed as a companion to the book edited by Anthony B.
Atkinson, New Sources of Development Finance (2004), which explores the
potential for a tax on short-term capital and currency flows (Tobin tax), global
environmental taxes, a global lottery, creation of new special drawing rights,
increased private donations for development, increased remittances from emi-
grants, and the International Finance Facility recently proposed by the U.K.
government. But none of these represents a market-based approach, which is
the principal focus of the current book.

3. Data are from Global Development Finance and its predecessor, World Debt
Tables, as cited in Williamson 2005, 40. 

4. L. William Seidman, former chairman of the Federal Deposit Insurance Cor-
poration, has admitted telling large banks that “the process of recycling
petrodollars to the less developed countries was beneficial, and perhaps a
patriotic duty” (Seidman 1993, 38).

5. Chile started the debt-equity swap program in 1985, allowing foreign and
Chilean investors to buy Chile’s foreign debt at the discounted price at which
it traded in the secondary market, and then to negotiate prepayment in pesos
at a rate somewhere between its nominal and market values. Foreigners were
required to use the pesos in investments approved by the central bank. 

6. The earlier advent of junk bonds also helped pave the way for the issuance of
Brady and global bonds by the typically below-investment-grade developing
countries. Prior to 1977, the junk bond market consisted of “fallen angels,” or
bonds whose initial investment-grade ratings were subsequently lowered. But
the market began to change in 1977, when bonds that were rated below
investment grade from the start were issued in large quantities. 

7. The switch from bank lending to bonds has also made debt restructuring much
more difficult than ever before, leading Eichengreen and Portes (1995) to rec-
ommend the inclusion of collective action clauses in bond contracts and the
IMF to champion the sovereign debt restructuring mechanism (Krueger
2002).

8. Future-flow securitization deals have held up very well during the recent
mortgage debt difficulties. Future-flow securitization transactions are very dif-
ferent from mortgage loan securitization. The latter are based on existing
loans, typically denominated in local currency terms. The former refer to
future flows, and typically raise cross-border foreign currency financing.

9. A salient characteristic of this asset class is that a variety of existing or future
assets can be securitized. In the Unites States, for example, assets that have
been securitized (or used as collateral) include revenues from existing or future
films of a studio; music royalty rights, often including a catalog of revenues
from a single artist or a group; franchise loans and leases; insurance premiums
to be earned from customers; life settlements (the issuer is usually a life settle-
ment company that monetizes a pool consisting of life insurance policies—gen-
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erally from individuals over the age of 65 and with various ailments—that may
otherwise be permitted to lapse); patent rights (intellectual property); small
business loans; stranded cost (financing used by a utility to recover certain con-
tractual costs that would otherwise not be recovered from rate payers due to
deregulation of the electric power industry); structured settlements (bonds are
secured by rights to payments due to a claimant under a settlement agree-
ment); and tobacco settlements and legal fees (bonds are secured by tobacco
settlement revenues—over $200 billion over the first 25 years—payable to
states under the Master Settlement Agreement; also legal fees awarded to attor-
neys who represented the states are being securitized). In 2007, Deutsche
Bank, with the support of KfW, securitized microfinance loans to raise 60 mil-
lion euros from private investors to support 21 microfinance institutions in 15
countries. Securitizing future aid commitments and charitable contributions is
yet another innovation currently being developed.

10. This rating model successfully predicted the rating upgrades of Brazil, Colom-
bia, and Peru, and first-time ratings of Ghana, Kenya, and Uganda in 2007 and
2008 (see annex table 5A.1 on p. 129). Since then, Albania, Belarus, Cambo-
dia, Gabon, and St. Vincent and the Grenadines have also been rated—exactly
or closely aligned with the predictions in table 5.7 on p. 124.
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Securitization is a fairly recent financial innovation. The first securitized

transactions in the United States occurred in the 1970s and involved the

pooling and repackaging of home mortgages for resale as tradable securi-

ties by lenders. Since then, securitized markets have grown in sophistica-
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tion to cover a wide range of assets. In developing countries, the focus has

been on securitizing a wide spectrum of future-flow receivables, including

exports of oil and gas, minerals and metals, and agricultural raw materials

as well as electronic and paper remittances, credit card vouchers, airline

tickets, net international telephone charges, and even tax revenues. More

recently, banks have started securitizing diversified payment rights (DPRs),

that is, all payments that flow through the SWIFT system.1 Several sover-

eign, subsovereign, and private sector borrowers have used future-flow

securitization to raise some $80 billion since the first securitization of net

international telephone receivables by Mexico’s Telmex in 1987. Develop-

ing-country issuers have found market placements backed by hard cur-

rency receivables particularly useful in times of financial stress because

their structure allows issuers to escape the sovereign credit ceiling. 

This chapter describes the typical structure of a future-flow-backed

securitization in the following section and discusses how this structure and

the choice of the receivable can mitigate many of the risks involved in tak-

ing on exposure to issuers from developing countries. The third section

elaborates the rationale for securitization, followed by the history of

future-flow securitizations from developing countries and an evaluation of

the potential for this asset class. Given the sharp rise in workers’ remit-

tances to developing countries in recent years and concerns that such flows

may not really be good for the recipient countries, the chapter then exam-

ines the role that securitization can play in magnifying the development

impact of remittances. The chapter concludes by describing the constraints

that inhibit the issuance of debt backed by future-flow receivables and by

exploring the remedial role for public policy. 

Risk Mitigation in Future-Flow Securitization

A typical future-flow structure involves the borrowing entity (or originator)

selling its future product (receivable) directly or indirectly to an offshore

special purpose vehicle (SPV; see figure 2.1). The SPV issues the debt instru-

ment. Designated international customers (or obligors) are directed to pay

for exports from the originating entity directly to an offshore collection

account managed by a trustee. The collection agent allocates these receiv-

ables to the SPV, which in turn makes principal and interest payments to the

investors. Excess collections are then directed to the originator.
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In short, this structure ensures that the hard currency receivable does

not enter the country until the bondholders have been paid. As a result,

the government of the borrower cannot impede timely servicing of securi-

tized bonds. Thus, the structure mitigates the usual transfer and convert-

ibility risks, allowing borrowers in developing countries to pierce the

sovereign credit ceiling and obtain financing at lower interest costs and for

longer duration. Additional examples of future-flow securitization struc-

tures are provided in the annex. 

Risk mitigation in securitized transactions occurs through the structure

of the transaction as well as the choice of the future-flow receivable (S&P

2004c). By obtaining a legally binding consent from designated customers

that they would make payments to the offshore trust, the structure miti-

gates sovereign transfer and convertibility risks. The structure also miti-

gates the bankruptcy risk because the SPV typically has no other creditors

and hence cannot go bankrupt. Of course, the risk of the originator going

bankrupt exists. Such risk is mitigated in part when originators have high

local-currency credit ratings and low performance risk, which captures the

ability and willingness of the originator to produce and deliver the product

that generates the receivables. Rating agencies have also come to accept

the argument that an entity may continue to generate receivables even

when it is in financial default. This “true sale” principle has now become

an expected feature in future-flow securitized transactions. Furthermore,

Fitch Ratings uses the “going concern” and Standard & Poor’s (S&P) uses

“survival” assessments in awarding asset-backed transactions of certain

entities, such as banks, higher credit ratings than the issuers’ local cur-

Source: Authors.

FIGURE 2.1 
Stylized Structure of a Typical Future-Flow Securitization
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rency ratings. Both the going concern and survival assessments reflect the

belief that, in many countries, entities like banks are not liquidated even

when they experience financial default. 

Though a securitized transaction can be structured so as to minimize

the transfer and convertibility risks, some other elements of sovereign

risk cannot be totally eliminated. For instance, the sovereign can insist

on the originator selling the product in the domestic market rather than

in the export market or selling the product to customers other than those

who sign the consent agreement. This product-diversion risk is generally

greater for commodities such as agricultural staples. It is relatively low

for crude oil (such as Mayan crude oil from Mexico), which is sold to a

limited number of buyers who have the requisite refining capacity. It is

also low for credit card receivables, since there are only a handful of

credit card companies (such as Visa, MasterCard, and American Express).

The product risk arising from price and volume volatility, and hence

fluctuations in cash flow, cannot be totally eliminated, but it can be miti-

gated by using excess coverage or overcollateralization. Typically, it is eas-

ier to control product risk for commodities like oil, gas, metals, and

minerals, for which there is demand from many diverse sources. In con-

trast, custom-made products are likely to have high product risk unless the

parties have adequately enforceable long-term sales contracts. 

Keeping in mind the performance, diversion, and product risks, the rat-

ing agencies have arrived at the hierarchy of future-flow receivable trans-

actions detailed in table 2.1. Securitization of heavy crude oil receivables is

deemed to be the most secure. DPR flows that come through the SWIFT

system represent a new collateral that has been securitized since 2000.

Such SWIFT flows include qualified export earnings, foreign direct invest-

ment inflows, and workers’ remittances. This diversification in the source

of origin makes DPRs the second-best collateral. In contrast, securitization

of future tax receipts is thought to be the least secure. 

It is possible to securitize future-flow receivables even at the lowest end

of the hierarchy shown in table 2.1. An example of this is the securitiza-

tion of co-participation tax revenues (through federal revenue sharing) by

several Argentine provinces (S&P 1999). But given the problems experi-

enced by such tax-backed transactions since Argentina’s currency collapse

and sovereign default in 2001, securitization of future local-currency tax

receivables to raise foreign capital is unlikely unless many more safeguards

can be put in place. 
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Insurance companies played a rising role in the 1990s in structured

finance transactions by providing complete financial guarantees. For

example, Ambac Assurance Corp. provided guarantees in a 2002 credit

card merchant voucher securitization in Central America, which involved

five countries: Costa Rica, El Salvador, Guatemala, Honduras, and

Nicaragua. While Standard & Poor’s assigned this multiple-jurisdiction

Credomatic transaction a stand-alone investment-grade credit rating of

BBB�, the Ambac guarantees of timely payment of interest and principal

raised the transaction rating to AAA.2 The Multilateral Investment Guar-

antee Agency has also provided insurance against political risks in several

future-flow deals. 

Rationale for Securitization

From the investors’ point of view, the attractiveness of future-flow securi-

ties lies in their good credit rating and their stellar performance in good as

well as bad times. Because much of secured debt paper is traded infre-

quently, there is a lack of adequate information on secondary market price

and spread on securitized debt. Nevertheless, the available information (as

well as the perceptions of market players) suggests that future-flow secu-

rities tend to have smaller average spreads as well as lower volatility in

price and spread than unsecured debt of developing countries (Ketkar and

Ratha 2001a, 17–18). Defaults on rated future-flow asset-backed securities

issued by developing countries have also been very infrequent. In general,

the asset class has performed well despite the Mexican peso crisis in

1994–95, the Asian liquidity crisis in 1997–98, and the Russian and

Ecuadoran debt defaults in 1998 and 1999. An interesting example is the

TABLE 2.1 
Hierarchy in Future-Flow-Backed Transactions

1. Heavy crude oil receivables 
2. Diversified payment rights, airline ticket receivables, telephone receivables, credit card receivables, and 

electronic remittances
3. Oil and gas royalties and export receivables
4. Paper remittances
5. Tax revenue receivables 

Sources: Fitch Ratings and Standard & Poor’s. 
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Pakistan telephone receivable deal that continued to perform even in the

face of selective default on sovereign debt (see box 2.1).

Indeed, the asset class was default free until Argentina’s sovereign debt

default at the end of 2001 (Fitch Ratings 1999c). Subsequently, Argentina

devalued the currency, imposed restrictions on hard currency transfers, and

pesified most contracts (that is, it compulsorily converted certain dollar

obligations into pesos at a one-to-one exchange rate). Pesification in

Argentina in January 2002 adversely affected mortgage-backed securities

as well as companies that were local currency generators, such as utilities.

Their structured dollar-denominated debt obligations ran into difficulties.

Utilities, for instance, were unable to raise tariffs adequately to cover the

bloated local currency costs of servicing dollar-denominated debt. The dol-

lar-denominated debt of Argentine provinces that was backed by peso-

denominated revenue-sharing arrangements also ran into trouble. But

securities backed by future hard-currency receivables continued to perform

on schedule, proving their resiliency against transferability and convertibil-

ity controls (S&P 2003). Both the oil export–backed debt of Argentina’s oil

company YPF and the oil royalty–backed bonds issued by the province of

Salta continued to perform. The full repayment of the Aluar Aluminio

Argentino S.A.I.C. transaction in mid-2004 confirmed once again that hard

currency future-flow-backed securitizations remain a strong and reliable

financing alternative for developing countries (S&P 2004a).

BOX 2.1 

Pakistan Telecommunications Company Limited (PTCL)—No

Default on Asset-Backed Papers Even in the Face of Selective

Default on Sovereign Debt

In 1997, the PTCL issued $250 million in bonds backed by future telephone

settlement receivables from AT&T, MCI, Sprint, British Telecom, Mercury

Telecommunications, and Deutsche Telekom. Even though PTCL is 88 per-

cent owned by the government of Pakistan, this issue was rated BBB� by

Standard & Poor’s, four notches higher than the B� sovereign rating. 

Following the detonation of nuclear devices in May 1998, Pakistan’s econ-

omy and creditworthiness deteriorated rapidly. Investors became con-
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cerned that faced with increasing official demands for equal burden shar-

ing, the government might place the future-flow receivable-backed securi-

ties in a single basket with all other sovereign debt and interfere with PTCL’s

debt servicing. The government of Pakistan rescheduled its Paris Club debt

obligations on January 30, 1999, and signed a preliminary London Club

agreement on July 6, 1999, to reschedule $877 million of sovereign com-

mercial loan arrears. But PTCL’s future-flow net receivable–backed bonds

were not subjected to any rescheduling or restructuring, although their rat-

ing was downgraded several times during 1997–98 (see table below). Part-

ly this was because the amount required to service these obligations made

up only 30 percent of the total net telephone receivables of the company.

But the main reason PTCL’s bonds were not rescheduled or restructured

was that there was a strong incentive on the sovereign’s part to keep ser -

vicing the bonds and not jeopardize the operation of the local telephone

network, and even more important, to not risk severing Pakistan’s telecom-

munication link to the rest of the world. 

History of PTCL Credit Rating
Pakistan 

sovereign 
Date rating PTCL rating Comment

Aug. 1997 B� BBB� At issuance due to its structure
June 1998 B� BB�/� outlook Following the detonation of a nuclear device, 

which led to the imposition of trade sanctions 
and the freezing of $13 billion in foreign-
currency bank deposits

July 1998 CCC B� Following a downgrade of Pakistan’s rating 
from B� to CCC

Dec. 1998 CC CCC� Following a tentative agreement with the 
International Monetary Fund, which opened 
the way for debt restructuring while it left 
uncertain the precise fate of PTCL debt

Jan. 1999 SD CCC� Following the rescheduling of $969 million of 
commercial loans in default since July 1998

Dec. 1999 B� CCC� Expected to be upgraded to BB

Source: Standard & Poor’s 1999b.

BOX 2.1 (continued)
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While this near-perfect track record (of no default) is encouraging for

this asset class, the test has not been stringent until now because future-

flow asset-backed debt still represents a very small percentage of total debt.

One of the few cases of investor dispute involving an airline receivable

securitization deal by Colombia’s Avianca was settled out of court, without

default on the underlying securities.3

Future-flow securitization transactions are appealing to issuers because

their above-sovereign-credit rating reduces the cost of raising financing,

particularly in times of distress in global capital markets. The cost saving is

the largest when securitization results in an investment-grade rating for a

transaction from a speculative sovereign. Since investment-grade debt can

be purchased by many more classes of institutional investors, the transi-

tion to investment grade brings in a sizable reduction in spread. The extent

of cost saving also depends on conditions in the international capital mar-

kets and the reception to the plain vanilla sovereign bonds from the coun-

try. This is best illustrated with a few examples.

First, when the fear of the Workers’ Party candidate, Luis Inacio Lula da

Silva, being elected Brazil’s president sent spreads on Brazilian debt soaring

and all but cut off access to international finance for Brazilian public and

private sector entities, Brazilian banks began to securitize DPR flows. The

state-owned Banco do Brasil got the ball rolling in early 2002 by doing the

first securitization of DPRs to raise $450 million. Moody’s and Standard &

Poor’s rated this transaction investment grade at Baa1 and BBB�, respec-

tively. Brazil’s sovereign ratings at that time were B1 by Moody’s and BB�

by Standard & Poor’s. Other major Brazilian banks—Banespa, Bradesco,

Itau, and Unibanco—followed suit and together did 24 DPR-backed trans-

actions to raise a total of $5.1 billion ($2.1 billion in 2002, $1.8 billion in

2003, and $1.2 billion in 2004). Of these 24 transactions, 10 were rated

AAA thanks to insurance coverage by Ambac and others. Of the remaining

14, eight were rated BBB, two were BBB�, and four were BBB�. For eight

transactions on which data are available, the spread at issuance averaged

334 basis points over U.S. Treasury bonds. The spread on the Brazil compo-

nent of the JP Morgan–tracked Emerging Markets Bond Index (EMBI�)

during those years averaged 1,116 basis points over Treasuries. Thus, the

DPR securitization resulted in savings of over 700 basis points.

Another example illustrates how cost savings to issuers depend on con-

ditions in the global financial markets. In late 1998, when financing to

developing countries dried up as a result of the crises in Asia and the Russ-
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ian Federation, Pemex Finance Ltd., a special-purpose vehicle established

to finance capital expenditures of Mexico’s state-owned oil and gas com-

pany (Pemex), issued a series of oil-export-backed securities that were

rated BBB by Standard & Poor’s, three notches above the Mexican sover-

eign and Pemex unsecured debt. Through securitization Pemex saved over

100 basis points from what it would have had to pay on senior Pemex

debt. By 2000, global risk appetite for developing-country debt had

improved, and the spread on the unsecured Pemex senior debt had

declined to 325 basis points from 462.5 basis points in 1998 in the after-

math of the East Asian currency crisis. The interest cost saving to Pemex

on a similar transaction was 50 basis points in 2000. This shows that

future-flow-backed transactions offer greater spread advantage in bad

rather than good times in the international capital markets.4

In addition to providing lower-cost funding, securitization also allows

issuers to extend maturity of their debt and improve risk management as

well as balance-sheet performance (e.g., return on equity). Securitization

also permits issuers from developing countries to tap a wider class of

investors. For example, this asset class is attractive to insurance companies

that are required to buy only investment-grade assets. These investors also

tend to buy and hold an asset until maturity. Moreover, by establishing a

credit history for the borrower, these deals enhance the borrower’s ability

to access the market in the future and reduce the costs of that access. 

Governments may find this asset class attractive because it can provide

a way of accessing markets during times of liquidity crisis. Because of their

investment-grade rating, future-flow deals attract a much wider class of

investors than unsecured deals. Thus, future-flow deals can improve mar-

ket liquidity and reduce market volatility. That can generate added inter-

est on the part of international investors in other asset classes or on the

part of other borrowers. For many developing countries, future-flow

receivable-backed securitization may be the only way to begin accessing

international capital markets.5

Perhaps the most important incentive for governments to promote this

asset class lies in the externalities associated with future-flow deals. Future-

flow deals involve a much closer scrutiny of the legal and institutional envi-

ronment—the existence as well as the implementation of laws relating to

property rights and bankruptcy procedures—than do unsecured transac-

tions. In trying to structure away various elements of sovereign risk, highly

trained professionals from investment banks, legal firms, and international
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rating agencies spend enormous amounts of time and energy examining

the investment climate in a country, paying special attention to ways in

which the sovereign can affect the performance of private or public sector

issuers. They also closely study the risks facing the sovereign itself. Thus,

these deals can produce enormous informational externalities by clarifying

the legal and institutional environment and the investment climate in a

developing country. Besides, the preparation of a future-flow transaction, if

backed by the government, may involve structural reforms of the legal and

institutional environment. These reforms would facilitate domestic capital

market development and encourage international placements, as in the

aftermath of the Brady deals in the early 1990s. Such results are evident

from Mexico’s experience (S&P 2004b).

Securitization Track Record

Developing countries have been securitizing future-flow receivables for

about 20 years. The three rating agencies—Fitch Ratings, Moody’s, and

Standard & Poor’s—have by now rated more than 400 transactions. Data

compiled from the three agencies show that over $80 billion has been

raised using future-flow securitization.6 As figure 2.2 shows, the issuance

of future-flow receivable-backed securities increased especially after the

Mexican crisis in 1994–95. It peaked at just about $12 billion in 1996,

thanks to Pemex’s $6 billion oil export receivable transaction.7 While down

from that high level, securitized issuance has stayed robust, since then

averaging $6.1 billion per year.

Sources: Authors; based on Fitch Ratings, Moody’s, and Standard & Poor’s.

FIGURE 2.2 
Asset-Backed Securitization Issuance, 1992–2006 
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Latin American issuers dominate the market for future-flow securitiza-

tion (figure 2.3). Mexico alone accounts for roughly 30 percent of asset-

backed transactions in nominal dollar terms. Thanks to robust activity of

Brazilian banks in securitizing DPRs in the early years of this decade, Brazil

has now moved into second place with 19.3 percent market share. Turkish

banks have also tapped international capital markets by aggressive DPR

securitization in recent years, increasing the country’s market share to

16.9 percent at present, from 3.5 percent in the 1990s. Securitization is not

limited to large countries. A number of small countries, such as El Sal-

vador, Jamaica, Panama, and Peru, have also been active in securitizing

remittances and credit card vouchers. In addition to Turkey, the Arab

Republic of Egypt, Kazakhstan, Russia, and South Africa represent the

non–Latin American presence in this market.

Although some 32 percent of future-flow transactions in dollar terms

are backed by oil and gas export receivables, the asset class has demon-

strated an enormous scope for creativity. Since 2002, DPRs have increased

in importance and now account for 28 percent market share by amount

raised. The role of credit card vouchers in providing securitized finance has

declined somewhat, to 16 percent. Mineral and metal export receivables,

agricultural raw materials exports, airline ticket receivables, and telecom-

munications receivables also remain important sources of collateral. The

Source: Authors; based on Fitch Ratings, Moody’s, and Standard & Poor’s.

FIGURE 2.3 
Major Issuers, 1992–2006
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share of non-oil deals is much larger in terms of number of transactions,

given the large difference in the size of oil and gas versus non-oil-backed

transactions. The average size of oil-and–gas-based transactions has been

as large as $417 million. The average size of transactions securitized by

DPRs and other receivables has been much smaller (see table 2.2). 

Potential for Future-Flow Securitization 

The future-flow-secured transactions allow issuers to pledge receivables

over a number of years and hence open up the possibility of raising funds

in capital markets that are a multiple of a given year’s receivables. As dis-

cussed earlier, exports of oil and gas, minerals and metals, and agricultural

raw materials, plus receivables from credit card vouchers, workers’ remit-

tances, and net international telephone charges, are suitable for future-

flow securitization. In deriving the potential, the objective is not to

forecast, but to obtain a benchmark against which the severity of con-

straints on such issuance could be gauged.8

Developing countries exported $490.9 billion worth of oil and gas and

$129.9 billion worth of minerals and metals on average between 2003 and

2006. In addition, they received about $179.6 billion in travel receipts

from nonresidents. These three items plus agricultural raw materials

(about $51 billion) provided on average over $850 billion worth of foreign

TABLE 2.2 
Future-Flow Securitization Worldwide, by Asset, 1992–2006

Volume Share No. of Average
Sources of collateral (US$ millions) (%) transactions size (US$ millions)

Oil and gas 26,250 31.3 63 417
DPRs 23,084 27.5 122 189
Remittances 1,782 2.1 16 111
Credit card vouchers 13,044 15.6 63 207
Minerals and metals 9,164 10.9 55 167
Agriculture 2,705 3.2 22 123
Ticket receivables 1,486 1.8 8 187
Telecoms 1,310 1.6 15 87
Others 4,978 5.9 23 216
Total 83,803 100.0 387 212

Sources: Authors; based on Fitch Ratings, Moody’s, and Standard & Poor’s.
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exchange to developing countries in 2003–06. Applying an overcollateral-

ization ratio of 5:1—that is, assuming only $1 of debt is backed by $5 of

future export revenue—the potential size of future-flow-backed securiti-

zation could exceed $150 billion per year (table 2.3). This calculation

assumes that only half of the future flows of foreign visitors’ expenditures

are paid in credit cards.9 Oil and gas exports from Saudi Arabia are

excluded from these calculations, reflecting its role as a net exporter of

capital. Also many countries that did not report balance-of-payments data

to the International Monetary Fund (IMF) are excluded.

A more realistic assessment of securitization potential is provided in

table 2.4. It is built on the previously stated premise that the biggest bene-

fit from securitization occurs when a transaction from a speculative-grade

country receives an investment-grade rating. Consequently, the prime

candidates for securitization are countries that are rated B or better,

because pledging of a future receivable allows the transaction to be rated

up to five notches above the sovereign credit ceiling. Limiting securitiza-

tion to countries rated B or better but below investment grade still implies

a total potential issuance of $57 billion per year. 

Tables 2.3 and 2.4 confirm that oil and gas exports are the dominant

source for potential securitization across all regions and income classes.

These account for just over 60 percent of total potential issuance from all

TABLE 2.3 
Securitization Potential of Regions and Sectors, 2003–06 (average)
(US$ billions)

Oil and gas Agricultural Minerals and Credit card 
Country/region exports exports metals exports vouchers Total

All developing countries 98.2 10.2 26.0 18.0 152.3

Low-income countries 12.7 1.3 2.4 1.3 17.7
Lower-middle-income countries 31.7 3.8 7.6 7.7 50.8
Upper-middle-income countries 53.8 5.1 16.0 9.0 83.9

East Asia and the Pacific 12.8 3.6 5.1 5.4 26.9
Europe and Central Asia 32.1 2.5 6.5 5.0 46.0
Latin America and the Caribbean 19.5 2.3 9.3 3.3 34.3
Middle East and North Africa 22.0 0.2 0.7 2.2 25.1
South Asia 1.6 0.3 1.1 0.9 3.9
Sub-Saharan Africa 10.3 1.3 3.3 1.3 16.1

Source: Authors’ calculations. Data on exports are from the World Bank’s World Development Indicators, various years. 
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developing countries. The potential for securitizing minerals and metals

exports is relatively large in upper-middle-income countries and in Latin

America and the Caribbean as well as South Asia. The potential for securi-

tizing credit card vouchers, in contrast, appears to be relatively high in

lower-middle-income countries and for countries in South Asia. 

In summary, the size of future-flow receivables of developing countries

from exports of oil and gas, minerals and metals, and agricultural raw

materials and from credit card vouchers could be as large as $150 billion,

but more likely about $57 billion per annum. Interestingly, Latin America

accounts for a quarter to one-half of this potential size, which is in sharp

contrast to its absolute dominance at present (figure 2.3). This is not to

imply that the potential for securitization is exhausted in Latin America.

But this exercise indicates a sizable potential for growth of this asset class

in other regions. In particular, the greatest potential seems to be in the East

Asia and Pacific and the Middle East and North Africa regions. Many coun-

tries in these regions are also middle-income countries that need external

financing. Several countries in the Middle East have large amounts of oil

collateral that could potentially be securitized if these countries needed

external capital. Countries in East Asia and the Pacific (particularly

Indonesia, Malaysia, and the Philippines) also have large amounts of

receivables that could potentially be securitized. In South Asia, the poten-

TABLE 2.4 
Most Likely Issuers’ Securitization Potential, 2003–06 (average)
(US$ billions)

Oil and gas Agricultural Minerals and Credit card 
Country/region exports exports metals exports vouchers Total

All developing countries 35.1 4.2 9.2 8.5 57.0 

Low-income countries 4.4 1.0 1.9 1.2 8.5 
Lower-middle-income countries 19.0 1.9 0.9 3.5 25.3 
Upper-middle-income countries 11.7 1.3 4.3 3.8 21.1 

East Asia and the Pacific 5.7 1.1 1.1 5.4 13.3 
Europe and Central Asia 2.8 0.4 0.5 5.0 8.5 
Latin America and the Caribbean 13.7 1.5 4.3 3.3 22.7 
Middle East and North Africa 10.3 0.2 0.5 2.2 13.2 
South Asia 1.6 0.3 1.1 0.9 3.9 
Sub-Saharan Africa 1.0 0.8 0.5 1.3 2.2 

Source: Authors’ calculations. Data on exports are from the World Bank’s World Development Indicators, various years.
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tial for this asset class lies in minerals and metals exports and credit card

vouchers from tourism.

Magnifying the Development Impact of Remittances

Workers’ remittances to developing countries have increased enormously

in recent years, to an estimated $239.7 billion in 2007, up from $84.5 bil-

lion in 2000 (World Bank, Global Development Finance 2008). Despite their

positive role in reducing poverty and supporting investment in human

capital, the evidence of their development impact is mixed (Chami, Ful-

lenkamp, and Jahjah 2003). While the thesis that remittances retard

growth suffers from many theoretical and empirical problems, there is lit-

tle doubt that developing countries could do more to leverage remittances.

Banks can raise funds by securitizing remittance receivables and then use

the proceeds to increase lending. 

Remittance securitization typically involves a bank (see box 2.2 for an

example involving Banco do Brasil) pledging its future remittance receiv-

ables to an offshore special purpose vehicle. The SPV issues the debt. Des-

ignated correspondent banks are directed to channel remittance flows of

the borrowing bank through an offshore collection account managed by a

trustee. The collection agent makes principal and interest payments to the

investors and sends excess collections to the borrowing bank. Since remit-

tances do not enter the issuer’s home country, the rating agencies believe

that the structure mitigates the usual sovereign transfer and convertibility

risks. Such transactions also often resort to excess coverage to mitigate the

risk of volatility and seasonality in remittances.

By mitigating currency convertibility risk, a key component of sover-

eign risk, the future-flow securitization structure allows securities to be

rated better than the sovereign credit rating. As discussed before, the rat-

ings on these transactions are still capped by the issuer’s local currency

credit rating. This is where banks have an advantage. Large local banks

with significant market shares, in particular, are likely to be rated invest-

ment grade in local currency terms. Governments can hardly allow them

to fail, fearing widespread systemic ripple effects. As long as large banks

are favored to remain in business as going concerns, they are likely to con-

tinue to receive workers’ remittances and hence retain the ability to ser -

vice their securitized debt. Large banks, therefore, can use securitized
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BOX 2.2

Banco do Brasil’s (BdB) Nikkei Remittance Trust Securitization

Amount: US$250 million. Collateral: U.S. dollar– or Japanese

yen–denominated worker remittances. Transaction rating BBB� versus

BdB’s and Brazil’s local currency rating of BB�/Stable and foreign currency

rating of BB�/Stable. 

This deal involved Banco do Brasil selling its future remittance receivables

from Brazilian workers in Japan directly or indirectly to a Cayman Is-

land–based offshore SPV named Nikkei Remittance Rights Finance Compa-

ny. A New York City–based SPV issued and sold the debt instrument to in-

vestors, receiving US$250 million. BdB Japan was directed to transfer

remittances directly to the collection account managed by the New

York–based trust. The collection agent was to make principal and interest

payments to the investors. Excess collections were to be directed to the

originator BdB via the SPV.

Since remittances did not enter Brazil, the rating agencies believed that the

structure mitigated the usual sovereign transfer and convertibility risks. The

structure also mitigated the bankruptcy risk because the SPV had no other

creditors and hence could not go bankrupt. Of course, the risk of BdB go-

ing bankrupt existed, but such risk was minimal given the government-

owned BdB’s dominant position in Brazil. Furthermore, legal opinion held

that creditors would continue to have access to the pledged security (that

is, remittances) even if BdB were to file a bankruptcy petition. 

However, a number of residual risks remained, and they were difficult to

structure away. These included the performance risk—the ability and will-

ingness of BdB to garner remittances and deliver them to the collection ac-

count managed by the New York–based trustee; the product risk—the abil-

ity and willingness of Japan to generate remittances; and the diversion

risk—the possibility of BdB selling the remittance rights to another party.

The performance risk is generally captured in the issuer’s local currency rat-

ing. For entities such as banks, Fitch Ratings uses the going concern and

Standard & Poor’s uses the survival assessment of the originating entity in

rating an asset-backed transaction higher than the issuer’s local currency
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rating. This was the case for the BdB’s Nikkei Remittance Trust transaction,

which was rated BBB� by Standard & Poor’s, whereas BdB had a BB� lo-

cal rating. In reaching this decision, Standard & Poor’s took into account (1)

BdB’s position as the largest financial institution in Brazil (with a 2,900-

strong branch network), which makes it the most natural conduit for funds

transfers, (2) the long-established presence of BdB in Japan since 1972,

and (3) the importance of worker remittances in generating foreign ex-

change for the Brazilian government. 

Structure of BdB Remittance Securitization

Source: Standard & Poor’s 2002.

The product risk from volatility and seasonal fluctuations in remittances

was mitigated via overcollateralization or excess coverage, with a debt

service coverage ratio of 7.64x. Another element of the product risk was

partially mitigated by recognizing Japan’s need for workers to supplement

the native workforce, and the availability of Brazilians of Japanese de-

scent to fill this demand. Standard & Poor’s, however, recognized as con-

straints on the rating the possibilities of Japan obtaining workers from

countries other than Brazil, and of BdB selling remittance rights to anoth-

er party. It expressly identified the latter as an event of default, triggering

early amortization.

Banco do Brasil,
Japan

New York City–based trust

Remittance payments
via consent agreement
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$250 million
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(Box continues on the following page.)
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structures to achieve investment-grade ratings on their remittance-backed

foreign currency debt. In the case of El Salvador, for example, the remit-

tance-backed securities were rated investment grade, four notches above

the sub-investment-grade sovereign rating of BB. As table 2.5 shows, the

various remittance- or DPR-backed transactions were rated two to five

notches above the sovereign ratings. 

Skeptics have raised a number of concerns about the stability of remit-

tances, the incentives the governments may have to divert remittance

flows from banks involved in securitization, and the ability of banks to

securitize remittances that don’t belong to them. These concerns are

addressed in the next three sections.

Will remittances stay up in a crisis?

Whether remittances will hold up in a crisis appears to depend on the type

of crisis. Crises caused by natural disasters often bring about a rise in remit-

tances. Thus, countries in Asia that were hit by the tsunami in December

2004 collectively experienced a 33 percent surge in remittances in 2005 to

$21 billion. Similarly, the massive earthquakes in Turkey in August 1999

and Gujarat, India, in January 2001 raised rather than reduced remit-

Some elements of the sovereign risk also cannot be totally eliminated. For

example, Banco Central do Brasil can compel BdB to pay remittances di-

rectly to the central bank instead of the trust. A degree of protection against

this risk is provided by the fact that BdB is majority owned by the govern-

ment of Brazil. In other instances, remittance securitized transactions have

made designated correspondent banks sign a Notice and Acknowledge-

ment, binding under U.S. law (or the law of a highly rated country), that they

will make payments to the offshore trust. That would make the sovereign

reluctant to take the drastic step of requiring payments into the central

bank. Currency devaluation is yet another element of sovereign risk that

cannot be totally eliminated, even in structured transactions. For instance,

currency devaluation may affect the size and timing of remittances, partic-

ularly through formal channels.

Source: Standard & Poor’s 2002.

BOX 2.2 (continued)
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tances to Turkey and India, though by not as much as the rise in remit-

tances to the tsunami-affected countries in the Far East. The destructive

earthquake in Mexico City in 1985 also caused remittances to rise (figures

2.4 and 2.5). 

Crises caused by economic mismanagement, in contrast, seem to yield

mixed results. Mexico’s currency crisis at the end of 1994 did not lead to a

decline in remittances. In fact, remittances rose from $3.98 billion in 1994

to $4.12 billion in 1995. But the currency crisis in the Far East in 1997–98

did result in a modest decline in remittances. The combined remittances in

Indonesia, the Republic of Korea, the Philippines, and Thailand fell to $8.5

TABLE 2.5
Remittance- and DPR-Backed Transaction Ratings

Amount Transaction Sovereign Rating gain 
Year Issuer (US$ millions) rating rating (no. of notches)

2007 Banco Bradesco, Brazil 400 A� BB 5
2005 Banco de Credito del Peru 50 BBB BB� 2
2004 Banco Salvadoreno 25 BBB BB� 2
2002 Banco do Brasil 250 BBB� BB� 5
1998 Banco Cuscatlan, El Salvador 50 BBB BB 3

Source: Standard & Poor’s.

Source: World Bank 2007. 

FIGURE 2.4 
Rises in Remittances Following National Disasters
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billion in 1998 from $10 billion in 1997; however, remittances recovered

quickly and returned to their precrisis level in 1999. In contrast, Russia’s

debt default in 1998 caused a sizable 33 percent reduction in remittances,

to $1.3 billion in 1999, and the flows did not overtake their precrisis level

until 2004.

On the whole, the altruistic nature of remittances increases the

prospects of their resistance to cyclicality. The evidence on the determi-

nants of remittances to India shows that such flows are determined by the

number of migrants and their total earnings. India-specific factors such as

political uncertainty, interest rates, or exchange rate depreciation have lit-

tle impact on these flows (Gupta 2005). 

In any case, the risk of fluctuations in remittance flows can be easily

mitigated via overcollateralization in securitized transactions. The Banco

do Brasil Nikkei Remittance Trust securitization highlighted earlier pro-

vided for an excess debt service coverage ratio of 7.64x. Of course, a wildly

overvalued domestic currency that creates a massive parallel market pre-

mium can dry up remittance flows through official bank channels. This is

one risk that cannot be mitigated.

Source: World Bank 2007.

FIGURE 2.5 
Recovery of Remittances after Tsunamis
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Will the state take steps to divert remittances from private to

state-owned banks? 

The risk of the state taking steps to divert remittances away from private

banks exists. There is good reason to believe, however, that such risk is rel-

atively low. The state, after all, has no interest in inducing a default on the

remittance-securitized debt of a private bank because of its wider implica-

tions for the stability of the financial system. The larger the private bank is,

the greater are such systemwide implications. Hence, it is to be expected

that only large banks in developing countries would be able to convinc-

ingly mitigate the risk of adverse state action.

Will the central bank of the recipient country permit the

payment of remittances into an offshore escrow account?

This is a crucial question. Quite clearly, such a transaction can only be under-

taken with the blessing of the central bank. The belief is that the central

bank will recognize the value of a domestic bank accessing international

capital markets via securitization at a lower spread and longer maturity, and

hence will not insist that all remittance dollars be sold to the central bank.

Central banks in Brazil, Mexico, Turkey, and elsewhere have shown such

willingness despite the prevalence of significant capital controls.

How can a recipient bank show remittances as deposits for the

benefit of local residents if they are paid into an offshore escrow

account?

It is true that the remittances of, for example, Bangladeshis in the United

States to their relatives in Dhaka belong to either the senders or receivers.

The bank through which such remittances are channeled acts as an inter-

mediary in converting the dollars remitted into taka payments to recipi-

ents in Dhaka. Hence, a question is often raised as to how the

intermediating bank in Bangladesh can use the dollar remittances that it

does not own to securitize its dollar-denominated bond issuance? This

question has been raised now in two alternative ways—one, how can a

bank securitize flows that it does not own? Or two, how can a bank create

deposit liabilities in favor of recipients if the remittance dollars are paid

into an offshore escrow account?
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The answer to both these questions comes from the intermediation

function of the bank in a securitized transaction. What the securitization

structure allows the bank in Bangladesh to do is to purchase dollars from

the originators of remittances by promising to pay the recipients of remit-

tances the requisite amount of takas. The latter is done by creating deposit

liabilities in favor of remittance recipients. It makes little difference that

the dollars are paid into an offshore escrow account, because the bank in

Bangladesh has voluntarily surrendered the first claim on those dollars in

favor of the bondholders. The securitized bonds are the bank’s dollar-

denominated liabilities that are funded with future (purchased) flows of

dollar remittances. The taka liabilities of the bank in regard to the recipi-

ents of remittances can be funded with cash reserves and other assets. 

If the potential issuance is linked to the aggregate amount of workers’

remittances to developing countries, it could be as high as $24 billion per

year on the basis of the estimated 2007 remittances to all developing coun-

tries of $239.7 billion.10 But it seems appropriate to limit the scope of remit-

tance securitization to obtain a more realistic estimate of the potential. First,

only banks from speculative-grade countries rated at least B would be able

to achieve investment-grade ratings to their securitized transactions by

structuring away the sovereign risk. Second, only the top two or three

banks from countries with a minimum of $500 million in remittances are

likely to be big enough generators of remittances to make securitization

cost-effective. Limiting remittance securitization in this fashion to 25 coun-

tries sharply reduces the potential issuance to about $12 billion per year. In

deriving this potential, it is further assumed that only one-half of the

reported remittances are generated by the top two or three banks in each

qualifying country. Finally, once again the 5:1 overcollateralization ratio is

used to estimate the potential amounts reported in table 2.6. 

All the major countries in South Asia are recipients of large amounts of

remittances. Of these, India is rated BB�, and both Pakistan and Sri Lanka

are rated B� by Standard & Poor’s as regards their foreign currency long-

term creditworthiness. While Bangladesh is not rated at present, its rating

is estimated to be in the B� to B range on the basis of the shadow ratings

methodology developed by Ratha, De, and Mohapatra (2007). Given that

this is an estimate with up to one notch error on either side, Bangladesh is

also included among the potential issuers of bonds securitized by future

remittances. The total potential from South Asia is estimated at $4.2 billion

per year. Countries in East Asia and the Pacific, led by the Philippines,
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TABLE 2.6 
Potential for Remittance-Backed Securitization 
(US$ billions)

Country S&P Rating Remittances 2007 Potential

East Asia and the Pacific
Indonesia BB� 6.0 0.6
Philippines BB� 17.0 1.7
Vietnam BB� 5.0 0.5

28.0 2.8

Europe and Central Asia
Albania BB 1.5 0.1
Georgia B� 0.5 0.1
Serbia and Montenegro BB� 4.9 0.5
Tajikistan B� 1.3 0.1
Turkey BB� 1.2 0.1
Ukraine BB� 0.9 0.1

10.3 1.0

Latin America and the Caribbean
Brazil BB 4.5 0.5
Colombia BB 4.6 0.5
Costa Rica BB 0.6 0.1
El Salvador BB� 3.6 0.4
Guatemala BB 4.1 0.4
Peru BB 2.0 0.2

19.4 1.9

Middle East and North Africa
Egypt, Arab Rep. of BB� 5.9 0.6
Jordan BB 2.9 0.3
Morocco BB� 5.7 0.6
Yemen, Rep. of BB 1.3 0.1

15.8 1.6

South Asia
Bangladesh B 6.4 0.6
India BB� 27.0 2.7
Pakistan B� 6.1 0.6
Sri Lanka B� 2.7 0.3

42.2 4.2

Sub-Saharan Africa
Nigeria BB� 3.3 0.3
Senegal B� 0.9 0.1

4.2 0.4

All developing countries 119.9 12.0

Source: Authors’ calculations based on World Bank 2007 and Standard & Poor’s.
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have the second largest potential of $2.8 billion in remittance-backed secu-

ritizations. The other regions of the world that are likely candidates for the

issuance of remittance-backed debt include, in declining order of impor-

tance, Latin America and the Caribbean ($1.9 billion), the Middle East and

North Africa ($1.6 billion), Europe and Central Asia ($1.0 billion), and

Sub-Saharan Africa ($0.4 billion). The potential of Latin America and the

Caribbean is dampened somewhat because Mexico, the biggest recipient of

remittances in the region, has graduated to investment-grade rating.

Ecuador, another recipient of remittances estimated at $3.2 billion in 2007,

is rated CCC�, and hence is unlikely to receive investment-grade rating

via securitization.

Constraints on Securitization and the Role for Public Policy 

The estimated potential for asset-backed securitization reveals that there is

ample scope for developing countries to raise significant amounts of capi-

tal by securitizing future-flow receivables. Yet the actual size of such debt

issuance has been relatively small. This section explores the principal rea-

sons for this state of affairs. It then focuses on the role public policy can

play in alleviating some the constraints inhibiting issuance of debt backed

by future hard currency receivables. 

Given that the transaction rating is capped by the issuer’s local currency

credit rating, the best candidates for future-flow-backed transactions are

typically investment-grade issuers (in local currency terms) from below-

investment-grade sovereigns. However, a paucity of investment-grade

companies in below-investment-grade sovereigns inhibits developing

countries’ ability to issue securitized debt.11 This is where banks have an

advantage. Most governments are unlikely to allow banks to fail lest a sys-

temwide problem would emerge. Such inclination on the part of authori-

ties should keep banks going concerns, which would permit banks to keep

on generating workers’ remittances. 

Though investment-grade issuers in below-investment-grade countries

are the best candidates for future-flow asset-backed deals, it is essential that

the issuer countries provide certain institutional and legal protections if such

deals are to occur. In general, it is difficult to structure securitized transac-

tions in countries that have few laws on their books. Typically, less law

implies greater doubt and uncertainty, which makes it more difficult to



FUTURE-FLOW SECURITIZATION FOR DEVELOPMENT FINANCE 49

structure a deal. Bankruptcy law, in particular, is crucial for securitized trans-

actions. Ideally, the bankruptcy law should permit “true sale” of a future-

flow asset. However, it is possible to structure a securitized transaction by

examining the country’s history of adherence to existing laws or by deter-

mining if the law is ambiguous enough to permit a “true sale” opinion.12

Another significant constraint on the issuance of all future-flow receiv-

able-backed securities used to come from long lead times and the very spe-

cialized skills involved in putting together structures that mitigate various

elements of risk and allow rating agencies to rate these bonds above the

sovereign ceiling. The long lead times—often anywhere from six months

to over one year—deterred investment banks from pursuing such deals

aggressively. Also, the specialized skills necessary to structure asset-backed

transactions, together with the long lead times, implied that promoting

this business would be an expensive proposition for investment banks and

issuers who would eventually bear these costs. Legal costs involved in

structuring these transactions were reported to be particularly steep, at $2

million to $3 million per transaction. Furthermore, these high costs were

fixed. Thus, future-flow-backed issuance became affordable only when

large amounts of financing were raised. Consequently, only large issuers

who could justify raising large amounts of financing in the international

capital markets were expected to be viable candidates for this asset class. A

paucity of such entities among developing countries was therefore yet

another constraint on the growth of this asset class.

The above constraints have become much less relevant in recent years

thanks to the experience gained by issuers and investment banks alike.

Now international investment banks have the ability to structure future-

flow-backed deals in very short periods of time. Highly skilled and special-

ized professionals are no longer required as the asset class has become

amenable to the proverbial cookie-cutter approach. This is reflected in the

fact that all international investment banks, large and small, are now pro-

moting this product, often in teams of one or two professionals. The com-

petition among banks is so keen that structuring fees have reportedly fallen

sharply, to as little as 40 basis points. Rating agencies now charge about

$200,000 to rate such transactions. While 144A registration costs for

issuance have declined to between $250,000 and $300,000, Reg. S regis-

tration is even less expensive. Legal fees have also come down, especially

for repeat transactions, because lawyers can use the same documentation

developed earlier.13
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Absence of an appropriate legal infrastructure is yet another constraint

on the issuance of future-flow-backed securities. In addition to the absence

of appropriate legal structures, there is also a lack of consensus in develop-

ing countries and multinational institutions on the accounting treatment

of such transactions. For instance, should securitized debt be included in

determining debt limits under IMF programs? Since such debt is asset

backed, there is room to believe that it does not constitute net debt. But

the IMF often has been unwilling to exhibit any flexibility. Some coun-

tries—Colombia and República Bolivariana de Venezuela, for instance—

are known to lack the necessary legal framework to undertake DPR

securitization. Clearly, there is scope for public policy in this area to estab-

lish appropriate legal frameworks as well as flexible accounting rules.

Instead of attempting a grand overhaul of the legal system, countries

should be encouraged to have a focused approach. The most crucial law is

one governing bankruptcy. It is even more vital that the bankruptcy law

allows the pledged assets to remain pledged in the event of default, which

is the true sales principle. Beyond the bankruptcy code, developing coun-

tries should be encouraged to follow the general rule that more is better,

since less law means more doubt and greater cost in structuring securitized

transactions.

International financial institutions (IFIs) can also play a role in promot-

ing this asset class. The World Bank or the International Finance Corpora-

tion, for example, could provide credit enhancement (Corbi 2008). This

could come in the form of a “credit wrap” of the type that monoline insur-

ance companies make available to commercially driven transactions. In a

wrapped transaction, lower-rated tranches are elevated to a higher rating

by virtue of the guarantee from the credit enhancer. Because transactions

can be structured in different tranches, the World Bank could participate

in the senior or mezzanine or junior tranches, depending on the risk

volatility and its own objectives. Obviously, the ultimate objectives are 

(1) to facilitate access to funding for unrated or low-rated institutions, and

(2) to reduce the international capital market asymmetries and constraints

for new issuers from developing countries.

Alternatively, IFIs could boost the growth of future-flow remittance

securitization by providing direct or indirect guarantees. A direct guaran-

tee to the structured transaction may include a risk-sharing agreement

between the intermediary and the World Bank that limits the maximum

exposure to say 50 percent of a tranche. The risk-sharing agreement may
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also include pari-passu provisions that limit the risks in the case of insol-

vency of the originator by limiting the maximum exposure upon default,

thereby improving the recovery rates for the World Bank. An indirect

guarantee results in the World Bank providing a counter-guarantee to

other intermediaries that issue guarantees for the benefit of the transac-

tion’s bondholders. Finally, the World Bank can also get involved by pro-

viding a credit default swap or other equivalent instrument to enhance the

rating of the transaction. Any World Bank participation brings at least two

immediate benefits to the investor. First, it provides a triple-A rating to the

affected tranches. Second, it reduces regulatory capital requirement for

any bank investors. Capital adequacy requirements are zero percent under

Basel II versus 100 percent otherwise. 

Finally, and at the very least, IFIs like the World Bank can play a useful

function of educating public sector bureaucrats and private sector man-

agers in developing countries on the role that this asset class can play in

times of crisis and how best to identify and structure future-flow-backed

transactions.
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Annex: Additional Examples of Securitization

Example 1: Banco de Credito del Peru’s Securitization of Credit

Card Receivables

Amount: $100 million. Issue date: 11/12/1998. Maturity: 11/14/2005.

Future U.S. dollar receivables owed to Banco de Credito del Peru by Visa

International. Credit Rating AAA from Standard & Poor’s.

Credit card holders traveling to Peru buy goods and services and obtain

an advance in local currency from an ATM. The merchants sell the result-

ing vouchers to a local voucher-acquiring bank, which pays them cash.

The voucher-acquiring bank then obtains dollars from Visa. 

In a structured transaction, the voucher-acquiring bank (Banco de

Credito del Peru, in this instance) issues irrevocable instructions to the

credit card company (Visa, in this instance) to transfer all future payments

on credit card vouchers to an offshore account under the control of a

trustee. The trustee uses the monies paid into this account to make pay-

ments to the bondholders. This structured transaction is not subject to the

same sovereign risks as unstructured transactions. 

As figure 2A.2 shows, the Banco de Credito Overseas Ltd. (BCOL) Master

Trust, which receives payments from Visa, is outside the Peruvian jurisdic-

tion. The first claim on BCOL is from the bondholders. The Peruvian Central

Bank is not involved in the process. After paying principal and interest to the

bondholders, the BCOL Master Trust pays excess Visa payments on vouch-

ers to Banco de Credito Overseas Ltd. in the Bahamas, which in turn pays

the excess to Banco de Credito del Peru in Peru. The proceeds from the

issuance of the structured bonds flow to Banco de Credito del Peru via BCOL

Master Trust and Banco de Credito Overseas Ltd. in the Bahamas.

While this structure mitigates the usual convertibility and transfer risks,

two risks still remain. First, there is the risk of fluctuations in the volume

of vouchers due to (1) variation in tourism, (2) relations with vendors, and

(3) devaluation of Peru’s currency, nuevo sol. Second, there is the risk of

Banco de Credito del Peru becoming insolvent. 

These risks can be reduced (not eliminated) through excess collateral.

The rating agencies examine data on tourist arrivals and expenditures and

subject the data to stress tests. The results of these tests are used to deter-

mine the necessary excess coverage. In the case of Banco de Credito del

Peru (see figure 2A.1), the amount of future-flow receivables transferred
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to the BCOL Master Trust were set at 2.5 times the debt service require-

ments. The structure described above plus the excess collateralization

resulted in the transaction receiving a AAA credit rating from Standard &

Poor’s as opposed to the BB sovereign credit rating of Peru in 1998. 

Example 2: Pemex Finance Limited Securitization of Crude Oil

Receivables

Amount: Nine issuances during 1998 and 1999, each up to $500 million.

Future U.S. dollar receivables owed to Pemex Finance Ltd. by designated

customers who will receive Mayan crude oil from Pemex Exploración y

Producción (PEP), via Petroleos Mexicos Internacional (PMI). Rating BBB.

PMI arranges to sell Mayan crude oil, or some other crude oil type if

Mayan becomes unavailable, to designated customers who agree to deposit

their payments into an offshore collection account. PMI, a subsidiary of

Pemex, is the distributor for Mayan crude oil, which is produced by PEP.

Pemex Finance Ltd. is the offshore issuer of notes. It purchases the receiv-

ables from PMI via the offshore Pemex subsidiary, PMI Services. 

Figure 2A.2 shows that sales of the crude oil to designated customers

and of receivables to PMI Services are out of the jurisdiction of the Mexi-

Source: Standard & Poor’s 1999a, 80.

FIGURE 2A.1 
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can government. The first claim on the receivables is from the note hold-

ers, and the Mexican central bank is not involved in the process. Chase

Manhattan Bank has agreed to administer the issuance of all debt and the

payment of interest and principal on such debt in accordance with Pemex’s

agreements. After paying note holders principal and interest, excess pay-

ments, based on fluctuation in crude oil prices, are paid to PMI Services

and PMI, via the offshore collection account. 

While this structure mitigates the usual convertibility and transfer risks,

other risks still remain. Primarily, there is a risk that a fluctuation in crude

oil prices will result in revenues insufficient to cover the interest and prin-

cipal due to note holders. The overcollateralization of the notes minimizes

this risk—PMI will provide a minimum coverage ratio of three times the

amount needed for payment of interest and principal. Designated cus-

tomers have also signed agreements acknowledging their commitment to

purchase crude oil and to make any future payments into the offshore col-

lection account. Further enhancing the strength of such issuance is

Pemex’s track record of timely servicing of debt in the past. As a result of

these enhancements, Standard & Poor’s rated the credit of 1998 and 1999

Source: Standard & Poor’s 1999a, 114.

FIGURE 2A.2 
Crude Oil Receivables Structure
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tranches A-2 and A-4 and 1999 tranche A-5 as BBB. Rated as AAA are

1998 and 1999 tranches A-1 and A-3, as they are insured by MBIA and

AMBAC. These ratings are clearly favorable relative to the BB foreign cur-

rency rating of the United Mexican States. 

Notes

1. SWIFT, the Society for Worldwide Interbank Financial Telecommunication, is
the global provider of secure financial messaging services. 

2. Monoline insurance companies that provide guarantees to issuers may not be
able to play a big role in providing wraparound insurance to issuers from
developing countries in the near future, given their current credit problems. 

3. This out-of-court settlement also prevented a test of the “true sales” principle
supported by widespread legal opinion from developing countries.

4. Note that even a 50 basis points saving on spread can be significant due to the
compounding effect. For example, a 100 basis points spread saving translates
into roughly $5 million interest saving after four years on a $100 million loan. 

5. International capital flows are a way of smoothing adjustments to shocks. In a
developing country, the link with international capital markets tends to be
weak, and also the domestic capital market tends to be underdeveloped. Both
these weaknesses limit the role of international capital in smoothing adjust-
ment to shocks (Caballero 2000).

6. But this understates the true size of the asset class, because little information
is available about unrated transactions. Data were compiled from the Interna-
tional Structured Finance Special Reports for various years from Fitch Ratings,
Structured Finance Special Reports from Moody’s, and Structured Finance
Emerging Markets Ratings List from Standard & Poor’s.

7. The Pemex oil exports deal was part of the conditions in the U.S. Treasury’s
rescue package for Mexico, following the 2004 Tequila crisis, which ended the
Mexican peso’s parity against the U.S. dollar (see Rubin and Weisberg 2004.
The deal was funded using the U.S. Exchange Stabilization Fund. 

8. Given the recent rapid rise in workers’ remittances to developing countries,
the potential for remittance-backed securitization is discussed in detail in the
following section. 

9. The above calculation does not include many sources of foreign exchange
earnings for developing countries. One omission, for example, is telephone
receivables, although with falling costs of international phone calls, the poten-
tial is decreasing in this sector. 

10. Although excess coverage helps mitigate elements of product risk, it also reduces
the total amount of funds that can be raised with future-flow receivables.

11. This calculation is based on data from the World Bank’s Remittance Data from
November 29, 2007 (World Bank 2007). It also assumes that only one-half of
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the estimated remittances are channeled through banks. Finally, it assumes
that the overcollateralization ratio is 5:1. 

12. For instance, S&P had local currency ratings on 95 nonfinancial-sector com-
panies in speculative-grade Latin American and Caribbean countries in mid-
2007. Of these, only 15 were rated investment grade. 

13. If a developing country were to adopt the U.S. bankruptcy code, which does
not give creditors access to future-flow assets once a bankruptcy petition is
filed, the potential for future-flow securitizations from that country is likely to
be greatly reduced.

14. Based on the author’s discussions at Deutsche Bank, Moody’s Investor Serv-
ices, and Standard & Poor’s.
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Diasporas and their economic status in their adopted countries are fast

becoming a source of pride as well as financial resources for developing

countries. If seeking remittances is a way of tapping into diaspora income

flows on a regular basis,1 issuance of hard currency–denominated bonds to

the diaspora is a way of tapping into the latter’s wealth accumulated

abroad. This chapter examines Israel’s and India’s track records to draw

generalized conclusions about the viability of diaspora bonds as a develop-

ment financing instrument. 

Diaspora bonds are not yet widely used as a development financing

instrument. Israel since 1951 and India since 1991 have been on the fore-

front in raising hard currency financing from their respective diasporas.

Bonds issued by the Development Corporation for Israel, established in

1951 to raise foreign exchange resources from the Jewish diaspora, have

totaled well over $25 billion. Diaspora bonds issued by the government-

owned State Bank of India have raised over $11 billion to date. The gov-
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ernment of Sri Lanka has also sold Sri Lanka Development Bonds since

2001 to several investor categories, including nonresident Sri Lankans,

raising a total of $580 million to date.2 South Africa is reported to have

launched a project to issue Reconciliation and Development bonds to both

expatriate and domestic investors (Bradlow 2006). Although the Lebanese

government has had no systematic program to tap its diaspora, anecdotal

evidence indicates that the Lebanese diaspora has also contributed capital

to the Lebanese government.3

Diaspora bonds are different from foreign currency deposits (FCDs) that

are used by many developing countries to attract foreign currency

inflows.4 Diaspora bonds are typically long-dated securities to be redeemed

only upon maturity. FCDs, in contrast, can be withdrawn at any time. This

is certainly true of demand and saving deposits. But even time deposits can

be withdrawn at any time by forgoing a portion of accrued interest. There-

fore, FCDs are likely to be much more volatile, requiring banks to hold

much larger reserves against their FCD liabilities, thereby reducing their

ability to fund investments. Diaspora bonds, in contrast, are a source of

foreign financing that is long term. Hence, the proceeds from such bonds

can be used to finance investment. 

Diaspora bonds may appear somewhat similar to the Islamic bonds. But

unlike diaspora bonds, Islamic bonds are governed by Islamic laws (sharia)

that forbid paying or receiving interest. The Islamic bonds are structured as

asset-backed securities of medium-term maturity that give investors a share

of the profit associated with proceeds from such issuance. The international

Islamic bond market is divided into sovereign (and quasi-sovereign) and

corporate sukuk markets. In 2001, the Bahrain Monetary Agency was the

first central bank to issue Islamic bonds with three- and five-year maturi-

ties. The German state of Saxony-Anhalt was the first non-Muslim issuer of

sukuk bonds when it tapped the global Islamic debt market in 2004 for 100

million euros. The largest issue of Islamic bonds to date, with a seven-year

maturity, was the sale of Qatar global sukuk for $700 million. Two factors

have contributed to the recent rapid rise in Islamic bond issuance: growing

demand for sharia-compliant financial instruments from Muslim immi-

grant and non-immigrant populations around the world, and the growing

oil wealth in the Gulf region (El Qorchi 2005).

The diaspora purchases of bonds issued by their country of origin are

likely to be driven by a sense of patriotism and the desire to contribute to

the development of the home country. Thus, there is often an element of
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charity in these investments. The placement of bonds at a premium allows

the issuing country to leverage the charity element into a substantially

larger flow of capital. To the investors, diaspora bonds provide an opportu-

nity to diversify asset composition and improve risk management.

The rest of the chapter is organized as follows. The next two sections

examine the experiences of diaspora bond issuance by Israel and India.

Then the chapter elaborates why issuers as well as investors find diaspora

bonds attractive. Minimum conditions for the issuance of diaspora bonds

are discussed next, with the objective of identifying several potential

issuers. The final section provides a summary of findings and discussion of

future research. 

Israeli Experience

The Jewish diaspora in the United States (and to a lesser extent Canada)

has supported development of Israel by buying bonds issued by the Devel-

opment Corporation for Israel (DCI). The DCI was established in 1951

with the express objective of raising foreign exchange for the state of Israel

from Jewish diaspora abroad (as individuals and communities) through

issuance of nonnegotiable bonds. Israel views this financial vehicle as a

stable source of overseas borrowing as well as an important mechanism for

maintaining ties with diaspora Jewry. Nurturing of such ties is considered

crucial, as reflected in the fact that the DCI offerings of diaspora bonds are

quite extensive, with multiple maturities and minimum subscription

amounts that range from a low of $100 to a high of $100,000. The dias-

pora is also valued as a diversified borrowing source, especially during

periods when the government has difficulty borrowing from other exter-

nal sources. Opportunity for redemption of these bonds has been limited,

and history shows that nearly all DCI bonds are redeemed only at matu-

rity. Furthermore, some $200 million in maturing bonds were never

claimed (Chander 2005).

The Israeli Knesset passed a law in February 1951 authorizing the flota-

tion of the country’s first diaspora bond issue, known as the Israel Inde-

pendence Issue, thereby marking the beginning of a program that has

raised over $25 billion since inception (figure 3.1). In May 1951, David

Ben-Gurion, Israel’s first prime minister, officially kicked off the Israeli

diaspora bond sales drive in the United States with a rally in New York and
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then undertook a coast-to-coast tour to build support for it. This first road

show was highly successful and raised $52.6 million in bond sales. The DCI

bonds make up roughly 32 percent of the government’s outstanding exter-

nal debt of $31.4 billion as of end-December 2005.

The history of DCI bond issuance reveals that the characteristics of such

bond offerings have changed with time. Until the early 1970s, all DCI

issues were fixed-rate bonds with maturities of 10 to 15 years (table 3.1).

In the mid-1970s, DCI decided to target small banks and financial compa-

nies in the United States by issuing 10-, 7- and 5-year notes in denomina-

tions of $150,000, $250,000, and $1,000,000 at prime-based rates.

Subsequently, the DCI changed its policy and began to retarget Jewish

communities rather than banks and financial companies. The DCI also sold

floating-rate bonds from 1980 to 1999. The minimum amount on floating-

rate bonds was set at $25,000 in 1980 and reduced to $5,000 in December

1986. The maturity terms on these bonds were set at 10 to 12 years, and

interest rates were calculated on the basis of the prime rate. Of the total

DCI bond sales of $1.6 billion in 2003, fixed-rate bonds made up 89.5 per-

cent, floating-rate bonds totaled 2.9 percent, and notes were 7.6 percent

(figure 3.2).

Source: Bank of Israel.
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Currently, Israel uses proceeds from bond sales to diaspora Jewry to

finance major public sector projects such as desalination, construction of

housing, and communication infrastructure. The Ministry of Finance

defines DCI’s annual borrowing policy in accordance with the govern-

TABLE 3.1 
Bond Offerings by Israel

Bond type Dates Maturity Minimum (US$) Rate basis

Fixed rate 1951–80 10–15 yrs N/A 4.0
Fixed rate 1990 on 10 yrs N/A Market based
Fixed rate—EDI 1993 10 yrs 25,000 Market based, 6-month
Fixed rate—Zero Coupon 1993 10yrs 6,000 Market based, at redemption 
Fixed rate—Jubilee 1998 5–10 yrs 25,000 Market based, 6-month

Notes Mid-1970s 10 yrs 150,000 Prime based
7 yrs 250,000
5 yrs 1,000,000

Floating rate 1980–92 10-12 yrs 25,0000, 5,000 Prime based
Floating rate 1993–99 10 yrs 5,000 Prime based
Floating rate Since end-1999 10 yrs N/A Libor based

Source: Bank of Israel.

Source: Bank of Israel.

FIGURE 3.2 
Israeli Bond Sales by Type, 1951–2007 
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ment’s foreign exchange requirements. The Finance Ministry periodically

sets interest rates and more recently other parameters on different types of

DCI bonds to meet the annual borrowing target. Still, the Israeli govern-

ment does not consider borrowings from diaspora Jewry as a market-based

source of finance. Accordingly, it does not seek credit ratings on these

bonds from rating agencies such as Standard & Poor’s and Moody’s. 

Comparison of interest rates on fixed-rate DCI bonds versus those on

10-year U.S. Treasury notes shows the large extent of discount offered by

the Jewish diaspora in purchasing these bonds. Interest rates on DCI fixed-

rate bonds averaged about 4 percent from 1951 to 1989. Although the 10-

year U.S. Treasury rates were lower than 4 percent only from 1951 to

1958, they have been higher than 4 percent since. Of course, as the U.S.

Treasury rates kept on rising rapidly in the 1980s, and buying DCI bonds

at 4 percent implied steep discounts, demand for the fixed-rate issues

waned in favor of floating-rate debt (figures 3.2 and 3.3). The sharp decline

in U.S. rates since 2002 has rekindled investor interest in fixed-rate DCI

bonds, however. The degree of patriotic discount has dwindled in recent

years, and rates on fixed-rate DCI bonds have exceeded 10-year U.S. Treas-

ury yields. This is perhaps owing to the fact that younger Jewish investors

are seeking market-based returns. Perhaps more important, the decline in

patriotic discount is also due to the Ministry of Finance developing alter-

native sources of external financing such as negotiable bonds guaranteed

by the U.S. government, nonguaranteed negotiable bonds, and loans from

banks. These instruments, which trade in the secondary market, provide

alternative avenues for acquiring exposure to Israel. Consequently, inter-

est rates on DCI bonds have to be competitive—in fact a tad higher than

those on the above alternative instruments, given that DCI bonds are non-

negotiable (Rehavi and Weingarten 2004). 

The over-50-year history of DCI bond issuance reveals that the Israeli

government has nurtured this stable source of external finance that has

often provided it foreign exchange resources at a discount to the market

price. Over the years, the government has expanded the range of instru-

ments available to Jewish diaspora investors. The pricing of these bonds

has also recognized the changing nature of the target investor population.

In the early years, the DCI sold bonds to diaspora Jewry (principally in the

United States) who had a direct or indirect connection with the Holocaust

and hence were willing to buy Israeli bonds at deep discount to market.

But the old generation is being replaced by a new one, whose focus is
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increasingly on financial returns. Accordingly, the DCI bond offerings have

had to move in recent years toward market pricing. 

No commercial or investment banks or brokers have been involved in

the marketing of Israeli diaspora bonds. Instead, these bonds are sold

directly by DCI, with the Bank of New York acting as the fiscal agent. Cur-

rently, about 200 DCI employees in the United States maintain close con-

tacts with Jewish communities in the various regions of the United States

so as to understand investor profiles and preferences. They host investor

events in Jewish communities with the express purpose of maintaining

ties and selling bonds. 

Indian Experience

On three separate occasions the Indian government has tapped its diaspora

base of nonresident Indians for funding: India Development Bonds (IDBs)

following the balance-of-payments crisis in 1991 ($1.6 billion), Resurgent

India Bonds (RIBs) following the imposition of sanctions in the wake of

nuclear testing in 1998 ($4.2 billion), and India Millennium Deposits

(IMDs) in 2000 ($5.5 billion). The conduit for these transactions was the

Sources: Bank of Israel and U.S. Federal Reserve.

FIGURE 3.3 
Discount on Israeli DCI Bonds Compared with U.S. Treasuries, 1953–2007
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government-owned State Bank of India (SBI). The India Development

Bonds provided a vehicle to nonresident Indians to bring back funds that

they had withdrawn earlier that year as the country experienced a bal-

ance-of-payments crisis. The IDBs, and subsequently the Resurgent India

Bonds and India Millennium Deposits, paid retail investors a higher return

than they would have received from similar financial instruments in their

country of residence. India also benefited because the diaspora investors

did not seek as high a country risk premium as markets would have

demanded. While this may have reflected different assessments of default

probabilities, a more plausible explanation resides in investors of Indian

origin viewing the risk of default with much less trepidation.5

The IDBs, RIBs, and IMDs all had five-year bullet maturity. The issues

were done in multiple currencies—U.S. dollar, British pound, Deutsche

mark/euro. Other relevant characteristics of the offerings are set out in

table 3.2.

Unlike the Jewish diaspora, the Indian diaspora provided no patriotic

discount on RIBs and only small ones on IMDs. When RIBs were sold in

August 1998 to yield 7.75 percent on U.S. dollar–denominated bonds, the

yield on BB-rated U.S. corporate bonds was 7.2 percent. Thus, there was

TABLE 3.2 
Diaspora Bonds Issued by India

Amount 
Bond type (US$ billions) Year Maturity Minimum Coupon (%)

India Development Bonds (IDBs) 1.6 1991 5 yrs
U.S. dollar — 9.50
British pound — 13.25

Resurgent India Bonds (RIBs) 4.2 1998 5 yrs
U.S. dollar 2,000* 7.75
British pound 1,000** 8.00
Deutsche mark 3,000* 8.25

India Millennium Deposits (IMDs) 5.5 2000 5 yrs
U.S. dollar                                                                                                                      2,000* 8.50
British pound 2,000** 7.85
Euro 2,000* 6.85

Source: State Bank of India.

Note: — not available.

* plus multiples of 1,000 in U.S. dollars and euros; ** plus multiples of 500 in British pound sterling.
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no discount on the RIBs. As for the IMDs, the coupon was 8.5 percent,

while the yield on the comparably rated U.S. corporate bonds was 8.9 per-

cent for a 40-basis-points discount. In any case, Indian diaspora bonds pro-

vided much smaller discounts in comparison to Israel’s DCI bonds.

From a purely economic perspective, the SBI’s decision to restrict access

to RIBs and IMDs to investors of Indian origin appears a bit odd. Why limit

the potential size of the market? First, restricting the RIB and IMD sales to

the Indian diaspora may have been a marketing strategy introduced in the

belief that Indian investors would be more eager to invest in instruments

that are available exclusively to them. Second, the SBI perhaps believed

that the Indian diaspora investors would show more understanding and

forbearance than other investors if India encountered a financial crisis.

Having local currency–denominated current and/or contingent liabilities,

the Indian diaspora investors might be content to receive debt service in

rupees. In addition to the above reasons, however, the KYC (know your

customer) reasoning offered by SBI officials to restrict market access to the

Indian diaspora appears quite convincing. The SBI concluded that it knew

its Indian diaspora investor base well enough to feel comfortable that the

invested funds did not involve drug money. 

India’s diaspora bonds differ from Israel’s in several ways (table 3.3).

First, Israel views diaspora Jewry as a permanent fountain of external cap-

ital, which the DCI has kept engaged by offering a variety of investment

vehicles on terms that the market demanded over the years. India, how-

ever, has used the diaspora funding only opportunistically.

TABLE 3.3 
Comparison of Diaspora Bonds Issued by Israel and India

Israel India

Annual issuance since 1951 Opportunistic issuance in 1991, 1998, and 2000
Development-oriented borrowings Balance-of-payments support
Large though declining patriotic discount Small patriotic discount, if any
Fixed, floating-rate bonds and notes Fixed-rate bonds
Maturities from 1 to 20 years with bullet repayment Five year with bullet maturity
Direct distribution by DCI SBI distribution in conjunction with international banks
Targeted toward but not limited to diaspora Limited to diaspora
SEC registered No SEC registration 
Nonnegotiable Nonnegotiable

Source: Authors.
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Second, the SBI has restricted the sales of its diaspora bonds only to

investors of Indian origin. Israel, in contrast, has not limited the access to

only the diaspora Jewry. Finally, while the DCI has registered its offerings

with the U.S. Securities and Exchange Commission (SEC), the SBI has

opted out of SEC registration. 

As Chander (2001) points out, the SBI decision to forgo SEC registra-

tion of RIBs and IMDs raises several interesting issues. As for the RIBs,

India managed to sell them to Indian diaspora retail investors in the United

States without registering the instrument with the SEC. India made the

argument that RIBs were bank certificates of deposits (CDs) and hence

came under the purview of U.S. banking rather than U.S. securities laws.

Indeed, the offer document described the RIBs as “bank instruments rep-

resenting foreign currency denominated deposits in India.” Like time CDs,

the RIBs were to pay the original deposit plus interest at maturity. RIBs

were also distributed through commercial banks; there were no under-

writers. Though the SEC did not quite subscribe to the Indian position, the

SBI still sold RIBs to U.S.-based retail investors of Indian origin. However,

the bank was unable to use the same approach when it came to the IMDs,

which were explicitly called deposits. Still, the SBI chose to forgo U.S. SEC

registration. Instead of taking on the SEC, the SBI placed IMDs with Indian

diaspora in Europe, the Gulf States, and the Far East. 

Generally, high costs, stringent disclosure requirements, and lengthy

lead times are cited as the principal deterrents to SEC registration; but

these were probably not insurmountable obstacles. Costs of registration

could not have exceeded $500,000, an insignificant amount compared

with the large size of the issue and the massive size of the U.S. investor

base of Indian origin to which the registration would provide unfettered

access. The disclosure requirements also would not likely have been a

major constraint for an institution like the SBI, which was already operat-

ing in a stringent regulatory Indian banking environment. The relatively

long lead time of up to three months was an issue and weighed on the

minds of SBI officials, especially when RIBs were issued in the wake of the

nuclear tests and resulting sanctions. However, SBI officials instead

pointed to the plaintiff-friendly U.S. court system in relation to other juris-

dictions as the principal reason for eschewing SEC registration. As Roberta

Romano explained: “In addition to class action mechanisms to aggregate

individual claims not prevalent in other countries, U.S. procedure—

including rules of discovery, pleading requirements, contingent fees, and
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the absence of a ‘loser pays’ cost rule—are far more favorable to plaintiffs

than those of foreign courts” (Romano 1998, 2424). Finally, high-priced

lawyers also make litigation in the United States quite expensive. A com-

bination of these attributes poses a formidable risk to issuers bringing offer-

ings to the U.S. market (Chander 2001). 

India’s decision to forgo SEC registration implied the avoidance of both

U.S. laws and U.S. court procedures. Chander (2001) presented four rea-

sons why an issuer involved in a global offering might seek to avoid mul-

tiple jurisdictions. First, compliance with the requirements of multiple

jurisdictions is likely to escalate costs quite sharply. Second, the substan-

tive features of the law may be unfavorable or especially demanding for

particular types of issuers or issues. For example, countries have differing

definitions of what constitute securities. Third, compliance with the

requirements of multiple jurisdictions can delay offerings because of the

time involved in making regulatory filings and obtaining regulatory

approvals. While the prefiling disclosure requirements under Schedule B

of the Securities Act in the United States are very limited, a market prac-

tice has developed to provide a lot of detailed economic and statistical

information about the country, possibly to avoid material omissions. Put-

ting together such information for the first time can prove daunting.

Finally, the application of multiple regulatory systems to a global offering

can potentially subject the issuer to lawsuits in multiple jurisdictions.

Perhaps an argument can be made, as in Chander (2001), that

investors should be allowed to divest themselves from U.S. securities law

in their international investments if they so choose. This approach could

be generalized by giving investors the choice of law and forum, which is

a principle recognized by U.S. courts for international transactions. The

law and forum would then become another attribute of the security,

which would influence its market price. Giving investors the choice of

law and forum can be supported on efficiency grounds, provided that

rational and well-informed investors populate the market. Proposals giv-

ing such a choice to investors were floated toward the end of the 1990s

(Choi and Guzman 1998; Romano 1998). But markets were roiled since

then by the collapse of Enron and MCI, signaling that markets were not

always working in the best interest of investors. In view of this, it is

highly unlikely that the SEC or the U.S. Congress would in the near

future relax regulations and permit international investors to opt out of

U.S. laws and courts (Chander 2005). 
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Nonetheless, an eventual shift toward a more permissive environment

may occur as more and more investors vote with their feet and adopt laws

and courts of a country other than the United States. This is already hap-

pening. Of the 25 largest stock offerings (initial public offerings, or IPOs) in

2005, only one was made in the United States (Zakaria 2006). Further-

more, nine of 10 IPOs in 2006 were also done in overseas markets. Indeed,

a new effort has been launched in New York to recommend changes to the

2002 Sarbanes-Oxley Act and other laws and regulations that are believed

to hinder the competitiveness of U.S. capital markets.6 Chinese companies

often cite the latter as the principal concern that leads them to issue stocks

outside the United States (Murray 2006). In the short term, however,

countries wishing to raise capital from diaspora investors will have to reg-

ister their offerings with the U.S. SEC if they wish to have access to the

retail U.S. diaspora investor base. If they opt to eschew SEC registration,

they will then lose their ability to sell in the retail U.S. market.

Rationale for Diaspora Bonds 

Diaspora bonds are as attractive to issuers as they are to investors. From

the issuer’s point of view, they are a reliable source of financing during

times of difficulty. From the investor’s perspective, they offer an attractive

alternative for diversifying risk.  

Rationale for the Issuer

Countries are expected to find diaspora bonds an attractive vehicle for

securing a stable and cheap source of external finance. Since patriotism is

the principal motivation for purchasing diaspora bonds, diaspora bonds are

likely to be in demand in fair as well as foul weather.7 Also, the diaspora is

expected to provide a “patriotic” discount in pricing these bonds. The

Israeli and to a lesser extent the Indian experience is clearly in keeping

with this hypothesis. 

The patriotic discount, which is tantamount to charity, raises an inter-

esting question as to why a country should not seek just charitable contri-

butions from their diaspora instead of taking on debt associated with the

diaspora bonds. Seeking handouts may be considered politically degrading

in some countries. More important, diaspora bonds allow a country to
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leverage a small amount of charity into a large amount of resources for

development.

Yet another factor that might play into the calculus of the diaspora

bond–issuing nation is the favorable impact it would have on the country’s

sovereign credit rating. Nurturing a reliable source of funding in good as

well as bad times improves a country’s sovereign credit rating. Rating agen-

cies believe that Israel’s ability to access the worldwide Jewry for funding

has undoubtedly supported its sovereign credit rating. But Standard &

Poor’s does not view this source of funding as decisive in determining

Israel’s credit rating. In reaching this conclusion, Standard & Poor’s cites

Israel’s inability to escape a painful adjustment program in the 1980s. In

other words, the availability of financing from the Jewish diaspora did not

allow Israel to avoid a crisis rooted in domestic mismanagement. Although

the Jewish diaspora investors have stood by Israel whenever the country

has come under attack from outside, they have not been as supportive

when the problems were caused by economic mismanagement at home.  

While concurring with the above assessment, Moody’s analysts also

point out that the mid-1980s’ economic adjustment, which brought down

inflationary expectations, and the 2002–03 structural reforms have

improved Israel’s economic fundamentals such that the country has

sharply reduced its dependence on foreign financing. Furthermore, dias-

pora bonds and the U.S. government–guaranteed debt make up the bulk

of Israel’s total external indebtedness; market-based debt is only about 13

percent of total public sector foreign debt at end-December 2005. As a

result, Israel’s ability to issue diaspora bonds is now much more important

in underpinning Israel’s sovereign credit rating than it was in the 1980s

when the country had much larger financing requirements. 

India’s access to funding from its diaspora did not prevent the rating

agencies from downgrading the country’s sovereign credit rating in 1998

following the imposition of international sanctions in the wake of nuclear

testing. Moody’s downgraded India from Baa3 to Ba2 in June 1998, and

Standard & Poor’s cut the rating to BB from BB� in October 1998. But the

excellent reception that RIBs and IMDs received in difficult circumstances

has raised the relevance of diaspora funding to India’s creditworthiness.

Unlike Israel, however, India has not made diaspora bonds a regular fea-

ture of its foreign financing forays. Instead, diaspora bonds are used as a

source of emergency finance. Without explicitly acknowledging as much,

India has tapped this funding source whenever the balance of payments
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has threatened to run into deficit. The country’s ability to do so is now per-

ceived as a plus. 

Rationale for the Investors

Why would investors find diaspora bonds attractive? Patriotism, in large

part, explains why investors purchase diaspora bonds. The discount from

market price at which Israel, India, and Lebanon have managed to sell

such bonds to their respective diaspora is a reflection of the charity implicit

in these transactions. Up to the end of the 1980s, Israel’s DCI sold bonds

with 10- to 15-year maturities to Jewish diaspora in the United States (and

Canada to a lesser extent) at a fixed rate of roughly 4 percent without any

reference to changes in U.S. interest rates. U.S. 10-year yields over the

same time period averaged 6.8 percent, implying a significant discount to

market rates. It was only in the 1990s that interest rates paid by the DCI

started to rise in the direction of market interest rates. 

Beyond patriotism, however, several other factors may also help explain

diaspora interest in bonds issued by their country of origin. Principal

among these is the opportunity such bonds provide for risk management.

The worst-case default risk associated with diaspora bonds is that the issu-

ing country would be unable to make debt service payments in hard cur-

rency. But the issuing country’s ability to pay interest and principal in local

currency terms is perceived to be much stronger, and therein lies the

attractiveness of such bonds to diaspora investors. Typically, diaspora

investors have current or contingent liabilities in their home country and

hence may not be averse to accumulating assets in local currency. Conse-

quently, they view the risk of receiving debt service in local currency terms

with much less trepidation than purely dollar-based investors. Similarly,

they are also likely to be much less concerned about the risk of currency

devaluation. SBI officials have been quite explicit in stating that the Indian

diaspora knew SBI to be rupee rich and hence never questioned its ability

to meet all debt service obligations in rupees.8

Still other factors supporting purchases of diaspora bonds include the

satisfaction that investors reap from contributing to economic growth in

their home country. Diaspora bonds offer investors a vehicle to express

their desire to do good in their country of origin through investment. Fur-

thermore, diaspora bonds give investors the opportunity to diversify their

assets away from their adopted country. Finally and somewhat specula-



DEVELOPMENT FINANCE VIA DIASPORA BONDS 73

tively, diaspora investors may also believe that they have some influence

on policies at home, especially on bond repayments.

Conditions and Candidates for Successful Diaspora Bond Issuance 

The sizable Jewish and Indian diasporas in the United States, Europe, and

elsewhere have contributed to the success of Israel and India in raising

funds from their respective diaspora. Many members of these diaspora

communities have moved beyond the initial struggles of immigrants to

become quite affluent. In the United States, for example, Jewish and Indian

communities have among the highest levels of per capita income. In 2000,

the median income of Indian-American and Jewish households in the

United States was $60,093 and $54,000, respectively, versus $38,885 for all

U.S. households.9 Like all immigrants, they are also known to have savings

higher than the average U.S. savings rate. As a result, they have a sizable

amount of assets invested in stocks, bonds, real estate, and bank deposits.

Many other nations have large diaspora communities in the high-income

Organisation for International Co-operation and Development (OECD)

countries (table 3.4).10 The presence of tens of millions of Mexican nation-

als in the United States is quite well known. Three regions—Asia, Latin

America and the Caribbean, and Eastern Europe—have significant diaspora

presence in the United States. The principal countries from each region in

declining order of numerical strength include the Philippines, India, China,

Vietnam, and Korea, from Asia; El Salvador, the Dominican Republic,

Jamaica, Colombia, Guatemala, and Haiti, from Latin America and the

Caribbean; and Poland, from Eastern Europe. Diaspora presence is also sig-

nificant in other parts of the world, for example, Korean and Chinese dias-

poras in Japan; Indian and Pakistani diasporas in the United Kingdom;

Turkish, Croatian, and Serbian diasporas in Germany; Algerians and Moroc-

cans in France; and large pools of migrants from India, Pakistan, the Philip-

pines, Bangladesh, Indonesia, and Africa in the oil-rich Gulf.

For diaspora investors to purchase hard currency bonds issued by their

countries of origin, it would seem that there has to be a minimum level of

governability. Absence of governability, as reflected in civil strife, is clearly

a detriment to selling diaspora bonds. Though this requirement would not

disqualify most countries in the Far East and many in Eastern Europe,

countries such as Cuba, Haiti, and Nigeria (and several others in Africa),
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which have large diasporas abroad but have low levels of governability,

may be found wanting. Israeli and Indian experience also shows that coun-

tries will have to register their diaspora bonds with the U.S. SEC if they

want to tap the retail U.S. market. The customary disclosure requirements

of SEC registration may prove daunting for some countries. Some of the

African and East European countries and Turkey, with significant diaspora

presence in Europe, however, will be able to raise funds on the continent,

where the regulatory requirements are relatively less stringent than in the

United States. Arguably, diaspora bonds could also be issued in the major

TABLE 3.4 
Countries with Large Diasporas in the High-Income OECD Countries

Emigrant stock

Population % of Rule-of-law 
Country (thousands) population indicator

Mexico 10,476 10.16 �0.51
Turkey 3,725 5.17 0.08
China 2,705 0.21 �0.42
Philippines 2,475 2.93 �0.44
India 2,380 0.22 0.13
Morocco 2,228 7.39 �0.08
Vietnam 1,839 2.21 �0.41
Serbia and Montenegro 1,815 22.56 �0.86
Poland 1,702 4.46 0.33
Colombia 1,082 2.41 �0.72
El Salvador 979 14.68 �0.44
Romania 938 4.33 �0.23
Jamaica 929 34.98 �0.60
Dominican Republic 922 9.74 �0.67
Russian Federation 916 0.64 �0.88
Pakistan 915 0.59 �0.87
Brazil 852 0.46 �0.45
Iran, Islamic Rep. of 780 1.13 �0.76
Ukraine 753 1.60 �0.57
Peru 609 2.23 �0.78
Lebanon 446 11.13 �0.33
South Africa 444 0.95 0.18
Egypt, Arab Rep. of 402 0.55 0.03
Trinidad and Tobago 323 24.38 �0.11
Cuba 1,135 10.08 �1.13
Haiti 558 6.00 �1.70
Nigeria 377 0.27 �1.41

Sources: Rule of law data from Kaufman, Kraay, and Mastruzzi (2006); emigrant stock data from Ratha and Shaw (2007).



DEVELOPMENT FINANCE VIA DIASPORA BONDS 75

destination countries in the Gulf region and in Hong Kong, China;

Malaysia; the Russian Federation; Singapore; and South Africa.

The Israeli track record reveals how the patriotic discount is the greatest

from first-generation diasporas than from subsequent generations. Thus,

the DCI secured large elements of charity in bonds issued in the immedi-

ate wake of the birth of the nation. As the Jewish diaspora with intimate

connection to the Holocaust dwindled over time, the DCI pricing of dias-

pora bonds moved closer to the market. This is likely to be even more

important where the diaspora ties are based on country of origin rather

than religion. The second- and subsequent generation country diaspora

can be expected to have much weaker ties to their ancestral countries. This

suggests that, more than the aggregate size of the diaspora, the strength of

the first-generation immigrants with close ties to the home country would

be a better yardstick of the scope for diaspora bonds. Also, skilled migrants

are more likely to invest in diaspora bonds than unskilled migrants. 

While not a prerequisite, the sale of diaspora bonds would be greatly

facilitated if the issuing country’s institutions, such as the DCI from Israel,

or its banks had a significant presence to service their diaspora in the devel-

oped countries of Europe and North America. Such institutions and bank

networks would be much better positioned to market diaspora bonds to

specific diaspora individuals and communities. Clearly, the presence of

Indian banks in the United States helped with the marketing of RIBs.

Where the Indian diaspora was known to favor specific foreign banks,

such as Citibank and HSBC in the Gulf region, the SBI outsourced to them

the marketing of RIBs and IMDs. 

Conclusion

This chapter discusses the rationale, methodology, and potential for issuing

diaspora bonds as instruments for raising external development finance,

mostly drawing on the experiences of Israel and India. The government of

Israel has nurtured this asset class by offering a flexible menu of investment

options to keep the Jewish diaspora engaged since 1951. The Indian author-

ities, in contrast, have used this instrument opportunistically to raise financ-

ing during times when they had difficulty in accessing international capital

markets (for example, in the aftermath of their nuclear testing in 1998).

While thus far only state-owned entities have issued diaspora bonds, there
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is no reason why private sector companies cannot tap this source of fund-

ing. In terms of process, the issuers of diaspora bonds were able to bypass

U.S. SEC registration in the past; however, that may not happen in the near

future, as U.S. investors are unlikely to be allowed to choose the law and

the forum governing bond contracts. Finally, factors that facilitate—or con-

strain—the issuance of diaspora bonds include having a sizable and wealthy

diaspora abroad, and a strong and transparent legal system for contract

enforcement at home. Absence of civil strife is a plus. While not a prereq-

uisite, presence of national banks and other institutions in destination

countries facilitates the marketing of bonds to the diaspora.

It has been difficult to gather facts and data on diaspora bonds, although

anecdotally a number of countries are believed to have issued such bonds

in the past (for example, Greece after World War II). One difficulty that

confounds data gathering is the confusion between diaspora bonds and

foreign currency deposits, and sometimes between diaspora bonds and

local currency deposits. Exhorting the diaspora members to deposit money

in domestic banks is different from asking them to purchase foreign cur-

rency–denominated bonds in international capital markets. Indeed, as

pointed out in this chapter, diaspora bonds are also different from Islamic

bonds, even though both are targeted to investors belonging to a specific

group rather than to all investors. There is a need for better data gathering,

including on pricing of these bonds, and on the cyclical characteristics of

the flows associated with these bonds. 

There is also a need for clarity on regulations in the host countries that

allow diaspora members to invest in these bonds or constrain their invest-

ing. A pertinent question in this respect is, should these bonds be non-

negotiable, or should countries make an effort to develop a secondary

market for these bonds? An argument can be made for the latter on the

grounds that tradability in the secondary market would improve liquidity

and pricing of these bonds. 

Notes

1. Remittance flows to developing countries have increased steadily and sharply
in recent years to reach over $200 billion in 2006 (Ratha 2007). The World
Bank believes that unrecorded remittance flows to developing countries are
one-half as large (World Bank 2005). 
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2. According to the Central Bank of Sri Lanka press release of September 13,
2006, the last issue of Sri Lanka Development Bonds for $105 million was sold
through competitive bidding on September 12, 2006, at an average yield of
the London interbank offered rate plus 148.5 basis points. 

3. Indirect evidence may be that the Lebanese government bonds are priced
higher than the level consistent with the country’s sovereign credit rating.

4. A Bloomberg search of FCD schemes identifies well over 30 developing coun-
tries. Moody’s and Standard and Poor’s have foreign currency short-term debt
ratings for 60 and 68 developing countries, respectively. 

5. This point is taken up again in explaining SBI’s decision to restrict the access
to Resurgent India Bonds and India Millennium Deposits to investors of Indian
origin.

6. The Committee on Capital Markets Regulation is an independent and biparti-
san group consisting of 23 leaders from the investor community, business,
finance, law, accounting, and academia. On November 30, 2006, the commit-
tee issued its interim report, highlighting areas of concern about the competi-
tiveness of U.S. capital markets and outlining 32 recommendations in four key
areas to enhance that competitiveness. For more information on this high-
powered committee see http://www.capmktsreg.org.

7. Indeed, the purchases of bonds issued by Israel’s DCI rose during the six-day
war. Similarly, India was able to raise funds from its diaspora in the wake of
the foreign exchange crisis in 1991 and again following the nuclear testing in
1998, when the country faced debilitating sanctions from the international
community.

8. V. Gopinathan of SBICAP Securities made this point strongly in an interview
in New York in December 2006.

9. National Jewish Population Survey (NJPS) of 2000/01 and the U.S. Census
Bureau.

10. Data on migration stocks tend to be incomplete and outdated. Recent efforts
to collect bilateral migration data in major migration corridors are summarized
in Ratha and Shaw (2007).
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The introduction of GDP-indexed bonds could have a number of positive

effects for developing countries, for investors, and for the international

financial system. The proposal for such an instrument is not new, and a

first wave of interest in indexing debt to GDP emerged in the 1980s, pro-

pounded by economists such as John Williamson (2005). In later years,

this practice has been encouraged by the work of economists such as

Shiller (1993, 2005a),1 Borenzstein and Mauro (2004), and the U.S. Coun-

cil of Economic Advisers (CEA 2004). Though the idea of GDP-indexed

debt has so far been implemented to a limited extent,2 it received new

impetus after the wave of financial and debt crises in a number of devel-

oping countries in the 1990s. There has been a revival of interest in instru-

ments that could reduce developing countries’ cyclical vulnerability. In

particular, GDP-indexed bonds have attracted discussion in recent years,

since a variant of this instrument has played a role in Argentina’s debt

restructuring following the collapse of convertibility at the end of 2001. 

In the simplest terms, GDP-indexed bonds pay an interest coupon based

on the issuing country’s rate of growth. An example would be a country

with a trend growth rate of 3 percent a year and an ability to borrow on

plain vanilla terms at 7 percent a year. Such a country might issue bonds
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that pay 1 percentage point above or below 7 percent for every 1 percent

that its growth rate exceeded or fell short of 3 percent. Of course, the coun-

try would also pay an insurance premium, which most experts expect to

be small. Whether the coupon yield needs to vary symmetrically, in line

with the gap between actual and trend growth and on both the upside and

the downside, is an open question. Given the requirement for many insti-

tutional investors to hold assets that pay a positive interest rate, there may

also be a need for a floor below which the coupon rate cannot fall. 

This chapter draws on an extensive survey of the literature, interviews

with financial market participants, and the discussions in an expert group

meeting (comprising market participants, government officials, and repre-

sentatives from multilateral organizations) held at the United Nations,

New York, on October 25, 2005 (UN 2005).3 The chapter begins by outlin-

ing the benefits and recent experience with GDP-indexed bonds. It then

looks at the concerns, issues, and obstacles from the viewpoint of investors

and issuers. Finally, it suggests constructive next steps. 

The Benefits of GDP-Indexed Bonds

The benefits of GDP-indexed bonds can be divided into gains for borrow-

ing countries, gains for investors, and broader benefits to the global econ-

omy and financial system. 

Gains for Borrowing Countries

GDP-indexed bonds provide two major benefits to developing-country

borrowers: First, they stabilize government spending and limit the pro-

cyclicality of fiscal pressures by requiring smaller interest payments at

times of slower growth—providing space for higher spending or lower

taxes—and vice versa. This runs counter to the actual experience of devel-

oping countries, which are often forced to undertake fiscal retrenchment

during periods of slow growth in order to maintain access to international

capital markets. By allowing greater fiscal space during downturns,

growth-indexed bonds can also be thought to disproportionately benefit

the poor by reducing the need to cut social spending when growth slows.

They could also curb excessively expansionary fiscal policy in times of

rapid growth.
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Second, by allowing debt service ratios to fall in times of slow or nega-

tive growth, GDP-indexed bonds reduce the likelihood of defaults and

debt crises. Crises are extremely costly, both in terms of growth and pro-

duction and in financial terms (Eichengreen 2004; Griffith-Jones and

Gottschalk 2006). The extent of this benefit is of course determined by the

share of debt that is indexed to GDP. 

Simulations show that the gains for borrowers can be substantial. If half

of Mexico’s total government debt had consisted of GDP-indexed bonds, it

would have saved about 1.6 percent of GDP in interest payments during

the financial crisis in 1994/1995 (Borenzstein and Mauro 2004). These

additional resources would have provided the government with space to

avoid sharp spending cuts and maybe even provided some leeway for addi-

tional spending that may have mitigated some of the worst effects of the

crisis. Countries experiencing volatile growth and high levels of indebted-

ness (such as Brazil and Turkey) should find GDP-indexed bonds particu-

larly attractive. However, a potential problem is that the countries that

might benefit most from these instruments may also find it difficult to

issue the bonds at reasonable premiums, due to markets questioning the

countries’ economic and policy fundamentals. If GDP-indexed bonds are

to be widely used, it would be better if they were first issued by countries

with greater credibility. Two such groups of countries were identified in

the United Nation’s 2005 expert group meeting. The first comprised devel-

oped countries that may have an interest in issuing GDP-indexed bonds,

for example, the European Monetary Union (EMU) countries.4 The sec-

ond group may be developing countries, such as Mexico or Chile, whose

fundamentals are attractive to markets. The instrument may also be of

interest to countries such as India, that are considering liberalizing further

restrictions on overseas capital flows in order to attract greater volumes of

private finance. For such countries, GDP-indexed bonds may be an attrac-

tive instrument that manages their risk as they gradually liberalize the cap-

ital account of the balance of payments (UN 2005).

Gains for Investors

Investors are likely to receive two main benefits from the introduction of

GDP-indexed bonds. First, the bonds would provide an opportunity for

investors to take a position on countries’ future growth prospects; that is,

they would offer investors equitylike exposure to a country. Though this is



82 GRIFFITH-JONES AND SHARMA

made possible to some degree through stock markets, such opportunities

are often not representative of the economy as a whole. In this respect, the

GDP-indexed bonds would also provide a diversification opportunity. One

way this instrument would provide diversification benefits is by giving

investors in countries or regions with low growth rates an opportunity to

have a stake in countries or regions with higher growth rates (UN 2005).

Moreover, since growth rates across developing countries tend to be

uncorrelated to some extent, a portfolio including GDP-indexed bonds for

several of these economies would have the benefits of diversification, thus

increasing the ratio of returns to risks. Second, investors in GDP-indexed

bonds would benefit from a lower frequency of defaults and financial

crises, which often result in costly litigation and renegotiation and some-

times in outright large losses.

Of course, it is important to differentiate between the various categories

of investors (discussed later in this chapter). Some types of investors may

find this instrument more attractive than others. For example, pension

funds in some countries could find this instrument attractive. In Italy, pri-

vate pension funds benchmark their returns against the public pension

system, which is indexed to the growth of GDP. Thus, an instrument whose

return is linked to domestic growth would be attractive. Similarly, domes-

tic pension funds in emerging markets may be interested in purchasing

growth-indexed securities issued by their governments (especially if there

is a local currency variant). At the expert group meeting, an investor sug-

gested potential interest in the instrument among pension funds in devel-

oping countries such as Mexico and Chile (UN 2005). 

Broader Benefits to the Global Economy and Financial System

On a broader level, GDP-indexed bonds can be viewed as desirable vehicles

for international risk-sharing5 and as a way of avoiding the disruptions aris-

ing from formal default. They can be said to have the characteristics of a

public good in that they generate systemic benefits over and above those

accruing to individual investors and countries. For example, by reducing the

likelihood of a default by the borrowing country, these instruments would

benefit not just their holders but also the broader categories of investors,

including those who hold plain vanilla bonds. In addition, improvements in

GDP reporting necessitated by the introduction of growth-linked bonds

should also benefit the wider universe of investors. Similarly, the benefits for
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countries of a lesser likelihood of financial crises extend to those that may be

affected by contagion and also the advanced economies and multilateral

institutions that may have to finance bailout packages. As elaborated below,

these externalities provide an additional compelling explanation of why it is

not sufficient to expect markets to develop these instruments on their own;

rather, there exists a justification for the international community to pool

resources and coordinate to achieve such an end.

Recent Argentine Experience with GDP-Indexed Bonds

Though GDP-indexed bonds have not yet been issued on a large scale, a

number of countries (such as Bulgaria, Bosnia and Herzegovina, and Costa

Rica) have issued them as part of their Brady restructurings.6 However, in

general these instruments were not well designed and had mixed success.

For instance, in Bulgaria, the bonds were callable, which allowed the gov-

ernment to buy back the bonds when growth exceeded the nominated

threshold rather than pay an additional premium. Moreover, the bonds

did not specify what measure of GDP should be used to calculate the

threshold and, even more seriously, whether nominal or real GDP should

be used (CEA 2004). Given these design problems, the past experience

with GDP-indexed bonds does not provide much information as to how

they would perform if their structure was better thought out. 

The possibility of a market being created for GDP-indexed bonds from

developing countries may have been significantly enhanced by the intro-

duction of a GDP-linked warrant into the Argentine debt restructuring

package. Initially Argentina’s creditors (and the financial markets more

generally) seemed to disregard the offer by the Argentine government of

the GDP warrant or argued that it had little value. However, the position

of creditors in the middle of a negotiation can probably be best understood

in the context of bargaining or game theory. It is in their interest to down-

play the value of any offer by the debtor, especially in the context of a

tough negotiation, such as the Argentine one. However, according to some

observers, more creditors may have participated in the Argentine debt

restructuring because of the offer of the warrants; thus, on the margin, the

warrants may have helped the successful outcome of the Argentine offer.

As a result of the efforts of some investment houses and—above all—of

very rapid growth in the Argentine economy, which increases the poten-
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tial value of these warrants, interest in Argentina’s GDP warrants has

increased significantly and its price has been rising.7

If Argentina continues on average to grow quite rapidly and services the

warrants at a fairly significant rate, this may turn out to be somewhat

costly for Argentina in terms of higher debt servicing (though this will

occur only in times of fairly high growth, when it can be argued the coun-

try can presumably afford higher debt servicing). However, though poten-

tially costly for Argentina, such a scenario could help create a GDP-linked

bond market. To the extent that the instrument of GDP-linked bonds is a

desirable financial innovation that benefits debtors and creditors,

Argentina will have done the international community a favor by issuing

these warrants and servicing them. 

The GDP-linked unit (or warrant) is attached to every restructured

Argentine bond, and its payments are linked to the growth of the econ-

omy. Payments will be made if the following three conditions are met

simultaneously in any particular year between 2006 and 2035:

• Real GDP is at a higher level than the base GDP.

• Real growth of GDP versus the previous year is greater than the growth

implied by base GDP (from 2015 the base growth rate is flat at 3 per-

cent; before then, somewhat higher growth rates are assumed).

• The total payment cap has not been reached. This payment cap is

denominated in the currency of the warrant and will not exceed 0.48

cents per unit of currency of the warrant.

When the three conditions are met, the government will pay 5 percent of

the difference between the actual growth and the base-case growth of GDP

during the relevant year. Given the lags in publishing GDP data, the payment

relating to GDP performance in a given year is not actually paid until Decem-

ber 15 of the following year. The warrant is not callable; that is, even if the

Argentine government buys back the debt, it still has to service the warrant.

The warrant was detached from the underlying bonds (bonds that result

from the debt restructuring) 180 days after the issue date (end of Novem-

ber 2005). After that, the warrant had an individual trading price. As a

consequence, the Argentine warrant can be defined as a detachable option. 

The fact that Argentina has been growing very rapidly puts this growth

well above the baseline growth. High, early growth increases the value of

the warrant, because it puts the level of GDP above the baseline early, which
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increases the chance that one of the conditions will continue to be met in

the future, as the level of GDP is more likely to stay above the baseline; more

immediately, early payments have more value due to high discount rates for

future payments.8 As a result, the price of the warrants has gone up.

Initially, the market for warrant forwards was not very liquid, with an esti-

mated scale of about $5 billion, which is relatively small in relation to the

total level of warrants that will be issued. Reportedly, these warrant forwards

were mainly traded by hedge funds and index funds, though potentially they

could be very attractive for pension funds, given their potential upside.

Analysts hold different views on whether measurement of future real

GDP could be problematic. Several analysts argue that investors are not at

all concerned about this subject. Others argue that there are possible risks

in underestimating GDP. These concerns are particularly linked to the GDP

deflator. However, overall it seems increasingly difficult to manipulate

GDP data, given that a number of international institutions (including the

United Nations and the International Monetary Fund [IMF]) are checking

for consistency of data and improving national and international standards

for measuring GDP (UN 2005). Moreover, the IMF’s International Stan-

dards and Codes policies include improvements in data and data reporting,

which should help address any remaining data problems. 

There are also some problems in the way the Argentine warrants were

designed, which can offer lessons for the design of similar instruments—or

of GDP-linked bonds—in the future. One of the first lessons, highlighted by

investors at the recent experts meeting, was the warrants’ apparent com-

plexity (UN 2005). This may have contributed to the significant initial

underpricing of the warrants. However, there was also an apparent failure

by market participants to grasp the potential value of these warrants at the

time they were incorporated into the debt restructuring package. A second

problem is that the design could reportedly lead to fairly large debt servicing

payments, at a time when the Argentine economy would be growing only

slightly above the baseline growth. More careful construction of such instru-

ments therefore seems essential. Further research is required on this issue.

Concerns, Issues, and Obstacles

The second section of this chapter referred to the benefits of GDP-indexed

bonds for countries and investors, as well as the systemwide externalities
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that they are likely to generate. At the same time, there are issues and con-

cerns, both at a general level and, more specifically, for both investors and

issuers. These are dealt with below.

Some General Issues and Concerns

One potential problem is moral hazard. It has been argued that, by increas-

ing debt repayments in case GDP growth is higher than normal, such bonds

might reduce debtors’ incentives to grow. This concern is exaggerated, as it

is hard to imagine that politicians would ever want to limit growth. More-

over, it implies that this instrument is applicable for those countries that

have the requisite policy credibility, strong institutions, and established

systems of public accountability for economic performance. 

There is also the issue of whether GDP is a good variable on which to

index these instruments. Commodity-linked bonds can also play a role in

reducing country vulnerabilities and stabilizing budgets and have the

advantage, over indexing to GDP, that the sovereign usually has no control

over commodity prices. Indexing to commodity prices has a longer and

more established history. It also has existing derivatives to help in pricing,

and the linking of payments is easier because commodity prices are widely

known and their reporting does not lag by months. However, countries

whose economies are substantially linked to changes in commodity prices

tend to be low income (and unlikely to be able to issue GDP-linked bonds

in any case). Many developing countries also have diversified production

and exports with no natural commodity price to link to bond payments.

Linking bond payments to GDP would in comparison allow countries to

insure against a wider range of risks. Other alternative variables to index

against may be exports or industrial production. However, GDP is the most

comprehensive and widely accepted measure of a country’s national

income, and having a standard variable against which to index the bonds

of different countries is crucial.9

Finally, if the benefits of GDP-indexed bonds can be significant, as sug-

gested above, why have financial markets not adopted them yet? One

point to stress at the outset is that the systemwide benefits provided by

these instruments are greater than those realized by individual investors.

Hence, there are externalities that do not enter the considerations of indi-

vidual financial institutions. Other factors that dissuade beneficial financial

innovation from taking place include the fact that the markets for new and
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complex instruments may be illiquid and are difficult for investors to price.

There is therefore a need for a concerted effort to achieve and ensure crit-

ical mass so as to attain market liquidity. Related to this are coordination

problems, whereby a large number of borrowers have to issue a new

instrument in order for investors to be able to diversify risk. Other obsta-

cles include the “novelty” premium charged by investors for new products

they are uncertain about (that may serve to dissuade issuers), and the

need for standardization to ensure that all instruments have similar fea-

tures and payment standards (which is especially important to create a liq-

uid secondary market). 

Investors’ Concerns

This section examines the potential obstacles, both real and perceived, to a

wider introduction of GDP-indexed bonds. Three main concerns, in partic-

ular, stand out: uncertainty about potential misreporting of GDP data,

uncertainty about sufficient liquidity of GDP-linked bonds, and concerns

regarding the difficulties in pricing GDP-linked bonds.

Accurate Reporting of GDP Growth Data
Not only is this a relatively important concern for market participants and

investors; it is also one that international institutions and national govern-

ments can do much to overcome. The concern can be decomposed into (1)

inaccuracies in measurement of relevant variables, such as nominal GDP,

and GDP deflator, and (2) deliberate tampering by debtor country author-

ities, with an aim to lower debt servicing.

As regards general inaccuracies, it can be legitimately argued that

national income accounting is by now a fairly standard procedure. Exist-

ing deficiencies in statistical agencies could be overcome or ameliorated by

technical assistance from international institutions. Given current efforts

to increase transparency and improve quality of statistics, this is an area in

which the international community could clearly help. Furthermore, clear

definitions of relevant variables could be carefully addressed in the bond

contract. It is encouraging that many borrowing countries, including

emerging ones, overcame similar concerns about the measurement of

inflation, resulting in successful issuance of inflation-indexed bonds.

The second concern, about deliberate tampering with GDP data to reduce

debt service payments, seems quite unlikely. Furthermore, the idea that gov-
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ernments would deliberately reduce growth to reduce debt service seems

absurd, as Williamson (2005) points out. It is indeed high GDP growth, rather

than low growth, that is considered a success politically, and it is a major help

in getting governments reelected. Higher growth also encourages higher

investment by both domestic and foreign investors, again a desirable out-

come for any politician. Finally, underreporting of growth would increase the

cost of issuing new debt, an undesirable effect for any government. There-

fore, the incentives for deliberate underreporting of growth would seem to be

very weak. In any case, measures to improve GDP statistics, increase the

independence of the statistical agencies, or increase the role of outside agen-

cies should give an extra level of confidence to investors. These may there-

fore be important to introduce for the success of GDP-linked bonds.

An even more technical problem is how to deal with GDP revisions and

possible methodological changes. It is interesting that such revisions have

been reported to be smaller in developing than in developed countries

(CEA 2004). Furthermore, over the long period during which a bond will

be serviced, yearly revisions of GDP might actually even themselves out,

with a relatively small impact on a cumulative basis. In any case, the exist-

ing literature proposes clear ways in which remaining concerns on data

revisions could be overcome. The key is to specify ex ante in the debt con-

tract a clear method for dealing with revisions (Borenzstein and Mauro

2004). The easiest way seems to be to ignore data revisions after a certain

date; the coupon payment would be made at a fixed date (set so enough

time would have passed for quite precise statistics to be available). If there

was a major change in methodology of data calculation, governments

could be required to keep separate GDP series calculated with the old

methodology until the bonds mature. In an alternative solution, an out-

side agency could guarantee that the changes would not affect bond pay-

ments, as in the case of U.K. inflation-indexed bonds (CEA 2004).

Sufficient Liquidity and Scale
The other major concern of investors and market participants is that of

uncertainty about future liquidity of GDP-indexed bonds. This clearly

relates to scale of transactions. According to Borenzstein and Mauro

(2004), it would be difficult to develop a market for this type of bond in a

gradual way. Sufficient liquidity is important not only for investors, so

these instruments can be actively traded, but also for issuers, as higher liq-

uidity could reduce the required risk premium. Greater liquidity would
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help reduce the novelty premium, which a first issuer may face. A higher

premium over that for a standard bond instrument could discourage coun-

tries from issuing GDP-linked bonds.

Indeed, small initial issues by individual countries would not be very

attractive, especially as they would not reduce significantly the probability

of a crisis. The most likely way in which such a market can begin to be cre-

ated is through successful introduction of GDP-linked bonds in a major

debt restructuring. This is why the large interest in the Argentine warrant,

which has a very significant scale, offers great potential for the creation of

such a market, especially by fostering investor interest. The hope would be

that other countries would follow, perhaps with large one-off swaps, not

necessarily in the context of debt servicing difficulties. 

An even more attractive possibility for the development of a GDP-linked

bond market is that several governments (preferably both developed and

developing) start issuing these bonds more or less simultaneously. Support

and encouragement from international organizations, such as the IMF, the

World Bank, the regional development banks, or the United Nations, could

be very helpful to overcome coordination problems. 

Pricing
A third concern is about the pricing difficulty. GDP-linked bonds are more

difficult to price than standard bonds, though they do not seem to be more

difficult to price than emerging market equities, or the derivatives created

in 2002 by Goldman Sachs in the United States and Deutsche Bank in

Europe (Shiller 2005a).10 Difficulties may partly relate to somewhat limited

availability and quality of market-based forecasts of GDP growth. However,

the development of a growth-indexed bond market should lead to an

improvement on these fronts. At the experts meeting, it was pointed out

that the simpler the structure of the instrument, the easier it would be to

price. This has proved to be the case with inflation-indexed securities such

as Treasury Inflation-Protected Securities (TIPS), which despite being skep-

tically viewed by market participants when first introduced in the late 1990s

have been issued in large quantities and have overcome initial pricing prob-

lems (UN 2005). In this regard, there have also been many successful expe-

riences with inflation-indexed securities in Latin America, which in several

aspects provide a useful precedent for GDP-linked securities.

At the experts meeting, investors claimed that the premium they

would expect to pay to purchase these bonds would depend on price dis-
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covery and the bid-offer spread. To overcome pricing difficulties, accord-

ing to an investor, it is important to establish “comparables”; that is, there

needs to be a range of exactly comparable GDP-linked bonds issued by

different countries. This will enable investors to make comparisons,

undertake arbitrage, and facilitate price discovery. Markets like to price

comparability. It would be particularly valuable if countries with very

good ratings, such as Mexico or Chile, were the first to issue these types

of bonds in good times. It was also pointed out at the meeting that certain

derivatives could support the price discovery process and that multilateral

development banks can undertake transactions in derivative form that

facilitate price setting.11 It was suggested that an adequate way would be

to swap a nominal bond and GDP-indexed bonds, even for small amounts

(less than $20 million). This would give the price for at least small

amounts of bond issuance, thus providing a first benchmark for countries

willing to issue bigger amounts (UN 2005).

More generally, there may be a need to help address investors’ concerns

about the possible complexity of pricing these instruments by assisting

with the development of pricing models for new instruments such as GDP-

linked bonds. Market participants, international organizations, and aca-

demic researchers could be involved in such an exercise.

Investors would require a premium, because the yield on GDP-indexed

bonds is more variable than on the fixed-rate plain vanilla bonds. An

important issue therefore is whether—particularly initially—the premium

that market participants would wish to charge (for other than plain vanilla

bonds) would not be higher than what issuers would be willing to pay. Fur-

ther research is required on how this hurdle could be overcome. An impor-

tant consideration to be included in the pricing is the very low correlation

between growth in developed and developing countries, which is far lower

than correlation among developed countries even in times of crises (Grif-

fith-Jones, Segoviano, and Spratt 2004; Shiller 2005b). This consideration

also applies to stock market prices and bond spreads. Therefore, investing in

instruments that reflect growth in developing countries could yield consid-

erable diversification benefits and thus lower the premium charged due to

variability of interest payments on GDP-linked bonds.

Other Concerns
A minor concern for investors could be the callability of bonds. This would

imply that, when countries grew faster (as Bulgaria reportedly did), they
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could buy back the GDP-indexed bonds, thereby depriving investors of the

upside benefits. This issue could be easily dealt with by specifying in the

bond contract that the bonds would be noncallable. 

Different Potential Investors

An important issue to consider is the types of investors that are and could

be interested in GDP-linked bonds. Some initial clues are given by the fact

that hedge funds have expressed most interest in the trade for Argentine

warrants. However, there also seems a clear case for pension funds to have

an interest in such an instrument, which could give them a stake in the

upside of growth in developing countries, with all the accompanying ben-

efits of international diversification. Perhaps efforts are needed to make

these benefits explicit to institutional investors.

Another interesting issue is whether mainly fixed-income investors will

provide the majority of demand for such instruments. Indeed, a case could

be made that GDP-linked bonds could also be of interest to equity

investors, since the risk associated with these instruments is similar to

equity risk. At the experts meeting, a number of participants also noted

that GDP-indexed bonds are neither pure equity instruments nor pure

debt instruments. One participant thus suggested thinking more creatively

about who the consumers of GDP-indexed bonds might be. It was pointed

out that an entirely new set of investors—breaking from the traditional

mold of bond and equity investors and hedge funds—might be interested

in this type of investment (UN 2005). 

Issuer Interest

The benefits of GDP-indexed bonds for issuing countries have been out-

lined above, but these need to be set alongside the costs. Two potential

problems for issuers have been outlined in the literature: 

One, long-term benefits versus short-term costs may sit uncomfort-

ably with the political cycle. It typically takes years for unsustainable

debt positions to emerge, and the proposed indexation is likely to apply

only to relatively long-term bonds, with an original maturity of about

five years or more. Against this, countries will have to pay a premium

over the cost of standard debt. Given short political horizons, it has been

argued that some governments could be unwilling to pay a premium to
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issue indexed bonds that might make life easier for their successors sev-

eral years down the road.

Two, lags in the provision of GDP data may not be in sequence with the

economic cycle. The advantages of GDP-indexed bonds, especially in play-

ing the role of automatic stabilizers for borrowing countries, depend on

the extent to which the indexed portion of the coupon payments reflects

the true state of the economic cycle. If the GDP data become available with

a long lag, savings on interest payments could materialize at a time when

the economy might already be rebounding; this could present the risk that

the impact would be pro-cyclical. 

However, these concerns may be overplayed. Worries over lags in the

provision of GDP figures may be limited by the high autocorrelation of

GDP series and in countries where quarterly data are published. Though

the incentives relating to the political cycle are a more serious issue, a

number of countries have indicated a genuine interest in issuing GDP-

indexed bonds at forums such as the Rio Group and the Summit of the

Americas. As mentioned above, the more important issue may concern

the size of the premium arising from pricing difficulties. While the litera-

ture suggests that the additional cost in terms of a premium is unlikely to

be very large,12 there is a need for further research in this area. 

Consideration may also be given to ways of ensuring flexible payment

arrangements that allow more breathing space for borrowers during bad

times. For instance, one suggestion at the experts meeting was for coupon

payments to remain fixed and the amortization schedule to be adjusted

instead. Countries would postpone part or all of their debt payments dur-

ing economic downturns; they would then make up by prepaying during

economic upswings. A historical precedent was set by the United Kingdom

when it borrowed from the United States in the 1940s. The loan was nego-

tiated by J. M. Keynes and included “bisque clauses” specifying that pay-

ments would be stopped when certain events occurred (UN 2005). 

Additional Suggestions for Overcoming Obstacles

In addition to the ideas that have been mentioned above on ways to make

GDP-linked bonds a more attractive instrument for both investors and

issuers, the following proposals may also deserve further examination. 
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First, multilateral or regional development banks could play a very

active role as “market makers” for GDP-linked bonds,13 and their involve-

ment could help address concerns regarding liquidity and scale of transac-

tions in these securities. These institutions could begin by developing a

portfolio of loans, the repayments on which could be indexed to the

growth rate of the debtor country. Once the institutions have a portfolio of

such loans to different developing countries, they could securitize them

and sell them on the international capital markets. Such a portfolio of

loans could be particularly attractive for private investors, as it would offer

them the opportunity of taking a position on the growth prospects of a

number of developing economies simultaneously. Given the low correla-

tion among these countries’ growth rates, the return-risk ratio would be

higher. As correlations tend to be lower at the global level, the World Bank

may be best placed to do such securitization. Moreover, the expertise

developed by the World Bank as market maker for the sale of carbon cred-

its under the Kyoto Protocol could provide a basis for these activities.

Second, an alternative modality for this instrument is to provide a sweet-

ener that would only vary on the upside, that is, paying only higher returns

when growth is higher than expected. The investor would benefit from an

equitylike instrument in upside periods. The benefit for the issuing country

is that spreads would be lower than on plain vanilla bonds in normal or bad

times; only in good times would the countries have to service more debt.

Therefore such bonds could open up some space, albeit limited, for coun-

tercyclical fiscal policies due to the lower cost of the debt. Introducing such

a sweetener could help entice investor interest in the early stages and ulti-

mately provide a platform from which to develop a market for more sym-

metrical GDP-linked bonds. There are similarities with the Argentine

warrant, but this instrument would be offered in so-called normal times.

Third, there have also been proposals for multilateral development banks

to provide a form of partial guarantee to investors covering initial sales of

GDP-linked bonds. The main problem, however, is that such guarantees

could further complicate the pricing of this instrument and as such were

not viewed favorably by some investors at the expert meeting. Another dis-

advantage of a guaranteed first bond is that it does not provide a bench-

mark for future issues that may not be covered by a guarantee (Schroder et

al. 2004). Despite these problems, the feasibility of a guarantee may vary

from case to case and needs to be examined in the country context.
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Policy Implications and Next Steps

The preceding analysis suggests that the introduction of GDP-indexed

bonds would represent a win-win situation, benefiting both issuer coun-

tries and investors. Moreover, GDP-indexed bonds should also be consid-

ered a public good that would benefit the global economic and financial

system at large. At the same time, for reasons mentioned earlier, markets

are unlikely to develop these instruments on their own. A natural tension

is also likely to exist in the short term between the size of the premium

that issuers are prepared to pay and that which investors expect. If a mar-

ket develops, however, and these securities can be issued by a wider range

of countries, including those that are not in distress, this tension should

disappear as expected premiums come down. In fact, investors can change

their minds about an instrument once it is demonstrated in the market.

For example, as pointed out in the experts meeting, the introduction of

TIPS was viewed skeptically by market participants when they were first

introduced in 1997, but this has been overcome, and thus far the U.S.

Treasury has issued approximately $100 billion of TIPS (UN 2005).

For these reasons, a case can be made for international public action to

help develop GDP-indexed bonds. There also is a need to implement the

steps suggested below, some of which would require collaboration among

the main stakeholders—that is, interested governments, multilateral

development banks, and the private sector: 

1. Undertake research on the criteria for pricing GDP-indexed bonds and

on the development of pricing models. Additional research could also be

undertaken on the expected benefits of these instruments for different

countries. Finally, there is a need to consider the design of these instru-

ments and methods of flexible payment arrangements for countries.

2. Investigate possibilities for coordinated issuance to jump-start a market

in GDP-indexed bonds. Coordinated actions by a number of borrowers

to issue GDP-linked bonds could overcome the problems of critical mass

and illiquidity. Having a number of countries issuing these instruments

simultaneously would also help establish the comparability needed to

ease pricing and enhance the diversification benefits for investors. It has

been suggested that one or several advanced industrialized countries

could issue these instruments first. This could have some positive effects

for those countries. Furthermore, this would have a demonstration
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effect and make it easier for developing countries to issue similar instru-

ments. The precedent of introducing collective action clauses into bond

contracts, done first by developed countries and later followed by devel-

oping countries, would seem to indicate that such demonstration effects

can be very effective for financial innovation. Alternatively, groups of

developing countries (for example, the Rio Group) could undertake

issuance, in a coordinated manner, probably with support from interna-

tional institutions. 

3. Explore how international financial institutions could use this instru-

ment. Regional development banks (such as the Inter-American Devel-

opment Bank) or the World Bank, as well as the International

Development Association, could consider lending through loans whose

repayment would be indexed to GDP growth (Tabova 2005). This on its

own could help create a precedent for the establishment of a GDP-

indexed private bond market for developing countries. Moreover, con-

sideration should also be given to a proposal made at the experts

meeting for these institutions to go a step further and securitize these

loans and sell them on the capital markets. Such a move would entail

the World Bank and regional development banks carving out a new

role for themselves. 

4. Examine sources of creative partnerships between public and private

sectors. In addition to the above ideas regarding the roles that multilat-

eral development banks and governments could play in creating a mar-

ket for GDP-linked bonds, there also is the possibility of public-private

collaboration in jump-starting a market for these instruments. It might

be interesting to draw lessons from the approach taken in the develop-

ment of collective action clauses, wherein governments and private sec-

tor groups collaborated; the G-10 major industrial countries and the

Institute of International Finance played an important role, notably in

drafting model clauses and initiating discussions on how best to design

them, as well as in spurring on a number of countries to take the lead

in using the instrument.

5. Undertake initiatives to improve the reliability, accuracy, and timeliness

of GDP data. An issue that needs to be further explored is the feasibility

and need of having an outside agency verifying a country’s GDP statis-

tics. Other important actions include technical assistance from donors
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and multilateral organizations to improve the quality of GDP statistics in

issuer countries and also to strengthen the effectiveness and independ-

ence of national statistical agencies. 

6. Prepare a draft GDP-linked bond contract. A sample contract could clar-

ify how to address concerns relating to data revisions, the link between

growth and interest payments, and specific problems that have occurred

in the past such as governments calling back their bonds when growth

was higher than expected (CEA 2004). Such a contract would also

ensure standardization and emphasize simplicity and would draw on a

code of best practices. It could be useful to have a model, with variants

and wording options, to discuss with both potential investors and

issuers. 

Notes

1. Shiller proposed to create “macro markets” for GDP-linked securities, which
were to be perpetual claims on a fraction of a country’s GDP.

2. Some small countries, such as Bosnia and Herzegovina, Bulgaria, and Costa
Rica have issued bonds as part of their Brady restructurings that included
clauses or warrants that increased their payments if GDP reached a certain
level.

3. Also see the United Nations Web site at http://www.un.org/esa/ffd/GDP-
indexed%20Bonds.

4. GDP-indexed bonds may be particularly attractive for EMU countries because
the “Stability and Growth Pact” tends to render their fiscal policies pro-
cyclical. Particularly relevant for European countries, these policies could
include those in which pensions are indexed against GDP growth, such as
Italy. Moreover, these countries may find it easier to issue and sell these bonds
to investors due to their more comprehensive and reliable statistics on GDP
and its components. 

5. Several studies show that there are large unrealized gains from international
risk-sharing (Borenzstein and Mauro 2004).

6. These included clauses or warrants that increased payments if GDP reached a
certain threshold (CEA 2004). 

7. See, for example, Credit Suisse First Boston Emerging Markets Sovereign
Strategy, September 22, 2005.

8. It is calculated that if Argentina grows at the rates forecast for 2005 and 2006,
more than 20 percent of the current market price of the warrant would be
recovered just with payments for those two years.
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9. It has been pointed out that for some developing countries, export and indus-
trial production data might be more reliable than GDP figures (Borenzstein
and Mauro 2004). Of course, in some cases, gross national product may be a
better measure of welfare and, where appropriate and feasible, it could also be
considered as a benchmark. 

10. These derivative markets create options on macroeconomic variables.
Although not directly tied to GDP, these macroeconomic variables are corre-
lated to GDP. 

11. This would be consistent with the envisaged role for multilateral development
banks to act as market makers for GDP-indexed bonds. In this sense, it can be
argued that there is an important role for public institutions to create markets
that benefit development. 

12. Calculations made using the Capital Asset Pricing Model suggest that the risk
premium on GDP-indexed bonds issued by developing countries would likely
be small. It could be higher for the initial transactions owing to the likely lack
of liquidity, the novelty of these instruments, and any pricing difficulties. How-
ever, the cost required to compensate investors for the volatility of interest pay-
ments should, according to the literature, be minimal, since growth in
emerging markets has a very small correlation with global equity markets and
with growth in developed countries (Borenzstein and Mauro 2004; CEA 2004).

13. José Antonio Ocampo deserves credit for this interesting suggestion. 
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The credit rating issued by major international rating agencies such as

Fitch Ratings (Fitch), Moody’s Investors Service, and Standard & Poor’s

(S&P) is a key variable affecting a sovereign’s or a firm’s access to capital

markets. Risk ratings not only affect investment decisions in the interna-

tional bond and loan markets, but they also affect allocation of foreign

direct investment (FDI) and portfolio equity flows. The allocation of per-

formance-based official aid is also increasingly being linked to sovereign

ratings.1

The foreign currency rating of the sovereign—which has the authority

to seize foreign exchange earnings, impose exchange restrictions, fix

exchange rates, and even expropriate private assets—typically acts as a

ceiling for the foreign currency rating of subsovereign entities (Beers and

Cavanaugh 2006; Fitch Ratings 1998; Lehmann 2004; Truglia and Cail-

leteau 2006). Even when the sovereign is not issuing bonds, a sovereign

rating provides a benchmark for capital market activities of the private sec-
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tor. “The rating process, as well as the rating itself, can operate as a power-

ful force for good governance, sound market-oriented growth, and the

enforcement of the rule of law. From a business perspective, sovereign

credit ratings serve as a baseline for evaluating the economic environment

surrounding investment possibilities and as a benchmark for investors to

distinguish among markets, which provides valuable information and a

basis for evaluating risk” (U.S. Department of State 2006).

It is worth noting, however, that as of today, 70 developing countries—

mostly poor—and 12 high-income countries do not have a rating from a

major rating agency.2 Of the 86 developing countries that have been rated,

the rating was established in 2004 or earlier for 15 countries. A few coun-

tries do not need a rating, as they do not need to borrow. Most of the

unrated countries, however, do need external credit and resort to relation-

ship-based borrowing from commercial banks, or sell equity to foreign

direct investors. Because of their ongoing relationship with the borrowers,

banks can monitor the latter’s willingness and ability to repay debt. Bond

investors, on the other hand, rely heavily on standard indicators such as

credit ratings to monitor the borrower. The cost of borrowing from inter-

national capital markets is inversely related to the sovereign rating. For a

$100 million, seven-year bond in 2005, the launch spread would rise from

27 basis points for an A- bond to 577 basis points for a CCC+ bond (box

5.1). There is a sharp jump in spreads (of 91 basis points in 2005) at the

investment-grade threshold.3

When arm’s-length monitoring of investment projects is difficult, non-

bank investors either do not invest, or take direct control of the invest-

ment project via FDI. Also, the cost of financing FDI projects is affected by

sovereign risk ratings. In 2005, FDI constituted 85 percent of private capi-

tal flows in the unrated countries, compared with 26 percent in the BBB-

rated developing countries (figure 5.1).4

Several factors influence a country’s reluctance or inability to get rated.

Countries are constantly reminded of the risks of currency and term mis-

match associated with market-based foreign currency debt, and the possi-

bility of sudden reversal of investor sentiment (Calvo and Reinhart 2000;

Panizza, Eichengreen, and Hausmann 2005). The information required for

the rating process can be complex and not readily available in many coun-

tries.5 The institutional and legal environment governing property rights

and sale of securities may be absent or weak, prompting reluctance on the

part of politicians to get publicly judged by the rating analysts. The fact that
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a country has to request a rating, and has to pay a fee for it, but has no say

over the final rating outcome can also be discouraging.6 Also Basel capital

adequacy regulations that assign a lower risk weight (100 percent) to

unrated entities than to those rated below BB� (150 percent) may dis-

courage borrowing entities from getting rated. 

Having no rating, however, may have worse consequences than hav-

ing a low rating. Unrated countries are often perceived by creditors as

riskier than they are, riskier even than very high-default-risk countries.

In 2002, the U.S. Department of State’s Bureau of African Affairs decided

to fund a project to help African nations get an initial sovereign credit rat-

ing (U.S. Department of State 2006). Also, the United Nations Develop-

ment Programme (UNDP) recently partnered with Standard & Poor’s to

rate eight African countries during 2003–06 (Standard & Poor’s 2006).

Interestingly, the newly established ratings under these two initiatives did

not fall at the bottom of the rating spectrum. Of the 10 newly rated

African countries, one was rated BB-, the rest were rated in B categories,

and none was rated C.

This chapter hopes to make a modest contribution to these efforts by

estimating a model of sovereign ratings for rated developing countries

using readily available variables, and then attempting to predict sovereign

ratings for the unrated developing countries. 

Source: World Bank 2006.

FIGURE 5.1
Composition of Private Capital Flows in Rated and Unrated Countries, 2005
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BOX 5.1

Sovereign Spreads Are Inversely Related to Sovereign

Ratings

The logarithm of spreads can be modeled as a function of sovereign rat-

ings, a dummy that takes the value 1 if a country is considered investment

grade, debt issue size, and maturity (Cantor and Packer 1996; Eichengreen

and Mody 2000; Kamin and von Kleist 1999):

Log(Spread) = a + b1(Investment-grade dummy) � b2(Sovereign rating) 

� b3(Log(Issue size)) � b4(Maturity) � error 

This model seems to work well in explaining the launch spreads of emerg-

ing-market sovereign bonds issued during 2003–05 (see figure). All the co-

efficients have the expected sign and, except for issue size, are statistical-

ly significant at 5 percent. The adjusted R-squared ranges from 0.74 in 2003

to 0.88 in 2005 (see table).

Relationship between Sovereign Ratings and Launch Spreads
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Sources: Bondware, Standard & Poor’s, and authors’ calculations.

Note: $100 million sovereign bond issue with a seven-year tenor. See figure 6.5 for the latest version of the figure for
the relationship between sovereign ratings and launch spreads.
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Regression Results: Relationship between Launch Spread and
Sovereign Rating 

Dependent variable: Log(launch spread) 2003 2005

Investment-grade dummy �0.69** �0.76*
(0.33) (0.38)

S&P sovereign rating (numeric equivalent) 0.16*** 0.23***
(0.05) (0.05)

Log(issue size) 0.04 0.05
(0.13) (0.08)

Maturity (years) 0.02* 0.03***
(0.01) (0.01)

Number of observations 37 42
Adjusted R-squared 0.74 0.88

Source: Authors’ calculations.

Note: White robust standard errors are reported below coefficient estimates.

* significant at 10%; ** significant at 5%; *** significant at 1%.

The plan of the chapter is as follows. The next section presents some

stylized facts about sovereign ratings. It shows that ratings by different

agencies are highly correlated with a correlation coefficient of 0.97 or

higher. It also shows that ratings for individual countries tend to be sticky

over time, a fact that brought criticism to the rating industry in the after-

math of the Asian crisis (Ferri, Liu, and Stiglitz 1999). The chapter then

develops the rating prediction model, drawing on the existing literature. It

also discusses the results on predicted or shadow sovereign ratings for the

unrated countries. The concluding section summarizes the results and dis-

cusses how poor country entities could improve their borrowing terms

through financial structuring or leveraging of official aid. 

Some Stylized Facts about Sovereign Credit Ratings

Sovereign credit ratings in some form have been in existence for nearly a

century. The major rating agencies—Standard & Poor’s and Moody’s—
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started rating sovereign Yankee bonds in the early 20th century. By 1929,

ratings of 21 countries had been done by Poor’s Publishing, the predeces-

sor to Standard & Poor’s, and even included several of today’s emerging

markets, for example, Argentina, Colombia, and Uruguay (Bhatia 2002).

Moody’s started rating debt instruments in 1919, and within the next

decade had rated bonds issued by about 50 governments (Cantor and

Packer 1995). However, demand for ratings declined during the Great

Depression, and most ratings were suspended in the period following

World War II. Rating activity revived briefly in the postwar period but

declined again in the late 1960s with the introduction of the Interest

Equalization Tax (IET), a 15 percent levy on the interest from cross-border

lending in the United States (Bhatia 2002). Rating activity for sovereigns

resumed from the mid-1970s onward, with the withdrawal of the IET in

1974. In 1980, there were eight high-income countries that were rated by

one or the other of the three leading rating agencies, that is, Moody’s,

Standard & Poor’s, and Fitch. By the late 1980s, almost all the high-income

Organisation for Economic Co-operation and Development countries had

been rated. 

Sovereign credit ratings for the developing countries (as currently

defined by the World Bank) began in the late 1980s, after the debt crisis

(figure 5.2). The number of rated countries increased significantly during

the emerging market phenomena of the 1990s. By December 2006, 131

countries—45 high-income and 86 developing countries—were rated by

one or more of the three premier agencies.

Sovereign ratings issued by different agencies tend to be highly corre-

lated. The bivariate correlation coefficient between the ratings of the

three agencies as of December 2006 ranged from 0.97 to 0.99 (figure

5.3). The ratings are exactly the same across the three agencies for most

AAA-rated countries. For most developing countries, the ratings are sim-

ilar across the three agencies, usually within one to two notches of one

another. The differences (if any) are typically due to the different timings

of ratings.

An examination of rating changes over time reveals “stickiness,” or per-

sistence over time (figure 5.4), reflecting the fact that rerating does not

occur with any regularity, but only when a country requests it (and pays

for it), or when some significant, unforeseen event prompts the rating

agencies to revisit a rating. Changes to ratings announced by different
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agencies also tend to be similar in direction and magnitude. A rating

upgrade (or downgrade) by one agency is typically followed by a similar

change by the others, usually with a lag. Rating agencies came under crit-

icism for failing to predict the Asian crisis, and then for downgrading the

countries after the crisis, which further deepened the crisis (Ferri, Liu, and

Stiglitz 1999; Reinhart 2002b). Indeed, ratings were not downgraded by

Moody’s ahead of, or after, the financial crisis in Mexico in 1994–95, or in

Turkey in 2000 (figure 5.4).

In developed countries, a firm’s credit risk typically accounts for a large

part of the information content of its ratings. In developing countries,

however, the sovereign rating exerts significant influence on the ratings of

firms and banks located in the country.7 Nearly three-quarters of subsov-

ereign issues that were rated by Standard & Poor’s during 1993–2005 were

rated equal to or lower than the sovereign rating (figure 5.5). Of these,

almost half had exactly the same rating as the sovereign. A small number

of subsovereign issues did pierce the sovereign foreign-currency rating

ceiling, but these issues were mostly by firms in the oil and gas sector (e.g.,

Pemex, PDVSA, Petronas), or they were structured transactions backed by

some form of collateral (such as export receivables and diversified pay-

ment rights). 

Sources: Standard & Poor’s, Moody’s, Fitch Ratings, and authors’ calculations.

FIGURE 5.2 
Evolution of Sovereign Credit Ratings, 1980–2006
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Sources: Standard and Poor’s, Moody’s, and Fitch Ratings. 

Note: The figure shows ratings as of December 6, 2006, for developing countries rated by all three rating agencies. The correlation coefficient ranges between 0.97 and 0.99.

FIGURE 5.3 
Correlation of Sovereign Ratings by Different Agencies
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Sources: Standard & Poor’s, Moody’s, Fitch Ratings, and authors’ calculations. 

Note: A higher number indicates higher risk and lower letter rating.

FIGURE 5.4
Evolution of Sovereign Credit Ratings in Selected Countries, 1986–2006
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Prediction of Sovereign Credit Ratings

The care, rigor, and judgment that go into the sovereign rating process

cannot be replaced by any mechanical models. But obtaining ratings from

the major agencies for the 70 or so unrated countries would require con-

siderable time and resources. The objective of this section, therefore, is

more modest: to attempt to develop an econometric model using readily

available variables to generate some preliminary, indicative ratings for the

70 or so unrated countries. The results may be interpreted as a rough indi-

cator of what the actual rating might look like if the country were to get

rated by a rating agency. 

Rating agencies, owing to their business practice, do not officially dis-

close the precise models used for their rating methodologies. A common

practice among rating agencies is to assign qualitative scores to several cri-

teria and then arrive at a weighted average score. Beers and Cavanaugh

(2006) provide an excellent explanation of the criteria used by Standard

& Poor’s. They list 44 variables grouped under nine categories—political

risk, income and economic structure, economic growth prospects, fiscal

Sources: Bondware and authors’ calculations. 

Note: The sample excludes debt issued by supranationals, governments, provinces, and local authorities. It includes only debt is-
sued in currencies of high-income OECD countries; it excludes cases where the sovereign is in default.

FIGURE 5.5 
Subsovereign Foreign Currency Debt Issues in Developing Countries Rated
by S&P, 1993–2005 
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flexibility, general government debt burden, off-budget and contingent

liabilities, monetary flexibility, external liquidity, and public sector exter-

nal debt burden. Similar criteria are also used by Moody’s and by Fitch

(Fitch Ratings 1998; Truglia and Cailleteau 2006). Both the scoring and

the weights used to arrive at the final average rating are influenced by

subjective judgment of the rating analysts. Understandably, many ana-

lysts believe that country risk ratings should not be determined by

mechanical models.

Nevertheless, many researchers have found that the ratings by major

agencies are largely explained by a handful of macroeconomic variables

(see table 5.1 for a summary of this literature). Lee (1993) estimated a lin-

ear regression model with panel data for 40 developing countries for

1979–87 using growth, inflation, growth volatility, international interest

rates, industrial countries’ growth rates, debt-to-exports ratio, and dum-

mies for geographical location as explanatory variables for ratings. In an

often-cited article, Cantor and Packer (1996) used a cross-sectional regres-

sion model of sovereign credit ratings as a function of per capita income,

GDP growth, inflation, fiscal balance and external balance, external debt,

default history, and an indicator for the level of economic development.

This study used a cross-section of high-income and developing countries.

Rowland (2005) estimated a similar model using pooled time-series and

cross-section data to identify the determinants of sovereign ratings and

spreads. Ferri, Liu, and Stiglitz (1999) and Mora (2006) used a similar

model to examine whether ratings were pro-cyclical during the Asian cri-

sis by comparing predicted with actual ratings. Reinhart, Rogoff, and

Savastano (2003) estimated similar cross-section and panel regression

models for evaluating debt intolerance, the duress that many emerging-

market countries experience at debt levels that would seem manageable

by industrial country standards. 

Sutton (2005) used an instrumental variable estimation to tackle the

potential reverse causality that runs from ratings to debt burdens. He

found little evidence of reverse causality and concluded that ordinary least

squares may be the most appropriate technique. Related literature has

examined the determinants of actual debt defaults and debt distress (Berg

and Sachs 1988; Kraay and Nehru 2006; Manasse, Roubini, and Schim-

melpfennig 2003). This literature also has found that a small set of vari-

ables (growth, external debt, and policy performance) explain the

likelihood of debt distress and defaults.8
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A common finding from this rich set of papers is that sovereign ratings

can be explained to a significant extent by a handful of rather easily avail-

able macroeconomic variables. For this chapter, the steps taken to develop

a model for predicting sovereign ratings proceeded as follows: (1) Esti-

mate the sovereign ratings for the rated developing countries as a func-

tion of macroeconomic variables, rule of law, debt and international

reserves, and macroeconomic volatility, as identified in the literature. (2)

Test the predictive power of this model using within-sample prediction.

Step two also exploited the high correlation across ratings assigned by the

three rating agencies to test whether the predicted rating for one agency

is similar to the actual ratings by other agencies. (3) Use the econometric

model to predict ratings for developing countries that did not have a rat-

ing as of end-2006. 

TABLE 5.1 
Literature on Model-Based Determinants of Ratings

Source Basis of analysis

Lee (1993) Dependent variable: sovereign rating (log of the Institutional Investor rating)
Explanatory variables: per capita GDP growth, inflation, international interest rates, industrial coun-
tries’ growth rate, variance of per capita GDP growth, debt-to-exports ratio, dummies for geographi-
cal location, dummy for highly indebted country, and dummy for major borrower
Number of observations: 360
Adjusted R-squared: 0.70
Pooled cross-section and time series of 40 developing countries for 9 years (1979–87)

Cantor and Dependent variable: sovereign rating (Moody’s and Standard & Poor’s), spread 
Packer (1996) Explanatory variables: per capita income, GDP growth, inflation, fiscal balance and external balance, 

external debt-to-GDP ratio, default history (dummy for whether a country defaulted since 1970), and 
an indicator for the level of economic development (dummy for industrialized country)
Number of observations: 49
Adjusted R-squared: 0.91 for Moody’s, 0.93 for Standard & Poor’s
Cross-section of 27 high-income and 22 developing countries in 1995

Ferri, Liu, and Dependent variable: sovereign rating (Moody’s)
Stiglitz (1999) Explanatory variables: GDP per capita, real GDP growth, inflation rate, budget deficit, current account 

balance, an indicator for debt-sustainability (short-term debt and current account balance as a ratio 
of foreign exchange reserves), and an indicator for the level of economic development (dummy for in-
dustrialized country)
Number of observations: not applicable
R-squared: 0.30–0.33
Pooled cross-section and time series of 6 high-income and 11 developing countries for 10 years (1989–98)
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Literature on Model-Based Determinants of Ratings
Source Basis of analysis

Reinhart, Rogoff, Dependent variable: sovereign rating (Institutional Investor rating)
and Savastano Explanatory variables: percentage of 12-month periods of inflation at or above 40 percent since 1948, 
(2003) percentage of years in a state of default or restructuring since 1824, number of years since last de-

fault or restructuring, external debt-to-GDP ratio (1970–2000 average), and a dummy for countries 
with high ratings 
Number of observations: 53 for cross-section, 769–1,030 for panel
Adjusted R-squared: 0.74–0.79 for cross-section, 0.78–0.91 for panel regression
Cross-section and panel regressions for 53 industrialized and developing countries for 1979–2000 

Rowland and Dependent variable: sovereign rating (Institutional Investor rating), spread
Torres (2004) Explanatory variables: GDP growth rate, inflation rate, external debt-to-GDP ratio, external debt-to-

exports ratio, debt service as a share of GDP, the level of international reserves as a share of GDP, 
the openness of the economy (exports and imports as share of GDP), and a dummy that takes val-
ue of 1 for the years in which a country is in default 
Number of observations: 225
R-squared: 0.62
Pooled cross-section and time series of 15 emerging market (developing) countries for 1987–2001 

Rowland (2005) Dependent variable: sovereign rating (Moody’s, Standard & Poor’s, Institutional Investor rating), spread
Explanatory variables: GDP per capita, GDP growth rate, inflation rate, external debt-to-GDP ratio, 
debt-service ratio (ratio of external debt service to current account receivables), level of international 
reserves as a share of GDP, and openness of the economy (exports and imports as share of GDP)
Number of observations: 49
Adjusted R-squared: 0.58 for Moody’s, 0.69 for Standard & Poor’s
Pooled time-series and cross-section data

Sutton (2005) Dependent variable: sovereign rating (average of Moody’s and Standard & Poor’s)
Explanatory variables: Corruption index, international reserves, ratio of short-term bank claims to to-
tal claims, external debt-to-exports ratio, external debt-to-GDP ratio, years since resolution of last 
default, and a dummy for whether the country was admitted to the EU
Number of observations: 32
R-squared: 0.87
Cross-section of 32 developing countries in 2004

Mora (2006) Dependent variable: sovereign rating (average of Moody’s and Standard & Poor’s) 
Explanatory variables: GDP per capita (PPP), GDP growth, inflation rate, budget balance (% of GDP), 
current account balance (% of GDP), ratio of external debt to exports of goods and services, an indi-
cator for the level of economic development (dummy for OECD), dummies for default on bonds and 
bank debt, and lagged spread 
Number of observations: 705
R-squared: 0.58–0.68
Pooled cross-section and time series of 88 countries for 1986–2001

Source: Authors’ compilation.
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Regression Model

As in the literature—notably Cantor and Packer (1996) and Sutton

(2005)—this analysis postulated a simple linear regression model in the

data of the following form:

Sovereign rating = a� b1(log of GNI per capita) � b2(GDP growth rate) 

� b3(Debt/Exports) � b4(Reserves/(Imports+short-term (1)
debt)) � b5(Growth volatility) � b6(Inflation) � b7

(Rule of law) + error

Gross national income (GNI) per capita, measured at the current mar-

ket price, is a proxy for the level of development of a country. The ratio of

total reserves to the sum of import and short-term debt obligations is a

liquidity indicator (originally proposed by Greenspan-Guidotti). In the

analysis, a higher value of these variables indicates reduced risk of a

default on external obligations. Growth volatility refers to five-year stan-

dard deviation of the GDP growth rate.9 The rule-of-law variable is taken

from a widely used data set produced and updated by Kaufmann, Kraay,

and Mastruzzi (2006). This variable, constructed as a function of various

governance indicators, such as enforcement of property rights and

accountability of the government, takes a value between �2.5 and �2.5,

with higher values indicating better governance. (The world average for

this variable is zero.) This variable was also used by Kraay and Nehru

(2006).

The analysis also tried fiscal balance as an explanatory variable in the

regressions. However, as in Cantor and Packer (1996) and Rowland

(2005), this variable was not statistically significant. This may be due to

data problems: the definition of the public sector and the reporting stan-

dards for fiscal deficit vary greatly from one country to another. To some

extent, the fiscal balance is indirectly reflected in the regression through

the other variables such as growth, inflation, and external debt.10

In this analysis, the dependent variable was the numeric equivalent of

the sovereign long-term foreign currency rating from one of the three

major agencies—Moody’s, Standard & Poor’s, and Fitch Ratings. The sov-

ereign ratings issued by the three rating agencies were converted to a

numeric scale, with 1 denoting the highest rating (corresponding to AAA

for Standard & Poor’s and Fitch, and to Aaa for Moody’s) to 21 being low-
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est (C for all three agencies).11 Table 5.2 shows the correspondence in the

ratings between the three rating agencies. Cases of sovereign default or

selective default were excluded in the regression analysis, since it is diffi-

cult to assign a specific numeric rating to such extreme credit events.

Although default or selective default appears to be just another step down

the road of getting a rating downgrade, assigning a specific value to such

an event would run the risk of ignoring the degree of distress (e.g., a tem-

porary liquidity crisis versus a systemic crisis).

Because a higher value of the dependent variable indicates a higher

level of country risk, the correct sign for the coefficients of GNI per capita,

GDP growth rate, reserve ratio, and rule of law was negative, whereas the

sign of the coefficients of debt-to-exports ratio, growth volatility, and infla-

tion was positive. 

TABLE 5.2
Ratings—Conversion from Letter to Numeric Scale

Standard & Poor’s Fitch Moody’s Numeric grade

Investment grade
Highest credit quality AAA AAA Aaa 1

Very high credit quality AA� AA� Aa1 2
AA AA Aa2 3
AA� AA� Aa3 4

High credit quality A� A� A1 5
A A A2 6
A� A� A3 7

Good credit quality BBB� BBB� Baa1 8
BBB BBB Baa2 9
BBB� BBB� Baa3 10

Speculative grade
Speculative BB� BB� Ba1 11

BB BB Ba2 12
BB� BB� Ba3 13

Highly speculative B� B� B1 14
B B B2 15
B� B� B3 16

High default risk CCC� CCC� Caa1 17
CCC CCC Caa2 18
CCC� CCC� Caa3 19

Very high default risk CC CC Ca 20
C C C 21

Sources: Standard & Poor’s, Moody’s, and Fitch Ratings. 
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The following sections report results for four specifications of the model

summarized in equation (1):

1. Dependent variable is the rating as of end-2006; explanatory variables

for 2005.

2. Dated model: dependent variable is the rating as of end-2006, but if the

rating was established in year t, then for that observation, use explana-

tory variables for year t�1. 

3. Dated pooled model to test whether a first-time rating by an agency sys-

tematically differs from its subsequent ratings.

4. Dated model to test whether a first-time rating by an agency is system-

atically affected by an existing rating from another agency.

The motivation for these different specifications and results are discussed

below. After specification 2, results of model validation using within-sample

prediction are reported and, separately, cross-comparison of a forecasted rat-

ing from one agency with an actual rating by another agency.

Specification 1: Dependent variable is the rating as of end-2006; explanatory variables for
2005
The first specification models the ratings as of end-2006 as a function of

(lagged) explanatory variables for 2005. The analysis used ordinary least

squares for a cross-section of latest available ratings, following the litera-

ture on modeling sovereign credit ratings (Cantor and Packer 1996; Sutton

2005). However, some of the latest available ratings were established sev-

eral years back and have not changed in the meantime.12 To exclude these

outdated ratings, the analysis used ratings that were established between

the beginning of 2003 and end-2006. This period covers most of the sam-

ple for the three rating agencies. Lagged values of the explanatory vari-

ables were used instead of contemporaneous values in order to limit

possible reverse causality from ratings to explanatory variables. For exam-

ple, the current sovereign rating may plausibly influence the risk premium

and willingness of investors to hold foreign currency liabilities of the coun-

try. The results are reported in table 5.3. 

All of the explanatory variables (except inflation) used for the analysis

have the expected sign and are statistically significant at 5 percent across

the three rating agencies. A higher GDP growth rate, a summary indicator
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of the performance of the economy, is associated with a better rating.

Because ratings are on a negative numeric scale (with AAA equivalent to

1, AA� to 2 and so on), a negative relationship between an explanatory

variable and the numeric rating implies that higher values of the explana-

tory variable are associated with better credit ratings. This is also true for

the GNI per capita, the reserve ratio, and the rule of law—higher values

should be associated with lower numeric ratings and better letter rating.

The coefficients associated with GNI per capita, the reserve ratio, and the

rule-of-law variables have the expected negative signs. On the other hand,

external debt (as a share of GDP) and the volatility of GDP growth are

associated with a lower letter rating (and hence the positive sign). The

coefficient of inflation is positive (as expected) but not significant. Given

the cross-sectional nature of the regression, the R-squared presented in

table 5.3 is adjusted for the degrees of freedom. 

To get a better fit, the analysis excluded some outliers in the above

regressions (Belize and Kazakhstan in the Moody’s regressions; Belize,

TABLE 5.3 
Regression Results Using 2005 Explanatory Variables for Ratings in
December 2006 

Dependent variable: sovereign rating Standard & Poor’s Moody’s Fitch

GDP growth �0.50*** �0.43*** �0.29***
(0.07) (0.09) (0.09)

Log of GNI per capita �1.63*** �2.17*** �1.49***
(0.24) (0.47) (0.22)

Ratio of reserves to import and short-term debt �4.23*** �4.41*** �3.76***
(1.03) (1.15) (0.98)

Ratio of external debt to exports 0.57** 0.92*** 0.82***
(0.22) (0.31) (0.14)

GDP volatility (5-year standard deviation) 0.63*** 0.76*** 0.49***
(0.10) (0.14) (0.10)

Rule of law �1.77*** �2.15*** �1.95***
(0.45) (0.71) (0.43)

Inflation 0.05
(0.08)

Observations 55 47 60
Adjusted R-squared 0.81 0.82 0.81

Source: Authors’ calculations.

Note: White robust standard errors are reported below coefficient estimates. 

** significant at 5%; *** significant at 1%. 
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Grenada, Madagascar, and Uruguay in the S&P regressions; and Lebanon

and the Islamic Republic of Iran in the Fitch regressions). The adjusted R-

squared was lower when these outliers were included (for example, 0.76

versus 0.82 in the Moody’s regressions), but the signs and significance of

the explanatory variables were unchanged.13

It is plausible that some of the coefficients may be inconsistent and

causality may be confounded in this regression because of the potential

presence of reverse causality from ratings to some of the explanatory vari-

ables. In other words, income per capita or external debt may itself depend

on ratings. There are two reasons why this did not present serious difficul-

ties for this analysis. First, this is a cross-sectional study that deliberately

used lagged data for all the independent variables, instead of contempora-

neous values. Second, the purpose of the regression model was to use it as

a best linear predictor of ratings, rather than for testing a hypothesis. In a

cross-section, this method gives reasonably good results.

Specification 2: Dated model: dependent variable as of end-2006; but if the rating was
established in year t, then use explanatory variables for year t�1
The regression model in the previous specification assumed that the latest

available rating in end-2006 reflects the prevailing view of the rating

agency, that is, that the macroeconomic and political situation has not

improved (deteriorated) sufficiently to warrant an upgrade (downgrade)

between the date the rating was established and end-2006. However, a rat-

ing established a few years back may not have changed for other reasons;

one likely reason is that the country may not have requested or paid for a

rating. Since it is not possible to distinguish between the two with the avail-

able information, the model used a more robust specification. Instead, it

used lagged “dated” explanatory variables relative to the year in which the

latest available rating was established.14 For example, the latest available

rating by Standard & Poor’s for Estonia was for 2004 and used 2003 control

variables. For the latest ratings that were established in 2006, the 2005 con-

trol variables still apply. As before, outliers were excluded to improve the fit

of the prediction model. The results are reported in table 5.4.

The signs of the explanatory variables in table 5.4 are in the expected

direction and are significant at the 10 percent level or better. The addi-

tional variable that is now significant is inflation, with higher inflation

being correlated with worse ratings. All these variables together explain

about 80 percent of the variation in ratings for the dated regression sam-
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ple. With such high explanatory power, it is not surprising that the pre-

dicted ratings are the same or close to the actual ratings for a large number

of countries in the sample (see annex table 5A.1). The results presented in

table 5.4 are used as the benchmark model for predicting ratings for

unrated countries. 

Model Validation Using Within-Sample Predictions

The next step was to use the fitted model to predict the value of the

dependent variable. This step consisted of three models, one for each

agency. Before proceeding to prediction, the validity of each model was

checked using a variety of methods. Model validation involves using the

available sample to verify that the model would give reasonable predic-

tions. Using a model for the latest rating as of end-2005, the analysis pre-

dicted ratings for 2006 and compared these with the actual ratings assigned

in 2006. This within-sample forecasting allowed a comparison of the actual

TABLE 5.4
Regression Results Using Dated Explanatory Variables for Latest Ratings as
of December 2006  

Dependent variable: sovereign rating Standard & Poor’s Moody’s Fitch

GDP growth �0.47*** �0.03 �0.19*
(0.08) (0.09) (0.10)

Log of GNI per capita �1.41*** �0.69* �1.34***
(0.29) (0.35) (0.26)

Ratio of reserves to import and short-term debt �3.41*** �2.21*** �4.16***
(0.87) (0.65) (0.92)

Ratio of external debt to exports 0.68*** 1.68*** 0.77***
(0.24) (0.25) (0.23)

GDP volatility (5-year standard deviation) 0.37*** 0.06 0.38***
(0.10) (0.12) (0.09)

Rule of law �2.60*** �2.68*** �2.20***
(0.43) (0.60) (0.41)

Inflation 0.17***
(0.04)

Observations 54 45 60
Adjusted R-squared 0.78 0.82 0.80

Source: Authors’ calculation.

Note: White robust standard errors are reported below coefficient estimates. 

* significant at 10%; *** significant at 1%. 
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ratings with the ratings predicted by the model. The regression results for

ratings as of end-2005 are qualitatively very similar to the results reported

in table 5.4 above, confirming that the model is indeed very stable.15

Figure 5.6 compares the ratings established in 2006 by Standard &

Poor’s with the predicted ratings using explanatory variables for 2005. The

predicted ratings for 2006 are within one to two notches of the actual rat-

ing for most of the countries that have a rating. The small variation around

actual ratings can be attributed to two factors. First, several of these devel-

oping countries have not been rated for some time and were therefore not

part of the regression sample (the latest available rating for these was

established before 2003). Second, the model captures economic and gov-

ernance variables and the average relationship of these variables with the

sovereign rating. The explanatory variables in the model may not ade-

quately capture some events, for example, a military coup and nationaliza-

tion of some crucial export sector such as oil. Based on these

within-sample forecasts, the conclusion is that the benchmark prediction

model (Specification 2) is reasonably good at predicting the sovereign rat-

ing for most developing countries.

Sources: Standard & Poor’s and authors’ calculations. 

Note: A higher numeric rating indicates higher risk and lower letter rating. (See table 5.2 for conversion from letter to numeric
scale.)

FIGURE 5.6 
Comparison of Actual S&P Ratings Established in 2006 with Predicted Ratings
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Model Validation Using Cross-Comparison between 

Agency Ratings

To validate the models used, the analysis also exploited the fact that sev-

eral countries are rated by one of the agencies but not by the others. In

such cases, the predicted rating from one of the rating models can be com-

pared with the actual rating by another agency. For example, Lesotho is

rated BB� by Fitch, but it is not rated by Standard & Poor’s and Moody’s.

The predicted rating for Lesotho, using the model estimated for S&P rat-

ings, is also found to be BB�. Similarly, Uganda is rated B by Fitch, within

one notch of the predicted rating of B� using the Standard & Poor’s model.

Figure 5.7 compares sovereign ratings established by Fitch in 2005–06

with the predicted rating from Moody’s and Standard & Poor’s for coun-

tries that were not rated by one or the other agency by end-2006. The

average predicted rating from the Moody’s and S&P models was used

when both actual ratings were unavailable. The model seems to perform

reasonably well in terms of emulating the actual rating of countries rated

by Fitch.16

Sources: Standard & Poor’s, Moody’s, Fitch Ratings, and authors’ calculations. 

Note: A higher numeric rating indicates higher risk and lower letter rating. (See table 5.2 for conversion from letter to numeric
scale.)

FIGURE 5.7 
Comparison of Actual Fitch Ratings at End-2006 with Predicted Ratings from
the Other Two Agencies
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Modeling of New Ratings and the Very First Rating

The analysis carried out two final regressions for sovereign ratings. The

interest is in what a new rating for a country would look like if there is no

existing rating by all three agencies, and when there is an existing rating

by one agency. 

Specification 3: Dated pooled model to test whether a first-time rating by an agency system-
atically differs from its subsequent ratings
To test whether the sovereign rating varies systematically between a new

rating by an agency and a subsequent rating by the same agency, the analy-

sis used a regression model similar to the dated model specification for the

entire pooled sample of all available ratings, with a dummy for the very

first rating by the agency as an additional explanatory variable. The Inter-

national Country Risk Guide (ICRG) composite index was used as an

explanatory variable instead of the rule of law since the latter was not

available for the period prior to 1996. The results are reported in table 5.5.

The explanatory variables have the expected signs and are statistically

significant. The coefficient for the very first rating is negative in all three

cases, but significant only in the case of Fitch. The first rating tends to be

somewhat more optimistic than subsequent ratings, perhaps because coun-

tries choose to get rated when they are doing relatively well. It may also

imply that rating agencies oblige new customers with a better first rating.

TABLE 5.5
Pooled Regression Results: On New Ratings 

Dependent variable: sovereign rating Standard & Poor’s Moody’s Fitch

GDP growth (3-year moving average, %) �0.23*** �0.29*** �0.08 **
Log of GNI per capita �0.66*** �0.77*** �0.51***
ICRG composite index �.20*** �0.14*** �0.18**
Ratio of reserves to import and short-term debt �1.01*** �0.64*** �1.67***
Ratio of external debt to exports 0.66*** 0.67*** 0.96***
GDP volatility (5-year standard deviation) 0.17*** 0.18*** 0.29***
Dummy for first rating �0.39 �0.19 �1.55**

Observations 520 514 374
Adjusted R-squared 0.65 0.62 0.68

Source: Authors’ calculation.

Note: White robust standard errors suppressed. 

** significant at 5%; *** significant at 1%. 
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Specification 4: Dated model to test whether a first-time rating by an agency is systemati-
cally affected by an existing rating from another agency
The final specification considers the case when there is an existing rating

by another agency when a rating agency rates a country for the very first

time. The very first rating used a regression model similar to the dated

specification, with the existing rating by another agency as an additional

explanatory variable. The results reported in table 5.6 show that the first

rating assigned by an agency is highly influenced by the existing rating

assigned by its competitors. Indeed, this factor appears more important

than the standard set of explanatory variables used in our models (which

presumably are already reflected in the existing rating, according to the

results of specification 3 above). These results again underscore that rat-

ings by the three major agencies tend to be highly correlated. 

Predictions for Unrated Developing Countries

The benchmark model in table 5.4 was used to predict ratings for the

unrated developing countries. The range of predicted ratings generated by

the three separate models is reported in table 5.7. 

From these results, many countries appear to be more creditworthy than

previously believed. It is rather striking to see that the predicted ratings for

the unrated countries do not all lie at the bottom end of the rating spectrum

TABLE 5.6 
Regression Results: On Very First Rating

Dependent variable: sovereign rating Standard & Poor’s Moody’s Fitch

GDP growth (3-year MA %) �0.85* �0.15 0.15**
Log of GNI per capita �0.15 0.38 0.39
Rule of law 0.48 �0.06 �0.08*
Ratio of reserves to import and short-term debt �0.56** 0.2 �1.7**
Ratio of external debt to exports 0.19 0.28 0.06
GDP volatility (5-year standard deviation) 0.08 �0.16* 0.01
Existing rating (by another agency) 0.76*** 0.91*** 0.87***

Observations 36 28 38
Adjusted R-squared 0.89 0.90 0.92

Source: Authors’ calculation.

Note: White robust standard errors suppressed. 

* significant at 10%; ** significant at 5%; *** significant at 1%. 
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but are spread over a wide range (figure 5.8). Of the 55 unrated countries

for which the analysis generated predicted ratings, only 14 were rated CC

or lower; 8 were above investment grade, 18 were in the B to BB category,

and 15 were in the CCC category.17 The countries just below the invest-

ment grade but at or above CCC are comparable to many emerging market

countries with regular market access. For example, the shadow rating for

Standard & Poor’s for Bangladesh in the analysis is a range from B� to B,

which puts it in a similar bracket as emerging market countries such as

Bolivia and Uruguay. There are several other unrated developing countries

(e.g., Belarus, Cambodia, Chad, Dominica, Equatorial Guinea, Tajikistan,

and the Republic of Yemen) with shadow ratings in the B category or above.

Even though the model-based shadow ratings may not capture all possi-

ble elements of country risk, a natural question that arises is: what variables

included in the model explain what percentage of a country’s predicted rat-

ing? As an illustration, annex table 5A.2 shows the contribution of each

explanatory variable to the predicted rating using the benchmark model for

Standard & Poor’s (table 5.4). The predictions are based on the latest infor-

mation as of end-2005, to ensure the broadest possible sample. 

The results focus first on the countries with predicted S&P ratings in the

investment-grade category. Some of their success is due to factors such as

past wealth and high oil prices that may not be sustainable over the long

Source: Authors’ calculations. 

Note: The distribution is based on the lowest predicted rating in table 5.7.

FIGURE 5.8 
Distribution of Predicted Ratings
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run. For example, Kiribati’s AAA rating is mostly due to extraordinarily

high reserves accumulated from a trust fund, the Revenue Equalization

Reserve Fund of some $600 million that was established from earlier phos-

phate mining revenues (Graham 2005). Algeria, Equatorial Guinea, Libya,

and the Syrian Arab Republic are all oil exporters and consequently have

very strong foreign exchange reserve positions and low levels of external

debt relative to exports. Furthermore, Algeria’s, Equatorial Guinea’s, and

Libya’s oil wealth puts them in the middle- or upper-middle-income cate-

gories among developing countries. Others, such as the island nations St.

Kitts and Nevis, St. Lucia, and St. Vincent and the Grenadines have high

ratings, primarily owing to their high incomes from offshore banking and

tourism. Bhutan, a lower-middle-income country, has an investment-

grade rating due to a strong reserve position, above-average growth, and

good governance (a high rule-of-law indicator), although with a debt ratio

close to the average for unrated countries. 

At the lower end of the spectrum are countries such as Burundi,the

Central African Republic, Eritrea, Liberia, São Tomé and Principe, and

Zimbabwe, whose predicted S&P numeric ratings puts them out-of-range

on the S&P letter rating scale. All of these countries are poor, with per

capita GNI ranging from $130 to $340 in 2005, with high debt ratios, poor

governance, and low (or negative) GDP growth. These negative factors

contribute to very low shadow ratings. 

Countries in the middle that have a sub-investment-grade shadow rat-

ing for Standard & Poor’s but are at least in the B category (from Vanuatu

down to the Lao People’s Democratic Republic) are usually characterized

by higher GDP growth, lower debt ratio, lower GDP volatility, and better

governance compared with the sample of all unrated countries. These

countries are not uniformly good performers in all respects. For example,

several (Lao PDR, Mauritania, Samoa, Tanzania, and Tonga) had signifi-

cantly higher external debt ratios than the average in 2005. However,

some of their positive attributes ameliorate this to some extent—high GDP

growth in Lao PDR, Mauritania, and Tanzania; and relatively high GNI per

capita and good governance in Samoa and Tonga. Similarly, Bangladesh

had low external reserves relative to imports and short-term debt in 2005

and relatively poor governance, but it did well in terms of growth and

macroeconomic stability. 

The predicted ratings of four countries are shown as out of range in

table 5.7, to indicate that they are riskier than a C rating. These countries
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are conventionally perceived as extremely risky. Indeed, all these coun-

tries are considered at high risk of debt distress (“red light” countries) by

the International Development Association (IDA 2006b).18 However,

whether they are below default status is not clear, because it is not clear

what numeric value can be assigned to default level. Therefore, default

cases are excluded from this regression analysis.

TABLE 5.7
Predicted Ratings for Unrated Developing Countries

Predicted Rated countries in 
Country rating range the same range

Albania** BB to BB� Brazil, Colombia, El Salvador
Algeria A to AA Chile, China, Estonia
Angola CCC� to B� Argentina, Ecuador, Uruguay 
Bangladesh B� to B Bolivia, Dominican Republic, Jamaica
Belarus** BB� to BB� El Salvador, Indonesia, Philippines
Bhutan BBB� to BBB� Poland, South Africa, Thailand
Burundi * —
Cambodia** B� Argentina, Georgia, Pakistan
Central African Republic C or lower —
Chad B� to B� Argentina, Bolivia, Uruguay
Comoros CC to CCC� Belize, Ecuador 
Congo, Dem. Rep. of C or lower —
Congo, Rep. of CCC� to B� Bolivia, Cameroon, Paraguay 
Côte d’Ivoire CCC� to CCC� Ecuador 
Djibouti B to B� Argentina, Georgia, Uruguay 
Dominica BB� to BBB India, Mexico, Romania 
Equatorial Guinea BB� to BBB� El Salvador, India, Peru
Eritrea * —
Ethiopia CCC� —
Gabon** BB� to BBB Mexico, Peru, Romania
Guinea CCC or lower —
Guinea-Bissau C to CC —
Guyana CCC� to B Bolivia, Ecuador, Dominican Republic
Haiti C to CCC� —
Kiribati AAA —
Kyrgyz Republic CCC� to B� Bolivia, Lebanon, Paraguay 
Lao PDR CCC� to B� Bolivia, Ecuador, Paraguay 
Liberia * —
Libya AA to AAA —
Maldives BB� to BBB Croatia, India, Mexico 
Marshall Islands B� to B� Bolivia, Pakistan, Uruguay
Mauritania CCC to B Bolivia, Dominican Republic, Paraguay
Myanmar CCC� —



SHADOW SOVEREIGN RATINGS FOR UNRATED DEVELOPING COUNTRIES 125

The regression analysis used outstanding external debt instead of the

net present value of external debt. In the case of countries that have

received debt relief under the Heavily Indebted Poor Countries Initiative

or the Multilateral Debt Relief Initiative, the net present value of future

repayments may be lower than the stock of outstanding debt. Such coun-

tries may be more creditworthy than predicted by this model.19 The rating

agencies have been slow to upgrade such countries, taking the view that

debt relief may be a one-time-only event with transitory effects. 

It is worth reiterating that model-based predictions reported here can

only be a rough guide, but not a substitute for rigorous and forward-looking

Predicted Ratings for Unrated Developing Countries
Predicted Rated countries in 

Country rating range the same range

Nepal CCC� to B Bolivia, Dominican Republic, Paraguay
Niger CCC� to CCC —
Rwanda CC or lower —
Samoa CCC� to BB� Philippines, Turkey, Ukraine
São Tomé and Principe * —
Sierra Leone CCC� —
Solomon Islands B� to B� Pakistan, Sri Lanka, Uruguay
St. Kitts and Nevis BBB� to A� Czech Republic, Malaysia, Thailand
St. Lucia BBB to BBB� Mexico, South Africa, Thailand
St. Vincent & the Grenadines** BBB to BBB� Mexico, South Africa, Thailand
Sudan CCC or lower —
Swaziland BB� to BB Brazil, Colombia, Turkey
Syrian Arab Rep. A� to A� Chile, China, Czech Republic
Tajikistan B to B� Argentina, Georgia, Uruguay
Tanzania CCC� to B� Argentina, Bolivia, Pakistan
Togo CCC to CCC� Ecuador
Tonga B� to BB� Brazil, Colombia, Indonesia 
Uzbekistan B to BB� Argentina, Indonesia, Philippines
Vanuatu BB� to BBB� Peru, Russian Federation, Thailand 
Yemen, Republic of BB� to BB Colombia, Costa Rica, Guatemala
Zambia CCC� or lower Ecuador
Zimbabwe CC or lower —

Source: Authors’ calculations.

Note: — = not available. The model-based ratings presented here should be treated as indicative; they are clearly not a substitute
for the broader and deeper analysis, and qualitative judgment, employed by experienced rating analysts. The predicted ratings range
is based on predictions for the benchmark models for Standard & Poor’s, Moody’s, and Fitch. Dated explanatory variables were used
for predicting ratings for 2006. These shadow ratings are not predictions for future rating changes. For that, one would need forecasts
for the explanatory variables. See table 6.5 for shadow ratings for unrated countries in Sub-Saharan Africa as of December 2007.

* When the predicted rating was above 21 in the numeric scale, it was classified as out of range. 

** Rated—exactly or closely aligned with the prediction here—since the preparation of this table.
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analysis by seasoned analysts. First, the data used here are past data, rather

than forecasts for the explanatory variables, in order to include the largest

possible sample of unrated countries. Second, the shadow ratings may not

capture political factors that are not fully captured in the rule-of-law index,

for example, war or civil conflict. Budget deficit, which has been cited in the

literature as an important explanatory variable, was not used because of the

lack of consistent and comparable information, such as varying definitions

of, for example, central government versus general government. Since the

objective was to generate predictions for the broadest sample of countries

possible, only variables that were available on a comparable basis for the

largest possible set of countries were used. This exercise does not explicitly

account for why countries do not get rated, which is an area of future

research. Even with these important caveats, the above results show that

unrated countries are not necessarily at the bottom of the ratings spectrum

and that many of them are more creditworthy than previously believed.

Summary of Results and Policy Implications 

Sovereign ratings from major rating agencies affect the access of sovereign

and subsovereign entities to international capital markets. In addition to

raising debt in capital markets, ratings are useful for the Basel II capital-

adequacy norms for commercial banks. Foreign direct investment and

portfolio investors typically use sovereign ratings to gain an aggregate view

of the risk of investing in a particular country. For a developing country,

the sovereign rating can provide a benchmark for the cost and size of

potential debt issuance. Even aid allocations from multilateral agencies

(e.g., IDA) and bilateral donors (e.g., the U.S. Millennium Challenge

Account) are affected by sovereign creditworthiness criteria.

This chapter has tried to develop an econometric model for explaining

sovereign ratings assigned to developing countries by the three major rat-

ing agencies. The ultimate purpose is to predict shadow ratings for the 70

or so unrated countries. 

The main findings can be summarized as follows: First, the model works

very well in explaining sovereign credit ratings. Within-sample forecasts—

for example, using the ratings sample until 2005 to predict 2006 ratings—

are usually within one to two notches of the actual sovereign ratings for

rated developing countries. 
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Second, the ratings by the three agencies are highly correlated. The

bivariate correlation ranges from 0.97 to 0.99. 

Third, the model-based rating predictions show that many unrated

countries would be likely to have higher ratings than currently believed,

and many would be in a similar range as the so-called emerging markets.

This finding is robust to a variety of specifications. Also, this finding con-

tradicts the conventional wisdom that countries that lack a sovereign rat-

ing are at the bottom of the ratings spectrum. 

Finally, spreads rise exponentially as the credit rating deteriorates, regis-

tering a sharp rise at the investment-grade threshold. For a $100 million,

seven-year bond in 2005, the launch spread would rise from 55 basis points

for a BBB� rating, then rise sharply to 146 basis points as the rating falls

below the investment-grade threshold to BB� before reaching a high of

577 basis points for a CCC� rating. The large shift of 91 basis points at the

investment-grade threshold likely reflects the limitations or regulations

that prevent institutional investors from buying sub–investment grade. An

implication is that if a country or borrowing entity were to obtain an invest-

ment-grade rating, the investor base would widen considerably.

The shadow rating for a country can provide a sense of where the coun-

try would lie on the credit rating spectrum if it were to be rated. The

model-based shadow ratings can provide a benchmark for evaluating

unrated countries, as well as rated countries that have not been rated for

some time and might have improved sufficiently in the meantime to

deserve an upgrade (or downgrade, in some cases). 

As shown in box 5.1, for developing countries with sovereign ratings

that are below investment grade, the sovereign ceiling often acts as a bind-

ing constraint, which limits market access and keeps borrowing costs high

for subsovereign entities located in these countries. Preliminary results

indicate that, after controlling for global liquidity conditions and country

and firm-specific factors, a developing country’s sovereign credit rating

explains some 64 percent of the variation in ratings of subsovereign enti-

ties located in its jurisdiction. 

Poor countries can use a variety of structuring mechanisms to raise their

creditworthiness, pierce the sovereign ceiling, and establish market access.

A country’s spread savings as a result of improving ratings from B to BBB

would be in the range of 320–450 basis points. The knowledge of this rela-

tionship can be helpful for bilateral and multilateral donors interested in

setting up guarantees and other financial structures to reduce project risks
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and mobilize private financing. According to Gelb, Ramachandran, and

Turner (2006), World Bank and IDA guarantees of $2.9 billion have been

able to catalyze private capital of $12 billion for large infrastructure proj-

ects.20 An official grant can be used as a first-loss reserve, for example,

which can substantially improve the credit rating of the project. 

A financing structure that raises the rating of a project to investment

grade can attract a larger pool of investors (e.g., pension funds) that face

limitations on buying non-investment-grade securities. In poor countries

that have recently received debt relief and where there are concerns

regarding nonconcessional borrowing, these mechanisms can be used

mainly for private sector development projects. By lowering borrowing

costs and lengthening maturities, these structures can in turn increase net

resource flows to poor countries. These mechanisms can complement

existing efforts to improve aid effectiveness (Gelb and Sundberg 2006). 

Similarly, foreign currency inflows (of remittances, tourism revenue,

and export receivables) can be leveraged to improve foreign currency rat-

ings. Any improvement in sovereign rating is likely to translate into an

improvement in the rating of subsovereign borrowers whose foreign cur-

rency borrowing is typically subject to the sovereign rating ceiling. Future

foreign currency inflows can then be used as collateral by private sector

entities, banks, and other financial intermediaries to improve their own

ratings, allowing them to pierce the sovereign rating ceiling and issue

bonds at lower interest spreads and longer tenor (Ketkar and Ratha

2004–2005). Several banks in developing countries—such as Brazil, Mex-

ico, and Turkey and, in more recent years, the Arab Republic of Egypt,

Jamaica, and Kazakhstan—have been able to raise cheaper and longer-

term financing from international capital markets using securitization of

future remittance flows (Ratha 2006).

That many unrated poor countries may be more creditworthy than cur-

rently believed provides hope for a private sector–to–private sector alter-

native for financing poverty reduction and other Millennium

Development Goals in these countries. Future research should examine

how sovereign ratings influence the ratings of subsovereign entities; what

kind of financing structures can help poor countries access international

capital markets; and what regulatory preconditions are necessary for such

financial structures to succeed in poor countries. 
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ANNEX TABLE 5A.1 
Actual and Predicted Ratings for Rated Developing Countries

Actual rating
Standard & Predicted 

Country Poor’s Moody’s Fitch rating range

Argentina B� (Oct-06) B3 (Jun-05) B (Aug-06) B� to BB
Armenia — Baa3 (Jul-06) BB� (Jun-06) BB� to BBB
Azerbaijan — Baa2 (Sep-06) BB (Nov-04) BB� to BBB�

Barbados BBB� (Aug-04) Baa2 (Feb-00) — A
Belize CC (Aug-06) Caa3 (Oct-05) — *
Benin B (Sep-06) — B (Sep-04) CCC� to B
Bolivia B� (Oct-03) B3 (Apr-03) B- (Jun-05) B� to BB�

Bosnia and Herzegovina — B2 (May-06) — BB� to BB
Botswana A (Apr-01) Aa3 (May-06) — AA to AAA
Brazil BB (Feb-06) Ba2 (Aug-06) BB (Jun-06) BB to BB�

Bulgaria BBB� (Oct-06) Baa3 (Mar-06) BBB (Aug-05) BBB�

Burkina Faso B (Mar-04) — — CCC to B-
Cameroon B� (May-06) — B (Jun-06) B to B�

Cape Verde — — B� (Aug-03) BB�

Chile A (Jan-04) A2 (Jul-06) A (Mar-05) A to A�

China A (Jul-06) A2 (Oct-03) A (Oct-05) BBB� to A
Colombia BB (May-00) Ba2 (Aug-99) BB (May-04) BB to BB�

Costa Rica BB (Jul-97) Ba1 (May-97) BB (Apr-03) BBB to BBB�

Croatia BBB (Dec-04) Baa3 (Jan-97) BBB� (Jul-05) BBB� to BBB
Czech Republic A� (Nov-98) A1 (Nov-02) A (Aug-05) A� to A
Dominican Republic B (Jun-05) B3 (Jan-04) B (May-06) B� to BB
Ecuador CCC� (Oct-05) Caa1 (Feb-04) B� (Aug-05) BB� to BB�

Egypt, Arab Rep. of BB� (May-02) Ba1 (Jul-01) BB� (Dec-04) BBB� to BBB
El Salvador BB� (Apr-99) Baa3 (Dec-03) BB� (Jan-05) BB� to BB
Estonia A (Nov-04) A1 (Nov-02) A (Jul-04) A to A�

Fiji B� (Nov-06) Ba1 (May-06) — BB� to BBB
Gambia, The — — CCC (Dec-05) B� to B�

Georgia B� (Dec-05) — — BB� to BB
Ghana B� (Sep-03) — B� (Mar-05) B� to BB�

Grenada B� (Nov-05) — — *
Guatemala BB (Jul-06) Ba2 (Aug-97) BB� (Feb-06) BB� to BB
Honduras — Ba3 (May-06) — B to BB�

Hungary BBB� (Jun-06) A1 (Nov-02) BBB� (Dec-05) BBB� to A�

India BB� (Feb-05) Baa2 (May-06) BBB� (Aug-06) BBB- to BBB
Indonesia BB� (Jul-06) B1 (May-06) BB� (Jan-05) B� to BB�

Iran, Islamic Rep. of — — B� (Apr-06) *
Jamaica B (Jul-03) B1 ( May-03) B� (Aug-06) B� to BB�

Jordan BB (Jul-03) Baa3 (May-06) — BBB to BBB�

Kazakhstan BBB (Nov-06) Baa2 (Jun-06) BBB (Dec-05) *

(Table continues on the following page.)
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ANNEX TABLE 5A.1 (continued)
Actual and Predicted Ratings for Rated Developing Countries

Actual rating
Standard & Predicted 

Country Poor’s Moody’s Fitch rating range

Kenya B� (Sep-06) — — B� to B
Latvia A� (Jul-04) A2 (Nov-02) A� (Aug-05) BBB to A
Lebanon B� (Apr-02) B3 (Mar-05) B� (Nov-05) *
Lesotho — — BB� (Nov-05) BB- to BB�

Lithuania A (Dec-05) A2 (Sep-06) A (Oct-06) A� to A
Macedonia, FYR BB� (Aug-05) — BB� (Dec-05) BB to BBB�

Madagascar B (May-04) — — *
Malawi — — CCC (Dec-05) CC or lower
Malaysia A� (Oct-03) A3 (Dec-04) A� (Nov-04) A� to A
Mali B (May-04) — B� (Apr-04) B to B
Mauritius — Baa1 (May-06) — A�

Mexico BBB (Jan-05) Baa1 (Jan-05) BBB (Dec-05) BB� to BBB�

Moldova — Caa1 (May-03) B- (Feb-03) B� to BB
Mongolia B (Dec-99) Ba2 (May-06) B� (Jul-05) BB� to BB
Morocco BB� (Aug-05) Ba1 (Jul-99) — BBB� to BBB
Mozambique B (Jul-04) — B (Jul-03) B� to B
Namibia — — BBB� (Dec-05) BB� to BBB
Nicaragua BB� (Feb-06) B3 (May-06) — CCC� to B
Nigeria BB� (Feb-06) — BB� (Jan-06) B� to BB�

Oman A� (Sep-06) A1 (Oct-06) — A� to A�

Pakistan B� (Nov-04) B1 (Nov-06) — B to B�

Panama BB (Nov-01) Ba1 (Jan-97) BB� (Dec-03) BB� to BB�

Papua New Guinea B (Aug-01) Ba2 (May-06) B (Jul-03) B� to BB
Paraguay B� (Jul-04) B3 (May-06) — B to B�

Peru BB� (Nov-06) Ba3 (Jul-99) BB� (Aug-06) BB to BB�

Philippines BB� (Jan-05) B1 (Feb-05) BB (Jul-05) BB� to BB
Poland BBB� (May-00) A2 (Nov-02) BBB� (Mar-05) BBB�

Romania BBB� (Sep-05) Baa3 (Oct-06) BBB (Aug-06) BBB
Russian Federation BBB� (Sep-06) Baa2 (Oct-05) BBB� (Jul-06) BB to BBB�

Senegal B� (Dec-00) — — B to B�

Serbia and Montenegro BB� (Jul-05) — BB� (May-05) B� to BB
Seychelles B (Sep-06) — — BB� to BBB�

Slovak Republic A (Dec-05) A1 (Oct-06) A (Oct-05) A�

South Africa BBB� (Aug-05) Baa1 (Jan-05) BBB� (Aug-05) BBB�

Sri Lanka B� (Dec-05) — BB� (Dec-05) BB� to BB
Suriname B� (Aug-04) Ba2 (May-06) B (Jun-04) BB� to BBB�

Thailand BBB� (Aug-04) Baa1 (Nov-03) BBB� (May-05) BBB to BBB�

Trinidad and Tobago A� (Jul-05) Baa1 (Jul-06) — BBB� to A
Tunisia BBB (Mar-00) A3 (May-06) BBB (May-01) BBB� to BBB
Turkey BB� (Aug-04) Ba3 (Dec-05) BB� (Dec-05) BB� to BBB�
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Actual and Predicted Ratings for Rated Developing Countries
Actual rating

Standard & Predicted 
Country Poor’s Moody’s Fitch rating range

Turkmenistan — B1 (May-06) CCC� (May-01) BB to A
Uganda — — B (Mar-05) CCC to B�

Ukraine BB� (May-05) B1 (Nov-03) BB� (Jun-05) BB to BB�

Uruguay B� (Sep-06) B3 (Jul-02) B� (Mar-05) *
Venezuela, R. B. de BB� (Feb-06) B2 (Sep-04) BB� (Nov-05) BB�

Vietnam BB (Sep-06) Ba3 (Jul-05) BB� (Nov-03) BB

Source: Authors’ calculations.

Note: — = not available. The actual ratings are the latest available as of December 6, 2006. The dates when the ratings were es-
tablished are shown in parentheses. The model-based ratings should be treated as indicative; they are clearly not a substitute for
the broader and deeper analysis, and for qualitative judgment, employed by experienced rating analysts. The predicted ratings
range is based on predictions for the benchmark models for Standard & Poor’s, Moody’s, and Fitch. Dated explanatory variables
were used for predicting ratings for 2006. Note that these shadow ratings are not predictions for future rating changes. For that,
one would need forecasts for the explanatory variables. See table 6.4 for actual and predicted ratings for rated Sub-Saharan African
countries as of December 2007.

* Outliers excluded from prediction model.
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ANNEX TABLE 5A.2 
Contribution of Explanatory Variables to Predicted S&P Ratings for 
Unrated Countries 

Explanatory variables as of end-2005
Ratio of 

Predicted reserves to Ratio of GDP  
rating import & external volatility   

using  S&P GDP GNI per short-term debt to (5-yr std. Rule of 
Country regressionb growth capita debt exports dev.) law 

Albania BB 5.7 2,580 0.3 0.8 1.5 �0.8
Algeria AA� 5.9 2,730 2.3 0.6 1.7 �0.7
Angola B� 9.8 1,350 0.2 0.6 5.7 �1.3
Bangladesh B 5.7 470 0.2 1.9 0.7 �0.9
Belarus BB� 9.2 2,760 0.1 0.3 2.9 �1
Bhutan BBB� 6.8 870 1.0 2.6 1.1 0.5
Burundi * 1.5 100 0.3 22.4 2.5 �1.2
Cambodia B� 7.3 380 0.3 0.6 1.1 �1.1
Cen. Afr. Rep. * �1.4 350 0.6 6.5 4.0 �1.3
Chad B� 16.7 400 0.1 0.5 9.4 �1.2
Comoros CCC 2.3 640 0.4 5.0 0.3 �1
Congo, Dem. Rep. of C 6.4 120 0.1 4.0 3.7 �1.4
Congo, Rep. of CCC� 4.5 950 0.3 1.5 3.0 �1.8
Côte d’Ivoire CCC� �0.1 840 0.2 2.0 1.4 �1.5
Djibouti B 3.1 1,020 0.2 1.7 0.5 �0.9
Dominica BB� 1.7 3,790 0.2 1.5 3.6 0.7
Equatorial Guinea BBB� 10.2 6,205 0.6 0 6.5 �1.3
Eritrea * 3.6 220 0 8.2 3.3 �0.8
Ethiopia CCC� 6.0 160 0.3 3.4 6.4 �0.8
Gabon BB� 2.1 5,010 0.2 0.2 1.1 �0.5
Guinea CCC� 2.3 370 0.1 3.4 1.2 �1.1
Guinea-Bissau C 2.1 180 0.5 4.4 4.1 21.3
Guyana CCC� �0.6 1,010 0.3 1.7 2.1 �0.8
Haiti CC �0.3 450 0.1 2.2 1.5 �1.6
Kiribati AAA 0.4 1,390 5.3 2.1 2.7 0.8
Kyrgyz Republic CCC� 4.5 440 0.4 2.2 3.8 �1.1
Lao PDR B� 6.5 440 0.3 3.7 0.5 �1.1
Liberia * �7.8 130 0 5.9 15.7 �1.6
Libya AAA 5.7 5,530 3.2 0.2 2.4 �0.7
Maldives BB� 4.6 2,390 0.2 1.1 5.1 0.3
Marshall Islands B 1.9 2,930 0 3.6 2.0 �0.3
Mauritania B 6.2 560 0.2 3.7 1.9 �0.5
Myanmar CCC� 7.3 219 0.2 2.0 4.7 �1.6
Nepal CCC� 3.0 270 0.7 3.1 2.3 �0.8
Niger CCC 3.3 240 0.3 3.4 2.7 �0.8
Rwanda C 3.3 230 0.6 7.4 3.2 �1
Samoa BB� 3.6 2,090 0.1 6.7 2.0 1.1



SHADOW SOVEREIGN RATINGS FOR UNRATED DEVELOPING COUNTRIES 133

Contribution to ratinga

Ratio of 
reserves to Ratio of GDP 

import &  external volatility 
GDP Log of GNI short-term debt to (5-yr std. Rule of 

growth per capita debt exports dev.) law

�0.7 �1.7 0.6 �1.5 �0.5 0.3
�0.8 �1.8 �6.1 �1.7 �0.5 0
�2.6 �0.8 1.2 �1.7 1.0 1.5
�0.7 0.7 1.1 �0.7 �0.8 0.4
�2.4 �1.8 1.5 �1.9 0 0.8
�1.2 �0.2 �1.6 �0.3 �0.7 �3.2

1.3 2.9 0.6 13.1 �0.2 1.2
�1.4 1.0 0.9 �1.6 �0.7 1.1

2.6 1.1 �0.1 2.3 0.4 1.5
�5.9 0.9 1.4 �1.7 2.4 1.3

0.9 0.2 0.4 1.3 �1.0 0.6
�1.0 2.6 1.6 0.7 0.3 1.8
�0.2 �0.3 0.9 �1.0 0 2.7

2.0 �0.1 1.1 �0.7 �0.6 2.0
0.5 �0.4 1.1 �0.9 �0.9 0.4
1.2 �2.3 1.0 �1.0 0.2 �3.6

�2.8 �3.0 �0.3 �2.0 1.3 1.6
0.3 1.7 1.6 3.5 0.1 0.2

�0.8 2.2 0.8 0.2 1.3 0.1
1.0 �2.7 1.0 �1.9 �0.7 �0.6
0.9 1.0 1.3 0.3 �0.7 1.0
1.0 2.0 0.1 1.0 0.4 1.6
2.3 �0.4 0.9 �0.9 �0.3 0.2
2.1 0.7 1.5 �0.5 �0.5 2.4
1.8 �0.9 �16.4 �0.6 �0.1 �3.8

�0.1 0.8 0.3 �0.6 0.3 0.9
�1.1 0.8 0.9 0.5 �0.9 1.1

5.6 2.5 1.7 1.9 4.7 2.3
�0.7 �2.8 �9.2 �1.9 �0.2 0
�0.2 �1.6 1.1 �1.3 0.8 �2.7

1.1 �1.9 1.7 0.4 �0.4 �1.2
�1.0 0.4 0.9 0.4 �0.4 �0.5
�1.4 1.7 1.0 �0.7 0.7 2.2

0.5 1.5 �0.7 0 �0.3 0.2
0.4 1.6 0.7 0.3 �0.1 0.3
0.4 1.7 �0.3 3.0 0.1 0.7
0.3 �1.4 1.3 2.5 �0.4 �4.7

(Table continues on the following page.)
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ANNEX TABLE 5A.2 (continued)
Contribution of Explanatory Variables to Predicted S&P Ratings for 
Unrated Countries 

Explanatory variables as of end-2005
Ratio of 

Predicted reserves to Ratio of GDP  
rating import & external volatility   

using  S&P GDP GNI per short-term debt to (5-yr std. Rule of 
Country regressionb growth capita debt exports dev.) law 

São Tomé and 
Principe * 3.6 390 0.3 11.4 0.4 �0.6

Sierra Leone CCC� 8.0 220 0.3 2.4 8.7 �1.1
Solomon Islands B� 5.2 590 0.5 1.3 6.4 �0.9
St. Kitts and Nevis A� 4.5 8,210 0.2 1.3 2.0 0.8
St. Lucia BBB 3.9 4,800 0.2 1.1 3.7 0.8
St. Vincent BBB 5.1 3,590 0.1 1.4 2.6 0.8
Sudan CCC 6.3 640 0.3 4.9 1.1 �1.5
Swaziland BB� 2.1 2,280 0.1 0.3 0.5 �0.8
Syrian Arab Rep. A� 3.2 1,380 1.9 0.5 1.6 �0.4
Tajikistan B� 9.4 330 0.1 1.0 1.3 �1.0
Tanzania B� 6.9 340 0.6 3.5 0.4 �0.5
Togo CCC 2.8 350 0.2 2.2 1.6 �1.1
Tonga BB 2.3 2,190 0.4 3.9 0.5 0.5
Uzbekistan BB� 6.3 510 0.8 0.9 1.8 �1.3
Vanuatu BB� 4.1 1,600 0.3 0.6 4.7 0.5
Yemen, Republic of BB 6.5 600 1.2 1.7 3.7 �1.1
Zambia CCC� 5.2 490 0.3 6.4 0.8 �0.6
Zimbabwe * �7.2 340 0 1.0 3.0 �1.5

Source: Authors’ calculations using the S&P model in benchmark specification 2. 

a. Deviation from mean rating of B; a negative number indicates a better-than-average rating.

b. The shadow ratings for 2006 reported here are predictions from the benchmark model for Standard & Poor’s using dated explanatory 
variables described in table 5.4. These model-based ratings should be treated as indicative; they are clearly not a substitute for the 
broader and deeper analysis, and qualitative judgment, employed by experienced rating analysts. 

* When the predicted rating was above 21 in the numeric scale, it was classified as out of range.
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Contribution to ratinga

Ratio of 
reserves to Ratio of GDP 

import &  external volatility 
GDP Log of GNI short-term debt to (5-yr std. Rule of 

growth per capita debt exports dev.) law

0.3 0.9 0.6 5.7 �0.9 �0.2
�1.8 1.7 0.7 �0.4 2.1 1.1
�0.5 0.4 �0.1 �1.2 1.3 0.5
�0.1 �3.4 1.0 �1.2 �0.3 �4

0.2 �2.6 1.1 �1.3 0.3 �4
�0.4 �2.2 1.3 �1.1 �0.1 �4.0
�1.0 0.2 0.6 1.3 �0.7 2.0

1.0 �1.6 1.4 �1.9 �0.9 0.1
0.5 �0.8 �4.9 �1.7 �0.5 �0.8

�2.5 1.2 1.4 �1.4 �0.6 0.7
�1.3 1.1 �0.2 0.3 �0.9 �0.6

0.6 1.1 1.1 �0.6 �0.5 0.9
0.9 �1.5 0.6 0.6 �0.9 �3.0

�1.0 0.6 �1.0 �1.5 �0.4 1.5
0.1 �1.1 0.6 �1.7 0.6 �3.2

�1.1 0.3 �2.5 �0.9 0.3 1.0
�0.5 0.6 0.8 2.3 �0.8 �0.2

5.4 1.1 1.7 �1.4 0 2.0
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Notes

1. See International Development Association (2006a and 2006b). Kaminsky
and Schmukler (2002) provide evidence of the influence of sovereign ratings
on portfolio equity returns. See also Reinhart (2002a); Claessens and
Embrechts (2002); and Ferri, Liu, and Majnoni (2001).

2. Many countries are rated by export credit agencies, insurance agencies, and
international banks. But these ratings are tailored for internal use in these
institutions and meant for specific purposes such as short-term trade credit.
They may not be useful for risk evaluation by general institutional investors. 

3. This sharp jump reflects the limitations or regulations that prevent institu-
tional investors from buying sub–investment grade. Knowing where a coun-
try lies on the credit spectrum can give some idea about the cost of capital. For
poor countries that are rated below investment grade, an improvement in rat-
ing (via financial structuring or proper accounting of hard currency flows such
as remittances) could result in significant spread savings, in the range of
300–700 basis points, depending on the initial rating and global credit market
conditions.

4. Hausmann and Fernández-Arias (2001) argued that a higher share of FDI—
and a correspondingly lower share of private debt flows—may be an indicator
of poorly functioning markets, inadequate institutions, and high risks. The
authors found a higher FDI share in countries that are poorer, riskier, more
closed, more volatile, less financially developed, and with weaker institutions
and more natural resources. Loungani and Razin (2001) reported a similar
negative relationship between Moody’s country ratings and FDI share. 

5. For example, Fitch’s questionnaire for government officials includes 128 ques-
tions in 14 categories (ranging from demographic and educational factors to
trade and foreign investment policy), all of which require supporting docu-
mentation, past data for five years, and two-year-ahead forecasts (Fitch Rat-
ings 1998).

6. The rating process is initiated by a sovereign (or subsovereign) entity. After the
signing of the initial contract with a rating agency, which also involves a fee,
the rating agency sends out a detailed questionnaire to the entity. Analysts
from the rating agency visit the entity and collect information about the insti-
tutional, economic, and political environment. The rating committee compris-
ing these and other analysts compares the entity being rated against other
entities and decide a rating. If the borrowing entity does not agree with the
rating, it could request reconsideration, but the rating committee may or may
not alter its rating decision. At the final stage, the borrowing entity may
request that the rating not be published. Otherwise, the rating is made avail-
able publicly to potential investors. 

7. Ferri (2003) and Ferri, Liu, and Majnoni (2001) provide evidence on the close
relationship between the sovereign rating and firm-level credit ratings in
developing countries. See also Lehmann (2004). 
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8. Since most of the unrated countries (for which this chapter predicts ratings)
are also low-income countries, this chapter has some similarities with Kraay
and Nehru (2006). However, the current calculations employ a continuous
numeric scale for ratings and exclude cases of default in the regressions, unlike
the use of a 0–1 dummy for debt distress used in Kraay and Nehru. 

9. For the empirical analysis, data for most of the right-hand-side variables are
taken from the World Bank’s World Development Indicators database and the
IMF’s World Economic Outlook database. Data on short-term and long-term
claims are collected from the Bank of International Settlements.

10. The analysis also considered including default history, which has been found
to be a significant explanatory variable in several studies (Cantor and Packer
1996; Reinhart, Rogoff, and Savastano 2003; Sutton 2005). However, the data
on default history is not well defined or does not exist for unrated countries,
which typically have no cross-border bond financing, and where the data on
international bank lending tends to be incomplete. Since the purpose of this
analysis was to predict sovereign rating for unrated developing countries,
right-hand-side variables that are readily available from standard data sources
were included for both rated and unrated countries.

11. This conversion rule is the converse of the one mostly used in the literature
(see Cantor and Packer 1996). Since the ultimate objective of this analysis is to
project ratings for poor countries, the rating spectrum downward was left
open.

12. For example, Cuba’s “Caa1” rating from Moody’s was established in 1999. 
13. Belize was downgraded from CC to Selective Default by Standard & Poor’s in

December 2006 following the announcement of a debt restructuring. It was
subsequently upgraded to B in February 2007 after the completion of the
restructuring. The predicted shadow rating for Belize is in the range of BB� to
BB�. Similarly, Grenada had been rated as being in Selective Default in early
2005 and was upgraded back to B� by the end of 2006. Another outlier is
Lebanon, where the rating is affected by a high level of debt but does not ade-
quately account for large remittances from the Lebanese diaspora (World Bank
2005a, chapter 4).

14. The latest rating contains the most valid information about the macroeco-
nomic and political fundamentals of a country in the year it was established.
Therefore, the information content in the “dated” explanatory variable would
be the highest. 

15. These results are too long to present in this chapter. They are available from
the authors upon request. 

16. Across-agency comparisons of Standard & Poor’s and Moody’s ratings are
qualitatively similar. 

17. This distribution is based on the lowest of the predicted ratings from the three
rating models. If the highest rating were used instead, the ratings would be
even more striking: as many as 13 countries would be above investment grade,
7 would be BB, 15 would be B, and 11 would be CCC.
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18. There are 40 unrated International Development Association (IDA) countries
for which the analysis predicted shadow ratings. Of these, countries with a
shadow rating below CCC- are classified as being at high risk of debt distress
(“red light”) by IDA methodology, which is based on Kraay and Nehru (2006).

19. The “free-rider” problem created by debt relief may be less of a concern when
outstanding debt is used instead of net present value. 

20. See Klein (1997) and World Bank (2005b) for the key features of World Bank
partial risk and credit guarantees. Similar credit enhancements using official
aid have been used to mobilize private resources for a diverse range of pro-
grams, for example, charter schools in the United States, with leverage ratios
as high as 10–15 times the grant (see http://www.ed.gov/programs/charter
facilities/2005awards). 
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Official aid alone will not be adequate for funding efforts to accelerate eco-

nomic growth and alleviate poverty and other Millennium Development

Goals (MDGs) in Africa. Ultimately the private sector will need to be the

engine of growth and employment generation, and official aid efforts must

catalyze innovative financing solutions for the private sector. It is impor-

tant to stress that financing MDGs would require increasing the invest-

ment rate above the domestic saving rate, and bridging the financing gap

with additional financing from abroad.1

This chapter examines the level and composition of resource flows to

Sub-Saharan Africa: foreign direct investment (FDI), portfolio debt and

equity flows, bank lending, official aid flows, capital flight, and personal

and institutional remittances. Recognizing that South Africa is expectedly

the largest economy and the most dominant destination of private flows,

the analysis focuses on the rest of Sub-Saharan Africa wherever appropri-

ate.2 The chapter then examines some new or overlooked sources of financ-

ing, such as diaspora bonds and remittances, and some innovative
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mechanisms such as future-flow securitization and partial guarantees pro-

vided by multilateral agencies for raising additional cross-border financing

in the private sector. In passing, the chapter also briefly discusses recent ini-

tiatives, such as the Global Alliance for Vaccines and Immunization (GAVI)

and the International Finance Facility for Immunisation (IFFIm), that use

innovative methods to front-load future financing commitments from bilat-

eral donors in order to introduce more predictability in aid flows.3

Resource flows to Sub-Saharan Africa have increased since 2000, a wel-

come reversal of the declining or flat trend seen during the 1990s. Official

development assistance (ODA) to the region, excluding South Africa,

increased from $11.7 billion in 2000 to $37.5 billion in 2006; FDI increased

from $5.8 billion to an estimated $17.2 billion in 2006,4 while net private

bond and bank lending flows decreased from $−0.7 billion to an estimated

$−2.5 billion during the same period.5 Capital outflows from the region

have also started reversing in recent years. Workers’ remittances to Sub-

Saharan Africa more than doubled, from $4.6 billion in 2000 to $10.3 bil-

lion in 2006, and institutional remittances increased from $2.9 billion in

2000 to $6.3 billion in 2006. New donors and investors (for example,

China and India) have increased their presence in the region. 

The picture is less rosy, however, when Sub-Saharan Africa is compared

with the other developing regions. Sub-Saharan Africa continues to

depend on official aid for its external financing needs. In 2006, ODA was

more than two-and-a-half times the size of private flows received by Sub-

Saharan Africa, excluding South Africa. The recent increase in ODA

appears to be driven by debt relief provided through the Heavily Indebted

Poor Countries (HIPC) Initiative and the Multilateral Debt Relief Initiative

(IBRD 2007).6 According to the International Bank for Reconstruction and

Development (IBRD 2007), debt relief represented close to 70 percent of

the increase in bilateral ODA to Sub-Saharan Africa between 2001 and

2005. The relatively small FDI flows to the region went mostly to enclave

investments in oil-exporting countries.7 Portfolio bond and equity flows

were almost nonexistent outside South Africa. Private debt flows were

small and predominantly relationship-based commercial bank lending,8

and even these flows were mostly short-term in tenor. Less than half the

countries in the region have a sovereign rating from the major credit rat-

ing agencies. Of those that are rated, most have below-investment-grade

ratings. Capital outflows appear to be smaller than in the previous decade,

but the stock of flight capital from the region remains high. Migrant remit-
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tances appear to be increasing, but much of the flows are believed to be

unrecorded as they bypass formal financial channels. In short, there is lit-

tle room for complacency; efforts to explore new sources and innovative

mechanisms for financing development in the region must continue.

This chapter suggests several new instruments for improving Sub-Saha-

ran African countries’ access to capital. The analysis of country creditwor-

thiness suggests that many countries in the region appear to be more

creditworthy than previously believed. Establishing sovereign rating bench-

marks and credit enhancement through guarantee instruments provided

by multilateral aid agencies would facilitate market access. Creative finan-

cial structuring, such as the IFFIm, can help front-load aid commitments,

although they may not result in additional financing in the long run. Pre-

liminary estimates suggest that Sub-Saharan African countries can poten-

tially raise $1 billion to $3 billion by reducing the cost of international

migrant remittances, $5 billion to $10 billion by issuing diaspora bonds, and

$17 billion by securitizing future remittances and other future receivables.

African countries, however, need to be cautious when resorting to mar-

ket-based debt. It is essential that the borrowing space created by debt

relief be used prudently, and not used to borrow excessively at commercial

terms (IBRD 2007). “Free riding” by commercial and bilateral creditors can

even lead to another round of excessive accumulation of debt.9 Countries

should also monitor and manage short-term external debt (especially

those intermediated by domestic banks) to avoid currency and maturity

mismatch between assets and liabilities and potential liquidity crisis

(Dadush, Dasgupta, and Ratha 2000). Short-term capital flows can reverse

rapidly, with potentially destabilizing effects on the financial markets. 

The chapter is structured as follows. The following section analyzes

trends in resource flows to Sub-Saharan Africa relative to other develop-

ing regions. The next section highlights some new sources and innovative

mechanisms for development financing in the region. The final section

concludes with a summary of findings and some recommendations for the

way forward.

Trends in Financial Flows to Sub-Saharan Africa 

In one of the largest expansions in private capital flows to developing coun-

tries in recent decades, private medium- and long-term capital flows more
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than tripled in size from $195 billion in 2000 to $670 billion in 2006. This

period also saw significant diversification in the composition of private

flows to developing countries (for FDI, portfolio bond, and equity flows;

bank lending; and derivative instruments). Official development assistance

nearly doubled, from $54 billion to $104 billion, and migrant remittances

more than doubled, from $85 billion in 2000 to $221 billion in 2006.

Official aid flows to Sub-Saharan Africa also rose, from $12.2 billion in

2000 to $38.2 billion (or 37 percent of ODA to developing countries) in

2006. Private resource flows to Sub-Saharan Africa (other than FDI), how-

ever, have risen at a slower pace compared with other developing regions,

and the region’s share of private capital flows to developing regions has

remained small and undiversified (table 6.1). 

FDI to Sub-Saharan African countries other than South Africa rose from

$5.8 billion in 2000 to an estimated $17.2 billion in 2006, making FDI the

second-largest source of external finance. However, a large part of FDI in

the region is concentrated in enclave investments in a few resource-rich

countries. Portfolio equity flows to Sub-Saharan Africa increased from

$4.2 billion in 2000 to an estimated $15.1 billion in 2006, but almost all of

these flows ($15 billion) went to South Africa. Debt flows were mostly

short-term bank credit secured by trade receivables—medium- and long-

term bank lending was concentrated in Angola and South Africa, and

international bond issuance was concentrated in South Africa until 2006. 

Sub-Saharan Africa excluding South Africa received a minuscule 2.2

percent of medium- and long-term flows received by developing coun-

tries. Medium- and long-term private capital flows to Sub-Saharan Africa

excluding South Africa increased from $5.1 billion in 2000 to an estimated

$14.8 billion during 2006. Private flows to South Africa alone were signif-

icantly larger throughout this period (table 6.1). The low- and middle-

income Sub-Saharan African countries excluding South Africa and a few

commodity exporters have benefited little from the surge in private debt

and portfolio equity flows to developing countries (figure 6.1).

Official aid continues to be the dominant source of external

finance for Sub-Saharan Africa

Compared with other regions, Sub-Saharan African countries rely heavily

on official aid flows. At $38.2 billion, official development assistance is the

largest source of external financing for Sub-Saharan African countries,
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TABLE 6.1 
Financial Flows to Sub-Saharan Africa and Other Developing Countries,
1990–2006
(US$ billions)

2006 Growth rate, 
1990 1995 2000 2005 estimate 2000–06 (%)

Sub-Saharan Africa excluding 
South Africa

Official flows
ODAa 17.0 17.4 11.7 30.1 37.5 220
Official debt 4.3 3.5 0.7 �0.7 �2.5 ..

Private medium- and long-term flows 0.8 3.9 5.1 12.4 14.8 189
FDI 1.3 3.3 5.8 10.8 17.2 197
Portfolio equity 0.0 0.1 0.0 0.2 0.1 ..
Bond 0.0 0.2 �0.2 0.0 �1.4 ..
Bank lending �0.5 0.3 �0.5 1.4 �1.1 ..

Private short-term debt 2.3 1.1 �1.4 1.0 4.6 ..
Migrants’ remittancesb 1.7 3.1 4.3 8.7 9.6 124
Institutional remittances 1.4 2.3 2.9 5.4 6.2 117.
Capital outflows 3.2 5.3 6.3 7.5 3.6 ..
South Africa
Official flows

ODAa 0.0 0.4 0.5 0.7 0.7 47
Official debt 0.0 0.0 0.1 0.1 0.0 ..

Private medium- and long-term flows 0.3 4.0 6.2 17.4 16.1 160
FDI �0.1 1.2 1.0 6.5 �0.1 ..
Portfolio equity 0.4 2.9 4.2 7.2 15.0 257
Bond 0.0 0.7 1.2 1.3 1.6 32
Bank lending 0.0 �0.8 �0.2 2.4 �0.4 ..

Private short-term debt 0.0 1.9 0.3 1.8 5.6 1,940
Migrants’ remittancesb 0.1 0.1 0.3 0.7 0.7 114
Institutional remittances 0.1 0.0 0.0 0.1 0.1 ..
Capital outflows 0.2 4.1 3.3 2.5 10.5 214
Other developing regions
Official flows

ODAa 37.3 41.0 41.5 76.1 65.7 58
Official debt 19.8 35.4 �6.6 �69.9 �13.8 ..

Private medium- and long-term flows 30.9 158.9 183.3 465.5 639.2 249
Private short-term debt 11.5 54.1 �5.3 86.8 84.1 ..
Migrants’ remittancesb 29.2 54.3 79.9 181.9 211.0 164
Institutional remittances 15.7 14.0 26.9 58.1 63.0 134
Capital outflows 34.6 79.9 163.3 364.7 545.4 234

Source: Authors’ calculations using the Global Development Finance database, March 2008.

Note: .. = negligible.

a. Development Assistance Committee donors only. 

b. Migrants’ remittances are the sum of workers’ remittances, compensation of employees, and migrants’ transfers (World Bank 2005). 
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both in dollar amounts and as a share of GDP. In 2006, official aid to Sub-

Saharan African countries other than South Africa was $37.5 billion, or

8.2 percent of GDP, compared with 1 percent for all developing countries.

Medium- and long-term private capital flows were only about 40 percent

of official flows in Sub-Saharan African countries other than South Africa,

and they were almost 10 times the amount of official aid flows in other

developing regions (figure 6.1). 

Aid flows to Sub-Saharan Africa declined until the late 1990s but have

increased again in recent years. Official aid to Sub-Saharan African coun-

tries other than South Africa declined between 1995 and 2000, from $17.4

billion to $11.7 billion, but it has increased again in recent years with a

substantial scaling up of aid. However, debt relief under the HIPC Initiative

and the MDRI and exceptional debt relief provided by Paris Club creditors

to Nigeria in 2005–06 have contributed a large share of this increase in

official flows (IBRD 2007; World Bank 2007a). According to IBRD, debt

relief represented close to 70 percent of the increase in bilateral ODA to

Sub-Saharan Africa between 2001 and 2005.10 Net official debt flows have

Source: Authors’ calculations; World Bank 2007a. 

a. Sub-Saharan Africa excluding South Africa. 

FIGURE 6.1 
Resource Flows to Sub-Saharan Africa Remain Less Diversified Than Flows
to Other Developing Regions 

�20

0

20

40

60

80

100

199
3–

95

199
8–

200
0

200
3–

05

199
3–

95

199
8–

200
0

200
3–

05

199
3–

95

199
8–

200
0

200
3–

05

portfolio equity bonds bank lending FDI ODA

Sub-Saharan Africa
low-income

other developing 
countries

Sub-Saharan Africa
middle-incomea

di
ve

rs
ity

 o
f f

lo
w

  (
%

)

years



BEYOND AID 149

declined dramatically in recent years (from 1.5 percent of GDP in the early

1990s to 0.3 percent of GDP in 2000–05 for Sub-Saharan African countries

for which data were available in 2005) because debt relief under the HIPC

Initiative and MDRI has reduced debt stocks and the stream of future

repayments for many Sub-Saharan African countries.11

Although developed countries have pledged to substantially increase aid

flows to Sub-Saharan Africa over the next decade, recent pledges for scal-

ing up aid have not yet materialized for many donor countries. Excluding

the exceptional debt relief to Nigeria, real ODA flows to Sub-Saharan Africa

fell in 2005 and stagnated in 2006 (IBRD 2007).12 The promised doubling

of aid to Africa by 2010 seems unlikely at the current rates of growth. The

lack of predictability of future aid is a cause for concern, in addition to the

duplication of activities among donors and misalignment of the donor com-

munity’s priorities with the country’s development objectives.

A new group of aid donors—comprising Brazil, China, India, Lebanon,

and Saudi Arabia—has emerged on the African scene. In January 2006, the

Chinese government issued an official paper on China’s Africa policy, and

at the November 2006 China-Africa Summit, China promised to double its

aid to Africa by 2009.13 The old relationship between India and Africa is

now being refocused to deepen economic collaboration in the areas of

trade, technology, and training. Under the Indian Technical and Economic

Cooperation Program, India spent more than $1 billion on aid assistance,

including training, deputation of experts, and implementation of projects.

With traditional donors still failing to live up to their aid commitments,

assistance from new donors could fill some of the funding gap in Sub-

Saharan Africa. However, China’s and India’s approaches of delinking aid

from political and economic reforms have raised concerns among tradi-

tional donors. These new emerging donors could cause traditional aid

institutions to lower their own standards regarding governance and envi-

ronmental issues, among others, given that China and India have not been

involved in the debates on aid effectiveness. In the future, the new aid

givers could participate in the global donor system.14

FDI flows to Sub-Saharan Africa were comparable to other

regions, but appear to be mostly in enclave sectors 

Foreign direct investment to Sub-Saharan African countries reached an

estimated $17.1 billion in 2006, becoming the second largest source of



150 RATHA, MOHAPATRA, AND PLAZA

0

2

4

6

8

10

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

FD
I (

$ 
bi

lli
on

s)

year

oil exporters non-oil exporters

external financing for the region. Low-income Sub-Saharan African coun-

tries received virtually all medium- and long-term private capital flows in

the form of FDI. The region’s improved macroeconomic management and

growth performance, the commodity price boom, and debt relief have

resulted in more investor interest. FDI to Sub-Saharan African countries

excluding South Africa more than doubled after 2000, reaching an esti-

mated $17.2 billion in 2006. Although the amount received by Sub-Saha-

ran Africa is tiny compared with the total FDI flows to developing countries,

it is equivalent to 2.4 percent as a share of GDP, comparable to the share of

foreign direct investment in the GDP of other developing regions.

However, FDI flows to Sub-Saharan Africa appear to be concentrated in

enclave sectors such as oil and natural resources (McDonald, Treichel, and

Weisfeld 2006; World Bank 2007a). FDI flows to oil-exporting and com-

modities-exporting countries were larger than in other countries in the

region from 1990 onward (figure 6.2). Oil exporters received nearly 70

percent of FDI going to Sub-Saharan African countries other than South

Africa in 2005. Net FDI inflows to four major oil-producing countries in

Sub-Saharan Africa—Angola, Equatorial Guinea, Nigeria, and Sudan—

alone were estimated at $10 billion in 2006, half of all FDI to low-income

countries in 2006 (World Bank 2007a). Non-resource-intensive countries

other than South Africa recorded rising but substantially lower inflows.

Source: Authors’ calculations, Global Development Finance database, September 2007.

Note: Excludes South Africa.

FIGURE 6.2 
FDI Flows Are Larger in Oil-Exporting Countries in Sub-Saharan Africa
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Private debt flows to Sub-Saharan Africa are small and 

short-term

Debt flows to Sub-Saharan African countries are small compared with

other developing regions. Countries other than South Africa received an

estimated −$0.6 billion annually during 2005–06 in private medium- and

long-term debt flows, and $2.8 billion in short-term debt flows (usually in

the form of trade credits) during 2005–06, almost half of all short-term

debt flows to the region. The high share of short-term debt in private debt

flows reflects the high risk of lending on unsecured terms and at longer

maturities to Sub-Saharan African firms. These short-term flows were rel-

atively volatile and carry the risk of rapid reversal (see box 6.1). 

Medium- and long-term flows were mostly bank lending to middle-

income Sub-Saharan African countries. One middle-income oil-exporting

country, Angola, appears to account for virtually all medium- and long-

term bank lending to Sub-Saharan African countries other than South

Africa in 2003–05. More recent data on syndicated loans from the Loan-

ware database suggest that bank lending has grown since 2005, but mainly

in resource-rich countries such as Angola, Liberia, Nigeria, and Zambia.

Bond issuance in Sub-Saharan Africa was almost exclusively limited to

South Africa until 2006. Low- and middle-income Sub-Saharan African

countries other than South Africa received negligible amounts of bond

financing from international markets. More recently, Ghana issued $750

million of international bonds in 2007, and several other Sub-Saharan

African countries are considering international bond issues.15

Portfolio equity flows were almost absent in Sub-Saharan Africa

excluding South Africa 

Portfolio equity flows have increased since 1990 to an estimated $15.1 bil-

lion in 2006 and are now an important source of external finance for Sub-

Saharan Africa. However, portfolio flows have gone almost exclusively to

South Africa ($15 billion). When South Africa is excluded, portfolio equity

flows are negligible in low- and middle-income Sub-Saharan African

countries. Although South Africa has received more than $4 billion annu-

ally, on average, since 1995, other Sub-Saharan African countries together

received less than $50 million annually during this period. Foreign

investors appear to be averse to investing in Africa because of lack of infor-
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BOX 6.1 

Reliance on Short-Term Debt in Sub-Saharan Africa

Short-term debt comprises a large share of private debt flows to Sub-Saharan

Africa.a Even as developing countries in other regions reduce their depend-

ence on short-term debt, these flows continue to be a large and volatile com-

ponent of private debt flows to Sub-Saharan Africa (see figure below). After a

surge in private short-term debt flows to Sub-Saharan Africa during the mid-

1990s, these flows turned negative from 1998 to 2002, after the Asian finan-

cial crisis. They have again increased in recent years as Sub-Saharan Africa’s

growth performance has improved. Since 1990, most private debt inflows

into Sub-Saharan Africa have been short term.

Short-Term Debt Has Been a Large and Volatile Component of
Private Debt Flows to Sub-Saharan Africa 

Source: Authors’ calculations based on World Bank 2007a.
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mation, severe risk perception, and the small size of the market that makes

stocks relatively illiquid assets. One way to encourage greater private

investment in these markets could be to tap into the diaspora outside

Africa. Some of the initiatives being prepared by the diaspora are the for-

mation of regional funds to be invested in companies listed on African

stock markets.
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The high share of short-term debt may be partly explained by the severe in-

formational asymmetries and perceptions of risk of investing in Sub-Saha-

ran Africa. Similar factors also account for the dominance of foreign direct

investment in private capital flows to Sub-Saharan Africa and the small

share of arm’s-length financing through bond issuance and portfolio equity.

In situations characterized by high risks, investors typically prefer to take di-

rect control of their investment through FDI (Hausmann and Fernández-

Arias 2001) or resort to relationship-based bank lending that is typically

short term or can be secured by some tangible collateral, such as trade

credits (see box 6.3). 

A reliance on short-term debt can be risky for the receiving countries. Short-

term debt tends to be pro-cyclical in developing countries, increasing when

economic growth is cyclically faster and declining when growth rates falter

(Dadush, Dasgupta, and Ratha 2000). Favorable conditions attract large in-

flows, encouraging potentially unsustainable levels of consumption and in-

vestment. Changes in risk perceptions, however, can lead to rapid rever-

sals, imposing larger-than-necessary adjustment costs for the receiving

countries.

a. Short-term international debt is defined as cross-border debt falling due within a year. The orig-

inal maturity concept followed by World Bank (2002) is used here. The Bank for International Set-

tlements, however, uses a “remaining maturity” concept—that is, all cross-border debt falling

due within one year is counted as short-term debt, regardless of its original maturity (Dadush,

Dasgupta, and Ratha 2000). Although conceptually different, the trends in the two are usually

similar.

Personal and institutional remittances are a growing source of

external financing for Sub-Saharan Africa 

Recorded personal remittance inflows to Sub-Saharan Africa have

increased steadily during the past decade, from $3.2 billion in 1995 to $9.3

billion in 2005 and to $10.3 billion in 2006. Most of this flow ($8.5 billion)

in 2006 went to low-income Sub-Saharan African countries. Unrecorded
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flows through informal channels are believed to be even higher (World

Bank 2005; Page and Plaza 2006).16 In six Sub-Saharan African coun-

tries—Botswana, Côte d’Ivoire, Lesotho, Mauritius, Swaziland, and Togo—

remittances were higher than ODA flows. In Lesotho, Mauritius,

Swaziland, and Togo, remittances were also greater than foreign direct

investment. 

However, remittance flows to Sub-Saharan Africa have lagged behind

other developing countries. Low-income countries received some $56 bil-

lion, or 3.5 percent of GDP, as remittances in 2006, whereas Sub-Saharan

African countries other than South Africa received 2.1 percent. The rela-

tively low share of recorded remittances to Sub-Saharan Africa is almost

certainly attributable to a high share of informal transfers.

Institutional remittances, which include grants by U.S. and European

foundations, were another category of resource flows that are large and

growing steadily.17 Institutional remittances to Sub-Saharan Africa

increased from less than $2 billion in the early 1990s to $6.3 billion by

2006. As with personal remittances, most institutional remittances went to

the poorest countries, with low-income Sub-Saharan African countries

receiving $5 billion, or 1.6 percent of GDP, in 2005. 

Private foundations, such as the Bill & Melinda Gates Foundation, are

increasingly becoming important players in financing development. U.S.

and European foundations provide some $4.4 billion in grants annually

for international development (Sulla 2007). However, most of the interna-

tional assistance from U.S. foundations is channeled through global funds

such as GAVI, international institutions, and international nongovern-

mental organizations, and goes to emerging markets such as Brazil, China,

India, Mexico, the Russian Federation, and South Africa, rather than the

poorest countries in Sub-Saharan Africa, where grants from the Interna-

tional Development Association (IDA) continue to play a dominant role.18

This may result partly from a lack of information and from difficulties in

implementing projects in the poorest countries in Sub-Saharan Africa. 

Institutional remittances have become increasingly important for

financing the most pressing development needs of Sub-Saharan Africa,

including those essential for reaching the Millennium Development

Goals. However, some of the so-called vertical funds raise challenges

because of their focus on specific issues, for example, diseases such as

AIDS, tuberculosis, or malaria (see Sulla 2007 for recent trends and issues

in grant giving by U.S. and European foundations). Multilateral institu-
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tions such as the IDA can help channel external assistance in a coordi-

nated manner, provide support for broader sector-specific (education,

health) strategies, and align these with Sub-Saharan African countries’

own development priorities.

BOX 6.2 

New Players in Sub-Saharan Africa

Emerging creditors such as China—and India on a smaller scale—have in-

creased their financial involvement in Sub-Saharan Africa in the form of

loans, grants, debt relief, and direct investment. Relevant data are not eas-

ily available, but China appears to be the largest of six new creditor nations.

By May 2006, China had contributed $5.7 billion for more than 800 aid proj-

ects (IMF 2007). In the latest Beijing Summit of the Forum on China-African

Cooperation in November 2006, China announced that it would provide $5

billion on preferential credits for the period 2007–09 ($3 billion in conces-

sional loans and $2 billion for export buyer credits). Counting media reports

only, Export-Import Bank of China provided $7 billion in the period 2004–06.

In May 2007, Export-Import Bank of China stated that it planned to provide

about $20 billion in infrastructure and trade financing to Africa over the next

three years (Financial Times 2007a). China’s investment in oil and textiles

has rapidly spiked upward in Angola, Sudan, and Zimbabwe. With the sup-

port of the Export-Import Bank of China, Chinese companies have quickly

become leaders in the development of roads, railroads, and major public

buildings, as well as telecommunications on the African continent (Broad-

man et al. 2007). Chad and China just signed a $257 million economic pack-

age to finance several projects in the central African country, including

telecommunications, a cement factory, and roads.

Chinese banks are also entering a new phase of involvement in Africa by

developing partnerships with and buying equity stakes in African banks.

The Industrial and Commercial Bank of China is acquiring 20 percent of

South Africa’s Standard Bank for about $5 billion (Financial Times 2007b).

The two banks will jointly establish a global resources fund to invest in min-

ing, metals, and oil and gas in emerging markets. China Development Bank

(Box continues on the following page.)
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Capital outflows from Sub-Saharan Africa have decreased 

in recent years, but the stock of flight capital abroad 

remains high 

Capital outflows from Sub-Saharan African countries averaged $8.1 billion

annually from 1990 to 2005 (figure 6.3).19 The cumulated stock of out-

flows from Sub-Saharan African countries was $178 billion in 2006, nearly

30 percent of GDP—down from a high of 51 percent of GDP in 2002. Cap-

ital outflows increased faster from middle-income and resource-rich Sub-

Saharan African countries in the 1990s, reaching 59 percent of GDP in

2002 (figure 6.3).20

Several studies have identified a number of factors that encourage cap-

ital flight from Africa (see, for example, Ajayi 1997; Boyce and Ndikumana

2001; Collier, Hoeffler, and Pattillo 2001; Hermes, Lensink, and Murinde

a. China’s and India’s investments in Africa are examples of a broader South-South investment

trend. Aykut and Ratha (2005) show that by the late 1990s, more than a third of FDI received by

developing countries originated in other developing countries.

has formed a partnership with Nigeria’s United Bank for Africa to cooperate

in financing energy and infrastructure projects in Nigeria and other West

African countries (Oxford Analytica 2007).

China has offered debt forgiveness to 31 African countries, amounting to

$1.27 billion since 2000, and more write-offs are expected. By mid-May

2007, China had signed debt forgiveness agreements with 11 of the 31

countries and expected to conclude agreements with the other 20 by the

end of 2007 (Wang 2007).

China’s nonconcessional loans to some countries have raised concerns

that it may be free riding in countries that received debt relief under the

MDRI and the HIPC programs (Economist 2007). According to some au-

thors, however, the majority of the projects undertaken by China are in non-

HIPC resource-rich countries, such as Angola, Nigeria, and Sudan (Gold-

stein et al. 2006). In those countries, these loans are part of China’s FDI

directed to strategic resource seeking.a A $5 billion China-Africa Develop-

ment Fund has been created to support Chinese FDI in Africa.

BOX 6.2 (continued)
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2002; Ndikumana and Boyce 2002; Powell, Ratha, and Mohapatra 2002;

Salisu 2005; World Bank 2004). Some of the main determinants of capital

flight include macroeconomic instability, political instability, external bor-

rowing, risk-adjusted rates-of-return differentials, and financial develop-

ment, among others. Consistent with the view of outflows as a portfolio

diversification choice (Collier, Hoeffler, and Pattillo 2004), the stock of

accumulated capital outflows appears to be negatively related to the coun-

try’s performance rating, including corruption, economic management,

and transparency (figure 6.4).

A reversal of capital flight appears to have occurred in the past few

years. Improving macroeconomic fundamentals, better growth prospects,

and an improving business environment have improved the risk-adjusted

returns from investing domestically. 

New Sources and Innovative Mechanisms for Financing
Development in Sub-Saharan Africa

This section discusses some new or hitherto overlooked sources and some

innovative structures for development financing in Sub-Saharan African

Source: Authors’ calculations based on World Bank 2007a.

FIGURE 6.3 
Capital Outflows from Sub-Saharan Africa Have Declined Recently
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countries. First, the section discusses two new sources of financing:

issuance of diaspora bonds and efforts to increase migrant remittances by

reducing money transfer costs. The section then discusses some recent ini-

tiatives that involve innovative financial structures—multilateral guaran-

tees that leverage official financing for mobilizing private capital and the

IFFIm that front-loads aid commitments—before describing a more gener-

alized financial structuring that allows private entities to issue debt backed

by future remittances and other future-flow receivables. Finally, the sec-

tion argues for establishing sovereign credit ratings for Sub-Saharan coun-

tries, because ratings are key to attracting private capital. 

New Sources of Financing

Diaspora bonds 
A diaspora bond is a debt instrument issued by a country—or, potentially,

by a subsovereign entity or by a private corporation—to raise financing

from its overseas diaspora. India and Israel have raised $11 billion and $25

billion, respectively, from their diaspora abroad (Ketkar and Ratha 2007).

The diaspora usually have more information about their country of origin.

These bonds often are issued in times of crisis and often at a “patriotic” dis-

count. Unlike international investors, the diaspora tend to be less averse to

Source: Authors’ calculations.

FIGURE 6.4 
A Better Policy Environment Reduces Capital Outflows 
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convertibility risk because they are likely to have current and contingent

liabilities in their home country. Furthermore, the diaspora usually have a

strong desire to contribute to the development of their home country and

are therefore more likely to purchase diaspora bonds (see table 6.2). 

Table 6.2 shows estimates of the diaspora stocks of Sub-Saharan African

countries and their annual savings. The stock of Sub-Saharan African dias-

pora is estimated to be about 16 million, with 5 million in high-income

countries. Assuming that members of the Sub-Saharan African diaspora

earn the average income of their host countries and save a fifth of their

income, their annual savings would be more than $28 billion. Most of these

savings would come from the migrants in the Organisation for Economic

TABLE 6.2 
Potential Market for Diaspora Bonds

Diaspora stocks Potential diaspora savings  
Country (US$ thousands) (US$ billions)

South Africa 713 2.9
Nigeria 837 2.8
Kenya 427 1.7
Ghana 907 1.7
Ethiopia 446 1.6
Somalia 441 1.6
Senegal 463 1.3
Zimbabwe 761 1.0
Sudan 587 1.0
Angola 523 1.0
Congo, Dem. Rep. of 572 0.8
Cape Verde 181 0.7
Uganda 155 0.7
Mauritius 119 0.7
Cameroon 231 0.6
Mozambique 803 0.6
Madagascar 151 0.6
Tanzania 189 0.6
Eritrea 849 0.6
Mali 1,213 0.6
Other Sub-Saharan African countries 5,285 5.5
Total 15,854 28.5

Source: Authors’ calculations.

Note: Diaspora stocks for 2005 include only identified migrants (from Ratha and Shaw 2007). Diaspora savings are calculated by as-
suming migrants earned the average per capita income of the host country and saved one-fifth of their income. Under the alterna-
tive scenario of African migrants earning half of the per capita income in the host countries and saving a fifth of their income, the
potential annual saving of the African diaspora would be over $10 billion.
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Co-operation and Development (OECD) countries, where a third of Sub-

Saharan African diasporas are located, because of the larger income differ-

entials. In an alternative scenario, if the Sub-Saharan African diaspora were

assumed to earn half the average per capita income in the host countries

and saved only 20 percent of their income, the annual savings of the African

diaspora would still be over $10 billion. The bulk of this saving is currently

invested outside Africa. African governments and private corporations can

potentially tap into these resources by issuing diaspora bonds. Diaspora

bonds can also provide an instrument for repatriation of Africa’s flight cap-

ital, estimated at more than $170 billion (as discussed). Diaspora bonds

could potentially raise $5 billion to $10 billion annually by tapping into the

wealth of the African diaspora abroad and the flight capital held abroad by

its residents.21

Though the size of the potential market for diaspora bonds is indeed

impressive, it may be difficult for some unrated Sub-Saharan African coun-

tries that are characterized by high risks to issue diaspora bonds. Some of

the constraints that Sub-Saharan African countries may face in issuing

diaspora bonds include weak and nontransparent legal systems for con-

tract enforcement; a lack of national banks and other institutions in desti-

nation countries, which can facilitate the marketing of these bonds; and a

lack of clarity on regulations in the host countries that allow or constrain

diaspora members from investing in these bonds (Chander 2001; Ketkar

and Ratha 2007). However, because of recent debt relief initiatives and

improving macroeconomic management, many Sub-Saharan African

countries are in a better position to access private capital markets than at

any other time in recent decades.

Reduced remittance costs
Reducing remittance costs would increase remittance flows to Sub-Saha-

ran Africa. Among all regions, Sub-Saharan Africa is believed to have the

highest share of remittances flowing through informal channels (Page and

Plaza 2006).22 This is partly because of the high cost of sending remittances

in Sub-Saharan Africa. For example, the average cost of sending $200

from London to Lagos, Nigeria, in mid-2006 (including the foreign

exchange premium) was 14.4 percent of the amount, and the cost from

Cotonou, Benin, to Lagos was more than 17 percent (Ratha and Shaw

2007). Reducing remittance fees would increase the disposable income of

remitters, encouraging them to remit large amounts and at greater fre-
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quencies. It would also encourage remittance senders to shift from infor-

mal to formal channels. 

Estimating the additional remittance flows that would result from a

decrease in remittance cost is complicated by several factors. For example,

remittances sent for an immediate family emergency may not be respon-

sive to costs. However, estimates based on surveys of Tongan migrants indi-

cate the cost elasticity to be in the range of 0.22; that is, a 1 percent decrease

in cost would increase remittances by 0.22 percent (Gibson, McKenzie, and

Rohorua 2006). For example, halving remittance costs from the current

high levels, from 14 percent to 7 percent for the London-Lagos corridor,

would thus increase remittances by 11 percent. This change implies addi-

tional remittance flows of more than $1 billion every year. Assuming that

the reduction in remittance cost also succeeds in bringing half the

unrecorded remittances into formal channels, this would result in an

increase of $2.5 billion in recorded remittance flows to Sub-Saharan Africa. 

Remittance costs faced by poor migrants from Sub-Saharan African

countries can be reduced by improving the access to banking for remit-

tance senders and recipients and by strengthening competition in the

remittance industry (Ratha 2007; World Bank 2005). Clarifying regula-

tions related to anti–money laundering and countering the financing of

terrorism and avoiding overregulation, such as requiring a full banking

license for specialized money transfer operators, would facilitate the entry

of new players. It would also encourage the adoption of more efficient

technologies, such as the use of the Internet and mobile phone technology.

Sharing payment platforms and nonexclusive partnerships between remit-

tance service providers and existing postal and retail networks would help

expand remittance services without requiring large fixed investments.

Innovative Structuring 

Guarantees
World Bank and International Development Association partial risk guar-

antees of some $3 billion were successful in catalyzing $12 billion in pri-

vate financing in 28 operations in developing countries during the last

decade (Gelb, Ramachandran, and Turner 2006). These guarantees typi-

cally cover project financing in large infrastructure projects and other sec-

tors with high social returns. World Bank guarantees include partial risk

guarantees and partial credit guarantees that cover private debt for large
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public projects (typically infrastructure). Although the partial risk guaran-

tees typically cover the risk of nonperformance of sovereign contractual

obligations, partial credit guarantees cover a much broader range of credit

risks and are designed to lower the cost and extend the maturity of debt

(Matsukawa and Habeck 2007).23 Political risk guarantees issued by the

Multilateral Investment Guarantee Agency have helped alleviate political

and other risks in agribusiness, manufacturing, and tourism. The African

Export-Import Bank and other agencies provide guarantees for trade cred-

its (see box 6.3). There appears to be potential to increase the use of IDA

guarantees beyond large infrastructure projects to small and medium

enterprises.

BOX 6.3

Trade Finance as an Attractive Short-Term Financing Option

Trade finance is an attractive way of increasing short-term financing to risky

African countries in the presence of asymmetric information. Firms operat-

ing in international markets require financing for the purchase of their im-

ports and for the production of their exports. Many African firms, however,

have no access to trade finance or instruments to support their operations

because of information asymmetries and their perceived greater risk. Larg-

er firms that have access to credit from importers, the banking system (typ-

ically from affiliates of European global banking corporations whose core

business is often short-term trade finance), or other nonbank financial insti-

tutions often provide trade credit to their smaller suppliers, who in many

cases have no access to credit. 

In recent years, the export credit agencies of China and India have become

increasingly prominent in promoting trade finance in Sub-Saharan Africa,

not only for raw materials, commodities, and natural resources, but also for

capital goods (machinery, equipment) and manufactured products. In 2006,

the Export-Import Bank of India extended a $250 million line of credit to the

Economic Community of West African States Bank for Investment and De-

velopment (EBID) to finance India’s exports to the 15 member countries of

EBID. The Indian bank has also previously extended trade financing to the

Eastern and Southern African Trade and Development Bank (PTA Bank) for
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The first-ever IDA partial risk guarantee in Sub-Saharan Africa—in

1999 for the Azito power project in Côte d’Ivoire—catalyzed private

financing of $200 million while keeping IDA support to $30 million, or 15

percent of the project (World Bank 1999). IDA partial risk guarantees are

being prepared for the 250-megawatt Bujagali hydropower project in

$50 million to promote India’s exports to 16 eastern and southern African

countries. The Export-Import Bank of China is financing a larger set of activ-

ities—providing export credit, loans for construction contracts and invest-

ment projects (including energy and communication projects), and conces-

sional loans and guarantees.

The World Bank is supporting an innovative project through its Regional

Trade Facilitation Program to address the gaps in the private political and

credit-risk insurance market for cross-border transactions involving African

countries. The project is managed by the African Trade Insurance Agency

(ATI), a multilateral agency set up by treaty, and brings together a group of

countries in the southern and eastern African regions to develop a credible

insurance mechanism. To date, ATI has facilitated $110.7 million in trade and

investments in ATI member countries, using only $21.6 million of IDA re-

sources—a gearing ratio of almost five to one in sectors that include mining

(Zambia), housing (the Democratic Republic of Congo), flowers (Kenya), and

telecommunications (Burundi and Uganda). Clients have indicated that with-

out ATI’s support, they might not have received the necessary financing.

Although trade finance can facilitate trade and economic linkages with

Africa’s major trading partners, Africa needs additional longer-term sources

of external finance. Trade finance is typically short term and carries many

risks associated with short-term debt (see box 6.1). The recent expansion

of trade finance may also partly reflect the inability of Sub-Saharan African

countries to obtain unsecured financing at longer maturities. Enhancing the

scope and volume of trade finance can facilitate trade and improve region-

al economic cooperation, but additional external resource flows are re-

quired to finance the projects in infrastructure, manufacturing, education,

and health that have high social returns and involve significantly longer time

horizons.
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Uganda, a 50-megawatt hydropower project in Sierra Leone, and a project

to increase power sector efficiency in Senegal (World Bank 2007c). 

There is potential for extending the scope and reach of guarantees to

use aid resources to catalyze large volumes of private financing in Sub-

Saharan Africa beyond the traditional large infrastructure projects and

beyond sovereign borrowers. Gelb, Ramachandran, and Turner (2006)

suggest that guarantees should be available not only to foreign investors

but also to domestic investors, including pension and insurance funds, to

raise local currency financing. Guarantee facilities can be established to

support several small projects in the same sector, similar to a “master trust”

arrangement. Innovations include service guarantees that can protect

investors against service failures, in areas such as power, customs, and

licensing, that discourage private investment in Sub-Saharan African

countries. 

IFFIm, AMC, and other innovative structuring by public-private partnerships
Several international initiatives are under way for innovative develop-

ment financing mechanisms. They include a search for new sources of

financing, innovative ways of realizing future commitments, and innova-

tive ways of using existing resources. The International Finance Facility

for Immunisation is an innovative structuring mechanism for realizing

future aid commitments to introduce more reliable and predictable aid

flows for immunization programs and health system development for the

Global Alliance for Vaccines and Immunization.24 IFFIm raised $1 billion

in 2006 and plans to raise $4 billion more during the next 10 years by

securitizing—in other words, front-loading—future aid commitments

from several donor countries (France, Italy, Norway, South Africa, Spain,

Sweden, and the United Kingdom). The donor countries have signed

legally binding agreements with the GAVI fund affiliate to provide future

grants to IFFIm, which issues the bonds in international markets. IFFIm

disburses the proceeds as required for GAVI-approved programs to pro-

cure needed vaccines and to strengthen the health systems of recipient

countries. Future grant flows from donors are used to repay bondholders.

The backing of highly creditworthy developed country donors has

enabled IFFIm to issue AAA-rated bonds in international capital markets

at competitive spreads.

Such a facility, however, faces several constraints, including the ques-

tion of “additionality” (whether the countries that bought the bonds will
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reduce aid), high transaction costs, and the question of whether the

coupon yield will be paid for by sovereign bond guarantors or subtracted

from the proceeds. 

The advance market commitment (AMC) for vaccines, launched in Feb-

ruary 2007, is another innovative structuring mechanism that would com-

plement the efforts of IFFIm by providing financial incentives to accelerate

the development of vaccines important to developing countries. The

donors provide up-front financing for the AMC, which negotiates with the

pharmaceutical industry to provide a set level of funding in return for

future supply at an agreed-upon price for the manufacturer that first

develops the vaccine (GAVI and World Bank 2006). Canada, Italy, Norway,

the Russian Federation, the United Kingdom, and the Gates Foundation

have provided $1.5 billion for the pilot AMC to develop a vaccine for pneu-

mococcal disease, which causes 1.9 million child deaths a year. The AMC

is not expected to increase aid flows substantially to poor countries, but it

brings together public and private donors in an innovative way to help

meet the MDGs (IBRD 2007).25

Other public-private partnerships to generate new sources of innova-

tive financing that are under consideration include a currency transaction

levy, airline and environmental taxes, and private contributions.26 Intro-

ducing a one-basis-point levy on currency transactions could yield over

$16 billion in revenue annually, according to Hillman, Kapoor, and Spratt

(2006). This variation of a Tobin tax, however, is not popular with the

financial institutions, nor with countries that are major financial centers.

Such taxes would cause friction in financial transactions and have cascad-

ing effects. Airline taxes are already being implemented in some countries

(e.g., eight countries, including France, have raised $250 million in 2007),

but there are questions as to whether these were new taxes (IBRD 2007).27

These public-private partnerships, however, rely on donor government

efforts to mobilize financing and are subject to the same concerns about

aid allocation, coordination, and effectiveness. These innovative projects

are not designed for catalyzing private-to-private flows to developing

countries from the international capital markets. 

A new initiative by the World Bank Group—the Global Emerging Mar-

kets Local Currency (Gemloc) Bond Fund announced in October 2007—

proposes to raise $5 billion from international capital markets to invest in

local currency bond markets in developing countries.28 The Gemloc public-

private partnership will mobilize local currency–denominated resources for
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governments in selected emerging market countries, thereby eliminating

the devaluation risk associated with foreign-currency borrowing. Corpo-

rate bonds will be included subsequently, but at least 70 percent of the pro-

ceeds of Gemloc would be invested in local currency bonds issued by

sovereign and quasi-sovereign entities.

The creation of an independent and transparent benchmark index and

“investability” rankings of countries’ local currency bond markets are

expected to facilitate external financing flows to emerging markets. Like

portfolio equity flows, however, Gemloc is likely to favor middle-income

countries with market access. Although Gemloc plans to include Kenya,

Nigeria, and West African countries in a subsequent phase, most of the

countries selected for the first phase (for example, Brazil, China, India, and

South Africa) are countries with sovereign ratings in the BB or BBB cate-

gories. It is also not entirely clear whether Gemloc would result in addi-

tional funding or whether it might substitute portfolio equity flows.29

Future-flow securitization
Sub-Saharan African countries can potentially raise significant bond

financing by using securitization of future flows, such as remittances,

tourism receipts, and export receivables. Securitization of future hard-cur-

rency receivables is a potential means of improving Sub-Saharan African

countries’ access to international capital markets. In a typical future-flow

transaction, the borrower pledges its future foreign-currency receivables—

for example, oil, remittances, credit card receivables, and airline ticket

receivables—as collateral to a special-purpose vehicle (Ketkar and Ratha

2001, 2005). The special-purpose vehicle issues the debt. By a legal

arrangement between the borrowing entity and major international cus-

tomers or correspondent banks, the future receivables are deposited

directly in an offshore collection account managed by a trustee. The debt

is serviced from this account, and excess collections are forwarded to the

borrowing entity in the developing country.30

This future-flow securitization mitigates sovereign transfer and convert-

ibility risks and allows the securities to be rated better than the sovereign

credit rating. These securities are typically structured to obtain an invest-

ment-grade rating. For example, in the case of El Salvador, the remittance-

backed securities were rated investment grade, two to four notches above

the sub-investment-grade sovereign rating. The investment-grade rating

makes these transactions attractive to a wider range of “buy-and-hold”



BEYOND AID 167

investors (for example, insurance companies) that face limitations on buy-

ing sub–investment grade. As a result, the issuer can access international

capital markets at a lower interest-rate spread and longer maturity. More-

over, by establishing a credit history for the borrower, these deals enhance

the ability to obtain and reduce the costs of accessing capital markets in the

future.31

The potential size of future-flow securitizations for various kinds of

flows, including remittances, for Sub-Saharan Africa was estimated here

based on the methodology of Ketkar and Ratha (2001, 2005) using an

overcollateralization ratio of five to one and average flows in 2003–06. The

calculations indicate that the potential future-flow securitization is $17 bil-

lion annually, with remittance securitization of about $800 million (table

6.3). These include only the securitization of remittances recorded in the

balance of payments. The actual unrecorded remittances through formal

and informal channels are estimated to be a multiple of that estimate in

several countries (Page and Plaza 2006). 

Remittances are a large and stable source of external financing that can

be creatively leveraged for Sub-Saharan Africa’s development goals. Remit-

tances can improve capital market access of banks and governments in poor

countries by improving ratings and securitization structures (Ratha 2006).

Hard currency remittances, properly accounted for, can significantly

TABLE 6.3 
Securitization Potential in Sub-Saharan Africa 
(US$ billions)

Sub-Saharan Africa Low income All developing
Potential Potential Potential 
securiti- securiti- securiti-

Receivable zation Receivable zation Receivable zation

Fuel exports 51.3 10.3 63.5 12.7 490.9 98.2
Agricultural raw 

materials exports 6.4 1.3 6.7 1.3 51.0 10.2
Ores and metals exports 16.4 3.3 11.8 2.4 129.9 26.0
Travel services 12.9 1.3 12.6 1.3 179.6 17.9
Remittances 8.4 0.8 45.2 4.5 179.4 17.9
Total 95.5 17.0 139.8 22.2 1,030.8 170.2

Sources: Authors’ calculations using an overcollateralization ratio of 5:1. Data on exports are from the World Bank’s World Devel-
opment Indicators. Worker remittances, as defined in Ratha (2003), are calculated from the IMF’s Balance-of Payments Statistics
Yearbook 2007.

Note: Based on average for 2003–06.
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improve a country’s risk rating. It may even encourage many poor coun-

tries that are currently not rated to obtain a credit rating from major inter-

national rating agencies (see the following section for more discussion).

The African Export-Import Bank (Afreximbank) has been active in facil-

itating future-flow securitization since the late 1990s. In 1996, it

coarranged the first ever future-flow securitization by a Sub-Saharan

African country, a $40 million medium-term loan in favor of a develop-

ment bank in Ghana backed by its Western Union remittance receivables

(Afreximbank 2005; Rutten and Oramah 2006). The bank launched its

Financial Future-Flow Prefinancing Programme in 2001 to expand the use

of migrant remittances and other future flows—credit cards and checks,

royalties arising from bilateral air-services agreements over flight fees, and

so forth—as collateral to leverage external financing to fund agricultural

and other projects in Sub-Saharan Africa. In 2001 Afreximbank arranged

a $50 million remittance-backed syndicated note issuance facility in favor

of a Nigerian entity using Moneygram receivables, and in 2004 it

coarranged a $40 million remittance-backed syndicated term loan facility

in favor of an Ethiopian bank using its Western Union receivables (Afrex-

imbank 2005). 

There are, however, several institutional constraints to future-flow

securitization in Sub-Saharan Africa. A low level of domestic financial

development; lack of banking relationships with banks abroad; and high

fixed costs of legal, investment-banking, and credit-rating services, espe-

cially in poor countries with few large entities, make the use of these

instruments especially difficult for Sub-Saharan countries. Absence of an

appropriate legal infrastructure, weak protection of creditor rights (includ-

ing inadequate or poorly enforced bankruptcy laws), and a volatile macro-

economic environment can also pose difficulties. In the case of remittance

securitization, extensive use of informal channels in Sub-Saharan Africa

can reduce the flows through the formal financial system and thereby the

size of potential securitization. 

Securitization by poor countries carries significant risks—currency

devaluation and, in the case of flexible rate debt, unexpected increases in

interest rates—that are associated with market-based foreign currency

debt (World Bank 2005). Securitization of remittances (and other future

flows) by public sector entities reduces the government’s flexibility in man-

aging its external payments and can conflict with the negative pledge pro-

vision included in multilateral agencies’ loan and guarantee agreements,
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which prohibit the establishment of a priority for other debts over the

multilateral debts.

Still, this asset class can provide useful access to international capital

markets, especially during liquidity crises. Moreover, for many developing

countries, securitization backed by future flows of receivables may be the

only way to begin accessing such markets. Given the long lead times

involved in such deals, however, issuers need to keep securitization deals

in the pipeline and investors engaged during good times so that such deals

remain accessible during crises. 

Recovery of stolen assets
Another innovative way of using existing resources includes recovery of

flight capital and stolen assets. The cross-border flow of the global proceeds

from criminal activities, corruption, and tax evasion are estimated to be

more than $1 trillion annually.32 Some $20 billion to $40 billion in assets

acquired by corrupt leaders of poor countries, mostly in Africa, are kept

overseas. The World Bank and the United Nations Office on Drugs and

Crime have launched the Stolen Assets Recovery initiative to help coun-

tries recover their stolen assets. This initiative will help countries establish

institutions that can detect and deter illegal flows of funds, work with the

OECD countries in ratifying the Convention against Corruption, and sup-

port and monitor the use of recovered funds for development activities.

These recovered assets could provide financing for social programs and

infrastructure.33

Positive effects of sovereign ratings on market access
Sovereign risk ratings not only affect investment decisions in the interna-

tional bond and loan markets, they also affect allocation of FDI and port-

folio equity flows (Ratha, De, and Mohapatra 2007). The allocation of

performance-based official aid is also increasingly being linked to sover-

eign rating. The foreign currency rating of the sovereign typically acts as a

ceiling for the foreign currency rating of subsovereign entities. Even when

the sovereign is not issuing bonds, a sovereign rating provides a bench-

mark for the capital market activities of the private sector. 

Borrowing costs rise exponentially with a lowering of the credit rating

(figure 6.5). There is also a threshold effect when borrowing spreads jump

up as the rating slides below the investment grade (Ratha, De, and Moha-

patra 2007). A borrowing entity with a low credit rating, therefore, can
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significantly improve borrowing terms (that is, lower interest spread and

increase maturity) by paying up-front for a better credit rating.

Only 21 Sub-Saharan African countries had been rated by a major inter-

national rating agency as of December 2007 (table 6.4).34 The average rat-

ing of Sub-Saharan African countries remains low compared with other

regions, restricting the access of their private sector to international capi-

tal. As noted in the previous section, private debt and equity flows to Sub-

Saharan African countries were the lowest among all regions. Some

authors have pointed to the existence of an “Africa premium”—equivalent

to roughly two rating notches or 200 basis points—even for relatively bet-

ter-performing countries with above-median growth and low aid depend-

ence (Gelb, Ramachandran, and Turner 2006). 

Source: Ratha, De, and Mohapatra (2007) based on Bondware and Standard & Poor’s. 

Note: Assuming a $100 million sovereign bond issue with a seven-year tenor. Borrowing costs have fallen steadily since 2003 with
a slight reversal more recently, reflecting changes in the global liquidity situation. The investment-grade premium indicates the rise
in spreads when the rating falls below BBB−. The relationship between sovereign ratings and spreads is based on the following re-
gression: 

log(launch spread) = 2.58 � 1.2 investment grade dummy � 0.15 sovereign rating � 0.23 log(issue size) � 0.03 maturity � 0.44
year 2004 dummy � 0.73 year 2005 dummy � 1.10 year 2006 dummy � 1.05 year 2007 dummy 

N = 200; Adjusted R2 = 0.70 

All the coefficients were significant at 5 percent. A lower numeric value of the sovereign rating indicates a better rating.

FIGURE 6.5 
Launch Spreads Decline with an Increase in Sovereign Rating
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At the subsovereign level, few firms in Sub-Saharan Africa outside of

South Africa are rated by the three international rating agencies.35 Several

firms are highly creditworthy in local currency terms, but they are con-

strained by either an absent or low foreign currency sovereign rating.

Model-based estimates indicate that several unrated Sub-Saharan

African countries would be rated higher than currently believed. Drawing

on the well-established literature on the empirical determinants of sover-

eign ratings, Ratha, De, and Mohapatra (2007) found that the predicted or

shadow sovereign ratings for several Sub-Saharan African countries that

are currently unrated are in a similar range as some established emerging

markets (table 6.5).36

Sub-Saharan African countries with large remittance inflows can lever-

age those inflows for raising the sovereign rating (Ratha 2006). Preliminary

TABLE 6.4 
Rated Sub-Saharan African Countries, December 2007

Predicted 
S&P Moody’s Fitch shadow 

Country Rating Date Rating Date Rating Date ratinga

Botswana A Apr 2001 Aa3 May 2006 AA to AAA
South Africa BBB� Aug 2005 Baa1 Jan 2005 BBB� Aug 2005 BBB to BBB�

Mauritius Baa1 May 2006 BBB� to A�

Namibia BBB� Dec 2005 BBB� to BBB
Lesotho BB� Nov 2005 BB to BB�

Gabon BB� Nov 2007 BB� Oct 2007 BBB� to BBB
Nigeria BB� Feb 2006 BB� Jan 2006 BB to BBB�

Cape Verde B� Aug 2003 BBB�

Ghana B� Sep 2003 B� Sep 2007 BB� to BB
Kenya B� Sep 2006 B to B�

Senegal B� Dec 2000 BB to BB�

Seychelles B Sep 2006 BB to BBB�

Cameroon B Feb 2007 B Jun 2006 BB� to BB
Benin B Sep 2006 B Sep 2004 BB� to BB
Burkina Faso B Mar 2004 B to B�

Madagascar B May 2004 B to B�

Mozambique B Jul 2004 B Jul 2003 B� to BB�

Uganda B Mar 2005 BB�

Mali B May 2004 B� Apr 2004 BB
Malawi B� Mar 2007 CCC� to B
Gambia, The CCC Dec 2005 B� to BB�

Sources: Ratings from Standard & Poor’s, Moody’s, and Fitch. 

a. These shadow ratings are based on forecasts of explanatory variables for 2007 for the benchmark sovereign rating model of
chapter 5. 
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estimates indicate that including remittances in the debt-to-exports ratio in

creditworthiness assessments would result in an improvement in sovereign

ratings by up to two notches (World Bank 2005). The securitization of

future receivables, including trade payments and future remittances, can

further improve the rating of the transaction, typically to investment grade

(BBB). For example, the spread saving from improving ratings from B to

BBB would be in the range of 320 to 450 basis points (figure 6.5).

Sub-Saharan African countries that received debt relief and improved

their macroeconomic management appear to be better positioned to access

international markets. Debt relief under the HIPC Initiative and under the

MDRI has reduced the external debt-service obligations for 16 countries in

Sub-Saharan Africa. Since mid-2005, private foreign investors have started

acquiring government debt in local currencies in Sub-Saharan Africa (IMF

2006). Investors have been attracted by high yields relative to the per-

TABLE 6.5
Shadow Sovereign Ratings for Unrated Countries in Sub-Saharan Africa,
December 2007

Country Predicted shadow ratinga Rated countries in the same range

Equatorial Guinea BBB− to BBB India, Mexico, Romania
Angola BB+ El Salvador, Peru
Swaziland BB− to BB+ Brazil, Peru, Turkey
Zambia BB− to BB Brazil, Turkey
Tanzania BB− Turkey, Uruguay
Congo, Rep. of B+ to BB− Pakistan, Turkey
Niger B− to B Argentina, Bolivia, Paraguay
Rwanda B− to B Argentina, Bolivia, Paraguay
Togo CCC+ to B− Bolivia, Ecuador, Paraguay
Mauritania CCC to B Dominican Rep., Ecuador
Côte d’Ivoire CCC to B Dominican Rep., Ecuador
Sierra Leone CCC to B Ecuador, Pakistan
Ethiopia CCC to CCC+ Ecuador
Sudan CCC− to CCC+ Ecuador
Comoros CCC− to CCC+ Ecuador
Congo, Dem. Rep. of CCC− to CCC Ecuador
Guinea CC to CCC Ecuador
Chad C to CCC+ Ecuador
Guinea-Bissau C to CC
Zimbabwe C or lower

Sources: Ratings from Standard & Poor’s, Moody’s, and Fitch. 

a. Shadow ratings use forecasts of explanatory variables for 2007 for the benchmark sovereign rating model of chapter 5.
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ceived risk, better macroeconomic fundamentals, and diversification ben-

efits (IMF 2006, 2007). Countries that have elicited the most investor

interest are Botswana, Cameroon, Ghana, Kenya, Malawi, Nigeria, and

Zambia. Also, Gabon, an oil-exporting middle-income African country, is

preparing to raise $1 billion in international capital markets. Gabon was

rated by Fitch in late October 2007 and by Standard & Poor’s in November

2007.37

Conclusion

Both official and private flows to Sub-Saharan Africa have increased in

recent years, a welcome reversal of the declining or flat trend seen during

the 1990s. The picture is less rosy, however, when Sub-Saharan Africa is

compared with the other developing regions, and more important, when

it is compared with its enormous resource needs for growth, poverty

reduction, and other Millennium Development Goals. Sub-Saharan Africa

outside South Africa continues to depend on official aid. The recent

increase in official development assistance appears to be driven by one-off

debt relief provided through the HIPC Initiative and MDRI; the prospect

for scaling up aid is not entirely certain.38 FDI flows to the region are con-

centrated in enclave investments in oil-exporting countries. Portfolio bond

and equity flows are negligible outside South Africa, although several

African countries are considering bond issues in international markets.

Private debt flows are small and dominated by relationship-based com-

mercial bank lending, and even these flows are largely short-term in tenor.

More than half of the countries in the region do not have a sovereign rat-

ing from the major credit rating agencies, and the few rated countries have

sub-investment-grade ratings. Low or absent credit ratings impede not

only sovereign but also private sector efforts to raise financing in the capi-

tal markets. Capital outflows appear to be smaller than in the previous

decade, but the stock of flight capital from the region remains very high.

Migrant remittances appear to be increasing, but a large part of the flows

bypass formal financial channels. 

In short, the development community has little choice but to continue

to explore new sources of financing, innovative private sector–to–private

sector solutions, and public-private partnerships to mobilize additional

international financing. An analysis of country creditworthiness suggests
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that many countries in the region may be more creditworthy than previ-

ously believed. Establishing sovereign rating benchmarks and credit

enhancement through guarantee instruments provided by multilateral aid

agencies would facilitate market access. Creative financial structuring such

as the International Finance Facility for Immunisation can help front-load

aid commitments, although these may not result in additional financing in

the long run. Preliminary estimates suggest that Sub-Saharan African

countries can potentially raise $1 billion to $3 billion by reducing the cost

of international migrant remittances, $5 billion to $10 billion by issuing

diaspora bonds, and $17 billion by securitizing future remittances and

other future receivables.

In raising financing using these means, African countries will face sev-

eral challenges. Leveraging remittances for Sub-Saharan Africa’s develop-

ment will imply efforts to significantly improve both migration and

remittances data. Remittances are private flows, and governments should

not try to direct the use of remittances, nor should they think of them as a

substitute for official aid. Instead, governments should try to reduce costs,

increase flows through banking channels, and constructively leverage

these flows to improve capital market access of banks and governments in

poor countries by improving ratings and securitization structures.39

Efforts to attract private capital to Africa are constrained by shallow

domestic financial markets, lack of securitization laws, a paucity of invest-

ment-grade firms and banks in local currency terms, and absence of national

credit-rating agencies. African countries, however, need to be cautious when

resorting to market-based debt. It is essential that the borrowing space cre-

ated by debt relief be used prudently, and not be used to borrow excessively

at commercial terms (IBRD 2007). Free riding by commercial and bilateral

creditors can even lead to another round of excessive accumulation of debt.

Countries should also monitor and manage short-term external debt (espe-

cially those intermediated by domestic banks) to avoid currency and matu-

rity mismatch between assets and liabilities and a potential liquidity crisis

(Dadush, Dasgupta, and Ratha 2000). Short-term capital flows can reverse

rapidly, with potentially destabilizing effects on the financial markets.

The findings in this chapter suggest that Sub-Saharan African countries

need to make external finance more broad based, attract a broader cate-

gory of investors such as pension funds and institutional investors, and

expand public-private partnerships to raise additional external financing.40

Donors and international financial institutions can play an important role
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by providing guarantees, political risk insurance, help in establishing rat-

ings, and advice on financial instruments such as securitization of remit-

tances and other future-flow receivables. Accessing private capital markets

in a responsible manner will require a sound contractual environment as

well as credible monetary, fiscal, and exchange-rate policies.

Notes

1. Local borrowing by one investor would lower the availability of capital for
another borrower, a point often overlooked in the literature. 

2. From 2000 to 2005, almost all portfolio flows went to South Africa. In con-
trast, the rest of Sub-Saharan Africa received the bulk of official development
assistance and remittances.

3. Some of the other initiatives under consideration, although in a more prelim-
inary form, include an international airline tax and a levy on international
currency transactions; see discussions of the Second and Third Plenary Meet-
ings of the Leading Group on Solidarity Levies to Fund Development
(http://www.innovativefinance-oslo.no and http://www.innovativefinance
.go.kr). See also Kaul and Le Goulven (2003), Technical Group on Innovative
Financing Mechanisms (2004), and United Nations (2006). 

4. Although the amount received by Sub-Saharan Africa is tiny compared with
the total FDI flows to developing countries, as a share of GDP it is equivalent
to 2.4 percent, comparable to the share of FDI in the GDP of other developing
regions.

5. There is a reporting lag in the transfer items of the balance-of-payments statis-
tics. Data on official debt flows were unavailable for 2006 as of March 2008.

6. Aid effectiveness is hampered by coordination difficulties among donors and
by a lack of absorptive capacity among borrowers in the region (see Gelb,
Ramachandran, and Turner 2006; IBRD 2006; World Bank 2006).

7. Oil exporters in Sub-Saharan Africa comprise nine low- and middle-income
countries (Angola, Cameroon, Chad, the Democratic Republic of Congo, the
Republic of Congo, Equatorial Guinea, Gabon, Nigeria, and Sudan) with a
combined gross domestic product of $255 billion or 37 percent of Sub-Saha-
ran Africa’s gross domestic product in 2006. 

8. Only one middle-income oil-exporting Sub-Saharan African country, Angola,
accounted for virtually all of net bank lending to Sub-Saharan African coun-
tries other than South Africa from 2003 to 2005. More recent data on syndi-
cated loans suggest that bank lending has grown since, but mainly in
resource-rich countries such as Angola, Liberia, Nigeria, and Zambia. 

9. “Free riding” implies that new lenders might extend credit to risky borrowers,
taking advantage of the improvement in the borrowers’ credit risk following
debt relief and concessional loans by official creditors (IBRD 2007).
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10. Paris Club creditors provided $19.2 billion in exceptional debt relief to Iraq
and Nigeria in 2005 and a further $14 billion in 2006 (IBRD 2007; World Bank
2007a). The HIPC Initiative, launched in 1996, has committed $62 billion ($42
billion in end-2005 net present value terms) in debt relief for 30 highly
indebted low-income countries, 25 of which are in Sub-Saharan Africa. The
MDRI, launched in 2006, deepens this debt relief by providing 100 percent
debt cancellation by the International Monetary Fund, the International
Development Association, and the African Development Fund. This debt relief
amounts to $38 billion for a smaller group of 22 countries (18 of which are in
Sub-Saharan Africa) that have reached, or will eventually reach, completion
under the HIPC Initiative (IBRD 2006, 2007; World Bank 2007b). These two
initiatives together have reduced debt service to exports from 17 percent in
1998–99 to 4 percent in 2006 (IBRD 2007). 

11. The present value of debt stocks would eventually decline by 90 percent for
the group of 30 HIPC countries. Lower debt-stock ratios, however, may
increase free-rider risks (IBRD 2007).

12. Nigeria has benefited from both debt relief and the commodity price boom.
Under an agreement with the Paris Club group of official creditors, Nigeria
received $18 billion in debt relief and used its oil revenues to prepay its remain-
ing obligations of $12.4 billion to the Paris Club creditors (and another $1.5 bil-
lion to London Club creditors) during 2005–06. This has resulted in a reduction
of Nigeria’s external debt stock by more than $30 billion (World Bank 2007a).

13. Speech by Chinese President Hu Jintao. Integrated Regional Information Net-
works, United Nations, November 6, 2006, http://www.worldpress.org/africa/
2554.cfm.

14. One first step in this direction has been the memorandum of understanding
between the World Bank and the Export-Import Bank of China to improve
cooperation in Africa. Initial cooperation would focus on infrastructure lend-
ing in the transportation and energy sectors (interview with Jim Adams,
Reuters, May 22, 2007).

15. Ghana, which benefited from over $4 billion in debt relief under the HIPC Ini-
tiative and MDRI, concluded a bond issue for $750 million with a 10-year matu-
rity and 387 basis point spread. The resources will finance infrastructure and
development projects. Some of the other Sub-Saharan African countries that
are potential candidates for entering the international bond market include
Kenya, Nigeria, and Zambia, all three of which have seen significant increases in
the nonresident purchases of domestic public debt in recent years (World Bank
2007a).

16. Page and Plaza estimated that 73 percent of remittances to Sub-Saharan
African countries were through unofficial channels. Using this estimate, remit-
tances to Sub-Saharan Africa through formal and informal channels would be
more than $30 billion annually. 

17. Institutional remittances consist of current and capital transfers in cash or in
kind payable by any resident sector (that is, households, government, corpo-
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rations, and nonprofit institutions serving households [NPISHs]) to nonresi-
dent households and NPISHs and receivable by resident households and
NPISHs from any nonresident sector, and excluding household-to-household
transfers (United Nations Statistics Division 1998). NPISH is defined as a non-
profit institution that is not predominantly financed and controlled by govern-
ment and that provides goods or services to households free or at prices that
are not economically significant. 

18. IDA countries (mostly in Sub-Saharan Africa) received an estimated $20 mil-
lion from U.S. foundations in 2004, which was less than 3 percent of direct
cross-border grants of $800 million provided by U.S. foundations in that year
(Sulla 2007). 

19. See Powell, Ratha, and Mohapatra (2002) and World Bank (2002) for the con-
struction of capital outflows as the difference between sources and uses of
funds in the International Monetary Fund’s Balance of Payments Statistics. 

20. Average annual capital outflows from Nigeria have been in the range of $2.5
billion since the late 1980s. 

21. South Africa is reported to have launched a project to issue reconciliation and
development bonds to both expatriate and domestic investors (Bradlow 2006).
Ghana has begun marketing the Golden Jubilee savings bond to the Ghanaian
diaspora in Europe and the United States.

22. Page and Plaza (2006) estimate that almost three-quarters of remittances to
Sub-Saharan African countries were through unofficial channels.

23. Partial risk guarantees typically have been provided for private sector projects in
all countries, including IDA-eligible poor countries, and partial credit guarantees
usually go to public investment projects in countries eligible for IBRD loans. In
addition, policy-based guarantees are extended to help well-performing IBRD-
eligible governments access capital markets.

24. The Global Alliance for Vaccines and Immunization, a public-private partner-
ship for combating disease, was created in 1999 and has received grant com-
mitments of $1.5 billion from the Bill & Melinda Gates Foundation, with
additional contributions coming from Australia, Brazil, Canada, Denmark,
France, Germany, Ireland, Luxembourg, the Netherlands, Norway, South
Africa, Spain, Sweden, the United Kingdom, the United States, the European
Union, and the World Bank. See http://www.gavialliance.org. 

25. Birdsall and Subramanian (2007) argue that international financial institu-
tions have traditionally underfunded the provision of global public goods
(GPGs) and have not been adequately involved in the development of new
GPG products such as the AMC, preferring instead to provide loans and grants
to individual countries. 

26. See Skåre (2007), Trepelkov (2007), and the discussions of the Second and
Third “Plenary Meetings of the Leading Group on Solidarity Levies to Fund
Development,” which was established in March 2006. (See http://www.inno
vativefinance-oslo.no/recommendedreading.cfm, and http://www.innovative
finance.go.kr.) Among the innovative financing projects, 28 countries of the
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group are considering introduction of an Air Ticket Solidarity Levy to fund
improved access to treatments against HIV/AIDS, TB, and malaria through the
International Drug Purchase Facility of Unitaid. 

27. The solidarity levy on airline tickets has been implemented by Chile, the Dem-
ocratic Republic of Congo, Côte d’Ivoire, France, the Republic of Korea, Mada-
gascar, Mauritius, and Niger (see http://www.unitaid.eu).

28. See http://www.gemloc.org for further details.
29. Under a more recent proposal advocated by the World Bank, sovereign wealth

funds, which are estimated to hold more than $3 trillion in assets, would be
encouraged to invest 1 percent of that in Sub-Saharan Africa. This proposed
“one percent” initiative would use the Gemloc bond index and investability
rankings (as well as promote the development of other market-based indexes)
to encourage investments by sovereign wealth funds in African markets. If
successful, this would translate into $30 billion of additional resource flows to
African countries. 

30. Such transactions also often resort to excess coverage to mitigate the risk of
volatility and seasonality in future flows.

31. Obtaining a rating is important for raising not only bond financing or bank
loans, but also foreign direct investment and even official aid (Ratha, De, and
Mohapatra 2007). Any improvement in sovereign rating is likely to translate
into an improvement in the rating of subsovereign borrowers whose foreign
currency borrowing is typically subject to the sovereign rating ceiling.

32. The United Nations Office on Drugs and Crime (UNODC) and the World Bank
(2007) reported that 25 percent of GDP of African states is estimated to be lost
to corruption every year, with corrupt actions encompassing petty bribe-tak-
ing done by low-level government officials to inflated public procurement
contracts, kickbacks, and raiding of the public treasury as part of public asset
theft by political leaders.

33. For example, Nigeria has successfully recovered half a billion dollars in stolen
assets from Swiss sources with cooperation of the World Bank, civil society,
and the Swiss authorities.

34. Ratha, De, and Mohapatra (2007) argued that several factors may make it dif-
ficult for poor countries to get rated. The information required for the rating
process can be complex and not readily available in many countries. The insti-
tutional and legal environment governing property rights and sale of securities
may be absent or weak, prompting reluctance on the part of politicians to get
publicly judged by the rating analysts. The fact that a country has to request a
rating, and has to pay a fee for it, but has no say over the final rating outcome
can also be discouraging. 

35. Only five banks in all of Sub-Saharan Africa excluding South Africa (four in
Nigeria and one in Mauritius) were in Standard & Poor’s global debt issuers
list. In contrast, South Africa had nearly 30 firms and banks in the list. 

36. This literature models sovereign ratings as a function of macroeconomic and
institutional variables (see Cantor and Packer 1996, Mora 2006). Interestingly,
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the benchmark model of Ratha, De, and Mohapatra (2007) performs quite
well for Sub-Saharan African countries. The predicted or shadow ratings for
the 11 Sub-Saharan African countries rated under the recent United Nations
Development Programme initiative were within one to two notches of the
actual rating assigned by Standard & Poor’s as of the end of 2006. The model
successfully predicted the rating of the recent bond issue from Ghana.

37. Both rating agencies assigned Gabon a BB� rating, citing its relatively high
income per capita and large external and fiscal surpluses derived from buoy-
ant oil revenues. The proceeds of the bond will be used to buy back outstand-
ing Paris Club debt (AFX News Limited 2007; Reuters 2007). Also, Kenya,
rated B+, is reported to be planning a Eurobond issuance in the near future.

38. For the literature on aid effectiveness, see Collier (2006); Easterly, Levine, and
Roodman (2003); Easterly (2006); Radelet (2006); Rajan and Subramanian
(2005); and Sundberg and Gelb (2006).

39. Shifting remittances from informal to formal channels may require eliminat-
ing parallel market premiums, improving access to formal finance for poor
households, and reducing regulatory barriers to entry of new operators.

40. Since this study has focused on mobilizing new sources of financing, it has
omitted discussion of structural and investment climate factors that impede
private investment in Africa. This literature is summarized in Bhattacharya,
Montiel, and Sharma (1997); Bhinda et al. (1999); Gelb, Ramachandran, and
Turner (2006); Kasekende and Bhundia (2000); and World Bank (2002). 
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