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I. Introduction

Following the global financial crisis, countries on all continents are seeing increased 
levels of sovereign debt. While the sovereign debt crisis in peripheral Europe is on the 
front pages of the media, 26 out of 79 ACP countries are either in debt distress or at 
high risk of debt distress. 

The causes for such high levels of sovereign debt in ACP countries are various, 
including negative balance of payments in most ACP countries; weak public sector
governance; lack of an effective tax system, preventing the state from acquiring own 
resources to fund public policies; burden of conditionality attached to contracted 
foreign loans combined with high interest rates that make the repayment of loans very 
costly; excessive reliance on pro-cyclical policies, resulting in a lack of reserves to 
fund the country's economy at a time of crisis. 

It should also be noted that ACP countries rely excessively on foreign capital, while 
neglecting domestic capital building and domestic savings. This has led to the 
accumulation of great amounts of external sovereign debt as opposed to 
internal/domestic sovereign debt. The creation of a domestic market for government 
securities in ACP countries could stimulate the development of internal financial
systems and protect countries against external shocks. A number of macroeconomic 
prerequisites however (such as a stable economic environment, an efficient money 
market, the presence of a sound legal, regulatory and supervisory frameworks) have to 
be satisfied to enable ACP countries to build vigorous internal bond market.

Normally, private capital also serves as a complementary source of funding for
development projects. The low level of private capital in development financing in 
ACP countries however could be attributed to different factors, such as late or non-
payment of public orders to the corporate sector operating in the country, lack of 
sound business environment including absence of company law protecting companies 
against debtors, or lack of an efficient judicial system to lodge claims against repeated 
and widespread public debts.

Given the above general scenario, the co-rapporteurs would dedicate the lion's share 
of their report to analyse the impact of external sovereign debt on development 
financing in ACP countries. 

II. Consequences of indebtedness on development financing in ACP countries 

The burden of sovereign debt service remains a major cause of poverty in some ACP 
countries through its effects on human development and economic growth. Servicing 
this debt diverts significant budgetary resources from investment in social sectors and 
poverty-related spending. The higher the level of country's indebtedness and the 
amount of resources used for this debt, the lower its capacity to allocate funding to 
social services and public goods and thus fulfil the basic needs of its population, 
reduce poverty and attain the Millennium Development Goals (MDGs). Moreover, 
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high indebtedness may affect poverty by increasing uncertainties and reducing 
investments necessary to stimulate economic growth. 

To illustrate the link between debt and poverty reduction, a study of the impact of 
debt relief on 10 African countries showed that their health budgets increased overall 
by 70% in just four years. Debt cancellation, for instance, paid for:
- the abolition of user fees for healthcare in rural Zambia, and the recruitment of 800 
new healthcare staff;
- a free childhood immunisation programme in Mozambique; 
- staff for rural clinics, and implementation of HIV and AIDS and anti-malarial 
programmes in Benin1.

Another consequence of heavy debt is that it could lead to more indebtedness. In an 
attempt to overcome the widespread lack of funds, ACP governments often borrow 
more resources which lead to further indebtedness. A number of preconditions should 
therefore be met (see section IV) to prevent ACP countries be caught in the debt trap 
(i.e. vicious circle of debt repayment by contracting more debt). 

III. The debt offsetting schemes       

The most significant international debt relief instruments to developing counties are
the HIPC (Heavily Indebted Poor Countries) Initiative and the Multilateral Debt 
Relief Initiative (MDRI), which aim to ensure that the development of a country is not 
compromised by servicing unsustainable debt burdens. HIPC and MDRI have so far 
lowered the debt vulnerabilities in countries that were able to benefit from their debt 
relief schemes. As of December 2010, debt reduction packages under the HIPC 
Initiative have been approved for 36 countries, 32 of them in Africa, providing 
US$72 billion in debt-service relief over time2.

Current debt relief mechanisms however were not intended to deal with today’s 
complex debt structures, and the HIPC Initiative is coming to an end. In addition, 
often they only make financial considerations when assessing how much debt a 
country can continue servicing, and fail to take into account the basic funds this 
country needs to meet the MDGs. Future sovereign debt offsetting mechanisms for 
developing countries must therefore take into account the feasibility of debt 
cancellation, debt rescheduling, or debt repayment for each partner country (see 
table).

                                               
1 Debt and Health Briefing, Jubilee Debt Campaign, 2007
2 International Monetary Fund Factsheet, December 2010.
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Debt Cancellation Debt Rescheduling Debt Repayment

Interna-
tional 
donors

Should be applied if:
- debt repayment is highly 
unlikely and the ACP 
partner country is an LDC 
with very low growth 
potential and very high 
poverty rate; 
- debt cancellation has 
positive impact on ACP 
country’s balance sheet that 
is relieved of long-lasting 
passives. 

Should be applied if:
- the ACP partner 
country has a stable 
growth rate, and thus a 
genuine ability to pay its 
debt if provided with a 
“breathing space”;
- the repayment scheme 
proposed should allow 
for instalments that do 
not jeopardise the 
country's ability to fulfil 
basic public needs of its 
population.

Should be applied to 
ACP countries with 
the highest growth 
rates. Such countries 
should also receive a 
decreasing amount of 
aid inversely 
proportional to their 
increasing growth 
rate.

ACP 
partner 
country

- should not view it as a 
miraculous solution -
despite lifting the debt 
burden, it does not provide 
fresh investment capital for 
development;
-  N.B. Excessive focus on 
debt cancellation increases 
the moral hazard - if a 
country knows its debt will 
be cancelled if not repaid 
over a long period of time, it 
will not be motivated to 
repay its debt. 

- the second best way 
for ACP countries to 
maintain 
creditworthiness with 
international donors;
- ACP countries could 
repay part or the total 
amount of their debt 
using barter trade (this 
way they can reduce the 
cost of their debt by 
avoiding the impact of 
the exchange rate on the 
country’s debt).

Privileged to the 
extent that the 
country’s basic food 
and health needs are 
not endangered.  

Due attention should also be paid to the transformation of debt into public investment 
in social services and public goods - i.e. when the resources the ACP countries would 
be using to service their debt are earmarked instead for public investments aimed at 
the attainment of the MDGs. This scheme is available under the HIPC initiative, 
where debt relief is guided by each country’s poverty reduction strategy, which 
includes measures aiming to improve access to education and health care, water and 
sanitation, etc. The performance of this mechanism is worth assessing in comparison 
to the provision of Official Development Assistance (ODA) through General Budget 
Support, as – in effect – the two disbursement schemes are very similar. Furthermore, 
the design and implementation of poverty reduction strategies has been criticised for 
being isolated from the country broad economic development policy framework.           

IV. Avoiding excessive indebtedness in ACP countries   

Drawing on best practices from the most advanced ACP countries, the following 
factors are instrumental to achieving debt sustainability in ACP countries.
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a) Institutional factors
Democratically elected bodies such as national and regional parliaments increase the 
likelihood of public control over the composition of the state budget and political 
priorities funded by it. ACP countries therefore need to strengthen their oversight 
bodies such as supreme audit institutions, parliaments and civil society organisations 
seeking to monitor government use of budgetary resources and reduce 
mismanagement of public funds. Moreover, the role of civil society and media as a 
watchdog over cases of corruption and maladministration of public funds needs to be 
reinforced. 

b) Economic factors
A pro-savings strategy using positive real interest rates to constitute domestic capital 
should be promoted as part of sustainable economic development policies. Private 
sector investment should be viewed as a useful complement to public investment in 
development, and increasing domestic capital as a palliative for a possible reduction 
of foreign aid in the aftermath of the global economic crisis.

c) Socio-cultural factors   
Good governance, the rule of law and transparency are indispensable for the proper
management of public funds and debt sustainability. However, donor countries should 
not impose conditions on their ACP counterparts, but rather engage with them to 
jointly define the terms attached to each particular debt scheme. Mutual respect and 
genuine partnership in keeping to the terms of loan contracts are crucial.

V. Preliminary conclusions

- EU and relevant international bodies should work out clear and transparent set of 
rules for debt sustainability assessment which would allow donors to objectively 
establish the appropriate debt offsetting scheme for individual countries, thus
reducing the scope for over-politicisation of decision-making on debt relief. The 
African Union and other regional institutions representing ACP countries should 
cooperate to this aim as well.   

- Donors should jointly define with the partner ACP country the conditionality 
attached to its debt offsetting scheme, in order to strike the right balance between the 
obligation to service the debt and the obligation to provide for the basic population’s 
needs.

- The European Commission must closely monitor the evolution of the indebtedness 
rate of ACP countries, with a special focus on the situation of LDCs and SIDS, and 
regularly inform the ACP-EU Joint Parliamentary Assembly in a report about the debt 
offsetting schemes in place in the partner ACP countries and their impact on countries 
capacity to meet the MDGs.
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- The Commission could explore with partner ACP countries the possibility of debt 
transformation into public investment in social services and public goods as part of 
their particular debt relief scheme. 

- Partner ACP countries should step up their domestic efforts with respect to sound 
financial management, budgetary control, and fight against corruption, fraud and tax 
evasion. In addition, ACP countries need to focus on designing and implementing 
sustainable taxation systems, including the creation of a robust tax collection body 
empowered to defend the essential interest of the state in accessing what should be the 
primary source of state funding.

- Cross-border cooperation between ACP countries in exchanging best practices on 
the preparation of their public budget and control of its use is also important. To this 
end, under the 11th EDF the Commission could earmark greater funding for technical 
assistance and capacity building on budget setting and control.


