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EXECUTIVE SUMMARY

This paper examines state-contingent debt instruments (SCDIs) in sov-
ereign debt restructurings, with a particular focus on value recovery
instruments (VRIs). This technique provides additional recoveries to
creditors if the debtor’s capacity to pay exceeds that assumed by the
parties at the time of the restructuring and, in appropriate cases, could
also be used to reduce or delay recoveries if the debtor’s financial situation
worsens. This report examines the potential advantages and disadvan-
tages of SGDIs, while highlighting the real-world challenges that need
to be addressed if SCDIs are to become more effective and widely used
tools of sovereign debt management.

After considering the potential benefits and drawbacks of these instru-
ments, and evaluating their evolution over the last several decades, this
report provides recommendations for their improvement. In particular,
the Sovereign Debt Working Group recommends improving the integrity,

effectiveness, and marketability of these instruments by:

* improving their design to ensure that the trigger events and formu-
las used for adjusting payments will, in fact, capture and measure
cash flows that are directly available to the sovereign to service

debt at the time it becomes due;

* maximizing the upside potential of VRIs by embedding them into
underlying fixed income bonds, so that the combined instrument
is more liquid and more likely to be included in bond indices (thus

supporting active trading);1

* providing for downside as well as upside adjustments to a debtor
country’s payment obligations in specified cases of underperfor-
mance, which is only possible if the VRI is incorporated into the

fixed income instrument that is the basis of creditor recoveries;

* ensuring that payout formulas and payout caps preserve positive

incentives for the debtor and reduce the risk of bad behavior;

1 The inclusion in emerging market bond indices of Zambia’s recent bond with an embedded VRI is
an important step in supporting the use of VRIs where appropriate.
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 creating a market environment (through various mechanisms) to promote

broader and easier valuation and benchmarking;
* standardizing documentation; and

* encouraging more collaboration and earlier discussion regarding the
design, potential use and implications of VRIs between the public and
private sectors both during the debt restructuring process and outside
of it, and greater utilization of VRIs by the official sector in their own

sovereign lending practices.

The report also includes more detailed case studies of VRIs issued by

Mexico, Argentina, Greece, Ukraine, Puerto Rico, Suriname, and Sri Lanka.

INTRODUCTION

Debtor countries, investors in their traded securities, the official sector, non-
profit institutions, and academics have shown increasing interest in various
forms of state-contingent debt instruments (SCDIs). Examples of such instru-

ments include:

1. Value recovery instruments (VRIs) issued in sovereign debt restructur-
ings to provide additional recoveries to creditors that have compromised
their claims, if the debtor’s payment capacity exceeds that assumed in
the base case. Changes in capacity to service debt have been determined
by reference to GDP growth rates or levels, commodity prices, export
revenues, specified tax or royalty streams, International Monetary I'und

(IMF) projections, or another proxy for capacity to service debt.

2. Bonds allowing for a reduction, deferral, or forgiveness of payments on
the occurrence of an event (similar to the state contingencies incorporated
in VRIs) that reduces a debtor country’s capacity to service its debt.
Bonds linked to a proxy for capacity to pay also may provide for payments
to be accelerated or increased in response to a favorable event. Small
island states susceptible to hurricanes have, for example, issued climate
resilient bonds that include natural disaster clauses.? Such clauses allow
for deferral of debt service following a natural disaster causing losses
in excess of a specified amount. Bonds of this nature are suitable for
issuance both to raise new money and in the context of a restructuring.
The Bank of England, with the assistance of private sector financial and
legal experts, has promoted the issuance by sovereigns of GDP-linked

bonds,” but there has been no take-up of this proposal by issuers nor

2 Barbados Prime Minister Mia Mottley has been one of the foremost advocates for the inclusion of natural
disaster clauses in debt instruments of and official sector lending agreements for small island states, arguing that
such countries are particularly vulnerable to and suffer disproportionately from the effects of climate change.

3 Allen & Overy LLP, “London Term Sheet (English Law Version),” draft, September 21, 2016, available at
https://www.bankofengland.co.uk/-/media/boe/files/events/2015/november/gdp-linked-bonds-london-
term-sheet-2.pdf.


https://www.bankofengland.co.uk/-/media/boe/files/events/2015/november/gdp-linked-bonds-london-term-sheet-2.pdf
https://www.bankofengland.co.uk/-/media/boe/files/events/2015/november/gdp-linked-bonds-london-term-sheet-2.pdf

enthusiastic encouragement by investors. To date, with the exception of
climate resilient bonds, there is no precedent outside a restructuring for
sovereigns issuing debt instruments with payments varying (up or down)

as a function of debt service capacity.

3. Bonds whose payments are linked to achievement by the sovereign issuer
of ESG, energy transition, or climate-related goals —such as key perfor-
mance indicator (KPI) bonds or sustainability-linked bonds (SLBs)— but
are not directly linked to the issuer’s capacity to pay. Inclusion of these
sort of bonds can be attractive to investors; they can contribute to the

successful completion of a restructuring, as was seen in the case of Belize.!

This paper is focused principally on the first two examples of SCDIs listed
above, as they are more directly relevant to the challenge of promoting sov-
ereign debt restructuring tools that can help avoid sovereign defaults and,
should a restructuring be required, increase the likelihood of a more resilient

and durable outcome.

Advantages

In theory, at least, SCDI bonds offer several important advantages to both
debtors and creditors.

For creditors, VRIs can provide assurances that, to the extent the base-
line economic model that served to justify the impairment of their financial
instruments proves to have been overly conservative, they can recoup all or
a portion of the potential value given up in the restructuring, or even earn a
premium. This feature also can facilitate reaching agreement on the terms of
a restructuring, as the VRI constitutes a sort of self-correcting mechanism,
should the terms of the restructured debt be less generous than is warranted
by actual developments. Moreover, to the extent that VRIs are separately
tradable and not embedded in the restructured debt, bondholders can mon-
etize these instruments and still retain the restructured debt or retain the
VRIs even after disposing of the restructured debt. Instruments offering the
possibility of enhanced recovery following a restructuring are common in
private sector restructurings, often in the form of warrants or debt convertible
into common stock.

From the debtor’s perspective, it is beneficial to include mechanisms in its
restructured debt that allow for payment relief (in the form of reduction or
deferral of payment) in the event that its capacity to pay is diminished. They
can reduce the risk of a subsequent default and spare both issuers and creditors
the attendant costs from the adverse effects of a ratings downgrade, a default,

or the renegotiation of its debt. To avoid moral hazard, these mechanisms need

4 James Benford, Thomas Best, Mark Joy, and Mark Kruger, “Sovereign GDP-Linked Bonds” (Financial
Stability Paper No. 39, Bank of England, London, September 2016), https://www.bankofengland.co.uk/-/
media/boe/files/financial-stability-paper/2016/sovereign-gdp-linked-bonds.pdf.
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Such instruments can attract
investors who otherwise would
not be buyers of middle- and
low-income country debt,
thereby expanding financing
sources and helping to

facilitate restructurings.

to be crafted with an eye to mitigating the risk of rewarding bad behavior or
poor performance. Designing the instrument to capture only those events that
truly impact debt service capacity and including limits on the issuer’s ability to
trigger changes in payment terms are ways to mitigate these risks. (See further
discussion under “Disadvantages” below.)

In turn, SLBs can be used to create meaningful financial incentives for
sovereign issuers to invest in climate resilience, energy transition, and other
socially desirable projects. Over time, those investments can not only advance
progress toward meeting global objectives such as sustainable development
goals, but also strengthen the issuer’s resilience and capacity to pay. These
bonds can be and have been issued in restructurings as well as new capital
raises. Thus, such instruments can attract investors who otherwise would
not be buyers of middle- and low-income country debt, thereby expanding
financing sources and helping to facilitate restructurings for sovereign issuers
with limited market access. (See box 1.)

Notwithstanding the value of including a VRI in appropriate cases of sov-
ereign debt restructurings, it would be a mistake to conclude that VRIs have
a useful role to play in every sovereign restructuring. VRIs can make a valu-
able contribution to the design and conclusion of a restructuring where two

conditions are met:

* Tirst, there is a significant chance that the macroeconomic profile of
the debtor country will be materially affected (positively or negatively)
by an event that has not been taken into account in the IMF baseline
case. Examples would include the likelihood of substantially increased
government revenues from new production of oil in the case of Suriname
and the downside risks associated with Russia’s war against Ukraine in

the case of the latter country (both cases discussed below); and

* Second, there is a significant divergence of views between a debtor
country (and the IMF), on the one hand, and its creditors, on the other,
as to the distribution of probable economic outcomes around the IMF’s
baseline projection. Thus, in Sri Lanka, for example, the creditors were
convinced that there is a very strong likelihood that the country’s per-
formance will far exceed the IMF’s baseline projection, whereas in the
case of Ghana (where no VRI is contemplated) neither condition was

met (as further discussed below).
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Box 1. Sustainability-Linked Bonds’

in March 2022, followed by Uruguay in October of the same year.

unpredictable events.®

SLBs introduce an innovative dimension to debt instruments by incorporating financial incen-
tives based on the issuer’s success in achieving specific, pre-agreed sustainability targets.
Unlike traditional bonds, SLBs are designed to promote positive environmental and social
outcomes (such as lowering greenhouse gas emissions, reducing deforestation, or increasing
the participation of women in leadership positions), making them a powerful tool for aligning
financial objectives with broader policy goals. Chile pioneered the issuance of a sovereign SLB

Although sovereign SLBs thus far only have been issued by investment grade sovereign
issuers, the underlying technology of SLBs holds the potential to play a meaningful role in
future debt restructuring scenarios, offering a mechanism to address uncertainties surrounding

Disadvantages

The performance of previously issued VR Is demonstrates that (1) it is not easy
to identify and define state variables that correlate closely with a country’s
capacity to pay; and (2) in many cases, the design of payment adjustment
mechanisms has been deliberately skewed to favor either the debtor or the
creditors. In some circumstances, the design of the VRI can additionally create
perverse incentives for issuers to avoid meeting achievable economic targets to
avoid triggering payments under the VRI. Creditors also have claimed that
the debtor country has, in some cases, wrongfully manipulated the amount or
value of the relevant state variable to avoid triggering or to reduce the amount
of any payment that might otherwise be due.”

The demand for inclusion of VRIs as part of a restructuring package often
results from the creditors’ perception that the IMI’s base case projections

are overly conservative. VRIs are designed to bridge the difference between

5 Foradiscussion of how KPI and SLB bonds could be usefully deployed in the sovereign restructuring con-
text, see Bretton Woods Committee Sovereign Debt Working Group (SDWG), “Private Sector Engagement
and Equitable Burden Sharing: A New Paradigm,” (June 2023), Bretton Woods Committee, https://www
brettonwoods.org/sites/default/files/documents/ BWC-SDWG-Paper3-PrivSectorEng-2023-FNL-webl.
pdf. See also Juan G. Giraldez, Ignacio Lagos, and Lara Gomez Tomei, “Sustainability-Linked Bond
Issuances by Sovereigns,” (May 19, 2022), Cleary Gottlieb, https://www.clearygottlieb.com/news-and-
insights/publication-listing/sustainability-linked-bond-issuances-by-sovereigns; and Juan Giraldez and
Stephanie Fontana, “Sustainability-Linked Bonds: The Next Frontier in Sovereign Financing,” (April 19,
2021), available at SSRN, https://papers.ssrn.com/sol3/papers.cim?abstract_id=3829946.

6 For a discussion of the potential of SLBs to improve sovereign restructuring outcomes and the related hur-
dles, see Bretton Woods Committee SDWG, “Private Sector Engagement and Equitable Burden Sharing:
A New Paradigm,” (June 2023), Bretton Woods Committee, https://www.brettonwoods.org/sites/default/
files/documents/ BWC-SDWG-Paper3-PrivSectorEng-2023-FNL-webl.pdf.

7 New money instruments with payments that vary in one or both directions to reflect increased or decreased
capacity to pay will suffer from the same issues as VRIs as regards the suitability of the chosen state vari-
able, difficulty of valuation and liquidity, and eligibility for inclusion in recognized bond indices. In a new
money exercise, as opposed to a restructuring where all outstanding bonds receive the same VRIs, the
terms of existing debt would remain the same. Thus, in the case of a new money VRI, the trading patterns
and attractiveness of outstanding debt are likely to diverge from those of new debt with upside or downside
potential, to the extent the VRIis embedded in the instrument.


https://www.clearygottlieb.com/news-and-insights/publication-listing/sustainability-linked-bond-issuances-by-sovereigns
https://www.clearygottlieb.com/news-and-insights/publication-listing/sustainability-linked-bond-issuances-by-sovereigns
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3829946
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the debtor’s and its creditors’ assessment of the sovereign’s capacity to pay.
Introducing this concept into a restructuring plan, particularly if it is raised
late in the process, can be a source of significant delay. Differing views as to
the proper design of the VRIs and the impact such instruments may have on
other stakeholders often engenders prolonged and heated debate. Because there
1s no market standard when it comes to documentation or even a common
analytical framework to debate these issues, the delays associated with VRIs
can be substantial. Moreover, the introduction of these instruments can prompt
a reexamination of the debtor country’s ability to comply with the IMF’s
underlying debt sustainability analysis (DSA) should supplemental payments
become due under the VRI or should the debtor’s capacity to pay be less than

assumed in the base case.?

VRIS: THE IMF’S DSA AND COMPARABILITY
OF TREATMENT

In conducting its DSA, which forms the basis for the IMF’s determination
of the relief needed by a country to return to debt sustainability (in essence,
the terms of its debt restructuring), the IMF traditionally had not taken into
account possible upside or downside developments or scenarios that depart from
its base case, including developments that would trigger an improvement or
degradation in creditors’ recoveries. That said, where a restructuring includes
a possible upside adjustment, the IMF is now keenly focused on whether pay-
ments due following a departure (upward or downward) from the base case
would be consistent with a debtor country’s return to debt sustainability. In
cases where a VRI is proposed to be included in the restructured debt instru-
ments, the IMT now looks at the probability of under- or over performance
in determining its DSA and will require that under certain scenarios that are
reasonably foreseeable, payments due by the debtor country be consistent with
compliance with its debt targets. This may require that the VRI include poten-
tial downward adjustments to payment terms as well as upward adjustments.
Thus, the IMF looks at VRIs from three related perspectives:’

1. The IMF makes an assessment of the likelihood of departures from the
base case, based on the average of debt metrics by decile across their
distribution, and makes a judgment whether they reflect long-term debt

sustainability.

2. The impact of offering a VRI to some creditors on the relationship of

the debtor with its other creditors, meaning the ex ante likelihood that

8 In atleast one instance, the IMF has taken the conservative position assuming that where a restructuring
includes a VRI, all creditors will benefit from its terms, which may not turn out to be true.

9 Mark Flanagan (Deputy Director of the IMF’ Strategy, Policy, and Review Department), conversation
with author, March 11, 2024.



a creditor or creditors to which no VRI has been offered subsequently
will insist on having the same VRI offered to other creditors. The IMF
views this issue as part of the IMI’s requirement that the restructuring
exercise will restore long-term debt sustainability. Among other things,
the IMF is concerned that creditors other than bondholders that have
not previously negotiated a VRI may subsequently insist on having the
same VRI as has been agreed with other creditors. The result, then, may
be that the restructuring exercise will not provide adequate financing
assurances to restore debt sustainability, which is a condition to IMF
lending, and IMF work would then be halted. Absent convincing evi-
dence to the contrary, the IMF will assume that all external creditors
will benefit from the same upside value sharing mechanism, but not from

any downside mechanism.

3. The third consideration is the possibility that a VRI could be triggered
at a point when the debtor country is essentially insolvent or does not
have the liquidity to meet its VRI obligations, which is a real possibility
in the case of Ukraine’s VRI. The IMF, the debtor, and its advisors
can attempt to assess the probability of such an occurrence using tech-
niques similar to those by which it assesses the consistency of upward
adjustment of payment terms with the debtor’s debt targets as well as
the need for potential downward adjustments in payment terms in cases

of underperformance.

Annual cumulative payment caps can be helpful in satisfying the IMF’s
criteria that a given VRI is consistent with the IMF’s DSA, if triggered. On
the other hand, the complexity of a VRI may make it harder for the IMF to
reach a positive conclusion that a VRI is consistent with its DSA.

The increasing complexity of VRIs, as parties seek to take account of an
ever-larger set of parameters, adds significantly to the difficulty of determining
comparability of treatment when different groups of creditors have different
or no VRI protection or different exposure to potential reduction of recover-
ies. Thus, there is inevitable tension in trying to design the perfect payment
adjustment mechanism as a function of capacity to pay and at the same time
honor the promise of comparability of treatment. This tension is particularly
acute when seeking to treat official and private creditors equally, as the official
sector has thus far been unwilling to entertain the possibility of a downside

adjustment in its recovery.

IMPROVING THE DESIGN

The following discussion closely examines a selection of VRIs under con-
sideration in current sovereign restructuring discussions or that have been
previously issued. The analysis considers how various design elements could

be modified to improve their performance, while avoiding some of the negative

THE BRETTON WOODS COMMITTEE | 7



8 | STATE-CONTINGENT DEBT INSTRUMENTS: PROSPECTS FOR ENHANCING GROWTH

outcomes that have prevented SCDI’s from fulfilling their promise. The exhibit
to this paper summarizes the terms of a representative sample of VR Is issued
by Mexico (1990), Argentina (2005 and 2010), Greece (2012), Ukraine (2015),
Puerto Rico (2022), Suriname (2023), and Sri Lanka (preliminarily agreed
by the parties as disclosed in the cleansing statement dated July 3, 2024').

The Evolution of VRIs
First-Generation VRIs

VRI’s issued before the restructurings that have taken place since 2020 under
the G20’s Common Framework—starting with Mexico’s Brady Bond issue in
1990—from today’s perspective, were early attempts to allow bondholders
whose claims were compromised in a restructuring to recover a share of forgone
value appropriately sized to reflect the country’s improved performance.

No serious effort on either side was made in these cases to model debt
sustainability under the hypothetical improved circumstances under which
bondholders would receive improved terms, and, as a result, negotiations ulti-
mately took on the aura of pure horse trading, with debtors seeking to minimize
and bondholders seeking to maximize potential upside recoveries. Holders of
VRIsissued by Ukraine in its 2015 restructuring, for example, potentially are
able to obtain exceptionally favorable treatment with no cap on their upside
recovery under certain circumstances, whereas holders of Mexican and Greek
bonds had very limited upside. Moreover, before the Common Framework,
the IMF did not take the terms of VRIs into account in determining whether
the restructuring was compatible with its DSA, and the question of whether
the issuance of VRIs to bondholders distorted the comparability of treatment

among different groups of creditors did not arise.

10 See the statement at https://links.sgx.com/FileOpen/Cleansing®20Notice.ashx?’App=Announcement&
FileID=808732.


https://links.sgx.com/FileOpen/Cleansing%20Notice.ashx?App=Announcement&FileID=808732
https://links.sgx.com/FileOpen/Cleansing%20Notice.ashx?App=Announcement&FileID=808732
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Box 2. First-Generation VRI Examples

Argentina
Argentina issued GDP-linked warrants in its 2005 sovereign debt restructuring in the face of
allegations that it was understating its debt repayment capacity and therefore exaggerating
the haircut needed to restore debt sustainability. To bridge the gap between Argentina’s and
its bondholders’ projections of the country’s long-term growth rate, Argentina agreed to issue
GDP-linked warrants that would make payments to holders if two conditions were met: (1) a
real GDP level condition; and (2) a cap on total cumulative payments for the security.”
Although the warrants allowed the parties to reach agreement, they proved to be costly to
both sides. On one hand, Argentina was required to make payments at a time when economic
conditions had worsened (in the midst of the 2008 Great Financial Crisis), as a result of the
lag of almost one year between the date when compliance with conditions for payment was
met and the date of payment. As a result, the instruments failed to provide the countercyclical
effect that the warrants were intended to achieve. On the other hand, the warrants did not pro-
vide for independent verification of compliance with the conditions that determined payment,
and investors alleged that Argentina misreported its GDP (and Consumer Price Index) data.

Ukraine

Ukraine’s GDP-linked instruments were issued as part of its debt restructuring in 2015, where
bondholders took a 20 percent principal haircut. Payouts are triggered for a given year if real
GDP growth exceeds 3 percent and nominal GDP is at least $125.4 billion. Unlike the Argentina
GDP warrants, the data source used in determining the payout would come from the IMF’s
World Economic Outlook, with only the US dollar/Ukrainian hryvnia exchange rate coming from
exchange rates published by the National Bank of Ukraine.

The payout formula offered outsized upside to holders in the event of strong GDP growth but
without downside protection for Ukraine should economic activity collapse. The only downside
protection for Ukraine is the $125.4 billion nominal GDP watermark, which remains well below
current nominal GDP despite the sharp 29 percent contraction in 2022 as a result of Russia’s
invasion. According to the IMF’s latest Article IV report,'> Ukraine’s 2024 nominal GDP is pro-
jected to be around $203 billion using current exchange rates, well above the $125.4 billion
watermark. The IMF’s forecasts also have Ukraine growing a cumulative 28 percent through 2028,
which doesn’t fully recover the loss output in 2022, yet the formula could trigger large payouts.

Difficulty in modelling the Ukraine GDP warrants has resulted in a wide range of fair values
in the market. The lack of principal attached to the instruments renders them akin to an equity
instrument, and thus they are not included in widely followed benchmarks such as the JPMorgan
Emerging Markets Bond Index series. Due to their asymmetric payout design, however, the
warrants have garnered attention from nontraditional emerging market bond investors.

As part of its 2010 debt restructuring, Argentina issued similar GDP-linked securities that included an
additional annual real GDP growth condition. For further details, see the exhibit to this paper.
International Monetary Fund, “IMF Executive Board Concludes the 2023 Article IV Consultation
and the Second Review under the Extended Fund Facility Arrangement for Ukraine,” (IMF Press
Release No. 23/433, December 11, 2023), https://www.imf.org/en/News/Articles/2023/12/11/
pr23433-ukraine-2023-article-iv-consultation-and-the-second-review-under-the-eff-arrangement.
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Second-Generation VRIs

Several countries and their creditors have sought to define new debt service
adjustment schemes that better align payments with capacity to pay and that
address some of the disadvantages of SCDIs discussed above. Puerto Rico
issued contingent value instruments linked to tax revenues as part of its 2022
debt restructuring. More recently, Suriname has agreed with its creditors to
the terms of a VRI linked to oil royalties payable to the government in respect
of a particular exploitation block, and Sri Lanka has preliminarily agreed
with its creditors to implement value recovery mechanisms.” Additionally,
Zambia has agreed with its bondholders to the terms of a VRI linked to the
country’s debt carrying capacity, exports, and fiscal revenues. Further, some
of Ghana’s creditors have requested the inclusion of a VRI in its debt restruc-
turing, an idea that was not well received in Accra and not incorporated in
the agreement in principle reached in June 2024." The Ukraine restructur-
ing is still ongoing as of this writing, but the initial rounds of proposals have
revealed the possible inclusion of SCDIs as part of the restructuring and also
the complications associated with restructuring existing VRIs that are not
subject to the same collective action voting as the fixed debt obligations that

accompanied their issuance.”

13 SriLanka’s case is one where there is a material and fundamental disagreement between private creditors and
the IMF regarding Sri Lanka’s future economic performance (especially as it relates to the country’s foreign
exchange [IFX] trajectory), suggesting that the introduction of a contingent instrument could help reconcile
the parties. Given that the IMF’s external debt sustainability thresholds for Sri Lanka are expressed as a
percentage of nominal GDP in US dollars and that the FX trajectory directly impacts the performance of
this GDP measure, the design of a debt treatment contingent on actual performance of nominal GDP in US
dollars seems sensible. In the context of the IMF’s newly introduced sovereign risk and debt sustainability
framework, an instrument featuring potential symmetric adjustments to the financial terms as a function
of Sri Lanka’s nominal GDP in US dollars and centered around the IMI’s baseline projections for such
GDP measure could be designed in a way that does not materially deteriorate the IMF’s assessment of Sri
Lanka’s external debt sustainability while generating value for private creditors. The authorities and private
creditors are currently discussing the features of such an instrument that could be acceptable to all parties.

14 In the case of Ghana, conditions were not conducive for a SCDI to accelerate debt treatment discussions
with private creditors. First, the IMF framework in Ghana was viewed as broadly balanced with a sym-
metric distribution of risks as illustrated by recent depreciatory pressures on the Ghanaian cedi. Second,
Ghana’s economy is not prone to transformative economic developments in the medium term (e.g., there
are no material prospects for the discovery of new natural resources). Third, Ghana’s decision to implement
a comprehensive domestic debt restructuring involving material losses for banks limits the political buy-in
for contingent instrument with potential upside for external creditors. In the end, Ghana debt negotiations
centered around a plain vanilla debt treatment and, as of this writing, an agreement in principle had been
reached between Ghana and the two main creditor groups.

15 OnJuly 17,2024, the Ukrainian government submitted to Parliament a bill that would set forth the frame-
work for the Cabinet of Minister of Ukraine to be able to impose a moratorium on any of Ukraine’s external
sovereign or state-guaranteed instruments, including its GDP warrants, until an agreement with respect to
the restructuring is agreed. See Magnus Scherman, Ukraine Proposes New Legislation to Suspend Payment
on Sovereign, State-Guaranteed Instruments Until Restructuring Has Been Agreed, Reorg (July 18, 2024),
available at https://app.reorg.com/v3#/items/intel/4302?item_id=273134.
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Box 3. Second-Generation VRI Examples

Puerto Rico

As part of the 2022 restructuring of Puerto Rico’s general obligation (GO) bonds, the
Commonwealth issued two kinds of contingent value instruments (CVIs) to the holders of the
GOs: GO CVIs and clawback CVIs. Both kinds of CVIs give holders the right to receive a share
of Puerto Rico’s excess receipts of its 5.5 percent sales and use tax as compared to certain
targets set forth in Puerto Rico’s fiscal plans, subject to annual and lifetime caps. Additionally,
a particular series of clawback CVIs also gives holders a similar right to receive a share of the
Commonwealth’s excess rum excise tax collections.

Zambia

In May 2024, Zambia received the consent of more than go percent of the holders of each
series of its Eurobonds that were subject to restructuring. As part of the agreement, Zambia
agreed to issue two new bonds, one of which includes VRI features. If, during the period from
January 2026 to December 2028, (1) the country’s debt carrying capacity indicator (as defined
by the IMF and the World Bank) meets a certain threshold during two consecutive semi-annual
reviews or (2) the three-year rolling average of US dollar exports and the US dollar equivalent of
fiscal revenues exceeds the IMF’s projections set forth in the first review of the IMF’s Extended
Credit Facility arrangement, holders will be entitled to interest payments at an increased coupon
and accelerated principal repayments.

Suriname

Suriname’s recently announced SCDI proposal has been generally regarded by market par-
ticipants and commentators as an SCDI success case. As part of its restructuring, Suriname
offered its creditors oil-linked securities under which, after allocating the first $100 million of
annual oil royalty income payable to the government by a third party in respect of a particular
oil block to Suriname, holders are entitled to receive 30 percent of the balance of annual oil
royalties, subject to a cumulative cap. Previous oil-linked VRIs focused on export revenues,
which are gross receipts before deduction of the costs of production, whereas royalties paid to
the government by a third party are net revenues available in full to the government. In calcu-
lating its DSA for Suriname, the IMF did not take into account any increased revenues from oil
production once Suriname’s newly discovered oil fields are brought into production. Given the
dramatic improvement in Suriname’s financial position that the anticipated production from
these oil fields will bring about, it is not surprising that bondholders have insisted on a strong
VRI that will enable them to recoup some of their losses should the upside potential be realized.

TRADING AND VALUATION

The complex designs of existing VRIs make it particularly challenging to value
them. Difficulty in modelling the Ukraine GDP warrants has resulted in a
wide range of “fair value” calculations in the market. Modelling the fair value
of Argentina’s and Ukraine’s GDP warrants requires complex approaches,
including the use of Monte Carlo simulations, to generate paths for macro
variables that underlie the payout formula. This analytical complexity results

in narrower coverage by analysts and a narrower investor base. As a result,
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historical trading prices have been volatile, often exhibiting sharp reactions
to analyst reports.'®

Trading prices for these instruments have in any case remained well below
analysts’ estimates for fair value, suggesting that modelling uncertainty under-
lies some of the observed discounts. At the time of writing, the Ukraine GDP
warrants were trading at a price of around 47, having reached a low of around
15 immediately after the invasion, and previously reached a peak of around 120
in the middle of 2021 (see figure 1). The Ukraine GDP warrants, on average,
are roughly twice as volatile as Ukrainian Eurobonds. Their equity-like charac-
teristics are often associated with a higher degree of volatility and—combined
with the lack of principal-—not only preclude bond index eligibility, but also

undermine hopes for a broader investor base.

Figure 1. Ukraine GDP warrant trading price
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The issue of valuation has been more straightforward in the case of Ukraine’s
GDP warrants, at least when compared to Argentina’s warrants, primar-
ily reflecting the delays inherent in their reliance on IMF data as a source
for determining macro variables. The first Ukraine GDP payment was, for
example, calculated and announced by the Ministry of Finance on May 17,
2021, for reference year 2019.7

16 Natasha Doff and Marton Eder, “Tipoff From JPMorgan Sends Traders Hunting for Obscure Ukraine
Debt,” Bloomberg, April 3, 2017, https://www.bloomberg.com/news/articles/2017-04-03/jpmorgan-
tipoff-sends-traders-hunting-for-obscure-ukraine-debt.

17 Ministry of Finance of Ukraine, “First Payment on Ukraine’s GDP-Linked Securities Determined”
(press release, May 17, 2021), https://mof.gov.ua/en/news/first_payment_on_ukraines_gdp-linked_
securities_determined-2874.



RECOMMENDATIONS

The advantages of well-designed SCDIs outlined above are clear and, in the
abstract and divorced from the disadvantages, have attracted broad support
in principle from all stakeholders. Yet there are only a handful of precedents in
the market, and enthusiasm for these instruments among creditors and debtors
alike is tempered by the difficulty of addressing the issues outlined in this paper
when the drafting of an actual SCDI is being considered. The challenge to
expanding the use of these instruments is to remove or substantially mitigate
the disadvantages associated with SCDIs, while at the same time allowing cred-
itors to recoup some or all of their investment losses when a sovereign debtor
outperforms the base case projections underlying the restructuring. Similar
concerns arise if a sovereign SCDI also includes the possibility of according
additional relief to the sovereign by reducing principal or interest or extending
the maturities of the restructured debt in the case of underperformance.

Three recommendations could be useful in this context:

1. Improving SCDI Design

Areas in need of improvement are integrity, effectiveness, and marketability.

'To improve the integrity and effectiveness of such instruments, the trigger events
and formulas for adjustment in payments should be defined clearly and should
measure reliably the cash flows that are available directly to the sovereign to
service debt. Thus, a net royalty payment to the government may be an easily
identifiable and measurable resource, whereas an increase in GDP or gross
export revenues do not translate on a one-to-one basis to a source of funds to
repay creditors.

Similarly, there must be temporal correspondence in the sense that good
performance in one year (even if it results in a net increase in resources in that
year) does not guarantee that the sovereign will be in an improved position
in subsequent periods. If the state variable is a lagging indicator, there is a
nontrivial risk that a country that is required to make payments under a VRI
as a result of a favorable uptick in the indicator might not have the expected
supplemental resources when payment under the VRI is actually due. This
risk is illustrated in both the Argentina and Ukraine examples noted above.

Creditors’ insistence to date that VRIs be separately tradable apart from
the associated debt instruments issued in a restructuring has the effect of sep-
arating the upside associated with the debt instrument from the instrument
itself, which some consider perverse. If, as suggested, restructured debt includes
provisions allowing for the reduction or deferral of payments or lengthening
of duration based on capacity to pay, as well as upside protection based on
the same variables, it would seem logical as a practical matter to combine the
VRI with the associated bond, as having upside in one instrument and—pos-

sibly—downside in another with the two instruments held by different persons
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would likely reduce their combined value. Although it is fair to observe that
combining a VRI with the associated bond can make it more difficult to value
the instrument offered to the market and delay the restructuring process, the
cases of Puerto Rico and Suriname demonstrate that the effort to construct a
well-designed combined instrument can be fruitful.

Additionally, having the VRI embedded in the associated bond instrument
would avoid the complications that might arise in a subsequent restructuring
when the holders of the two instruments are different (even if there is some
overlap) and it is challenging to use one collective action vote to modify the
terms of both instruments."

It is critical that the formulas used to apportion “excess” revenues between
debtor and creditors preserve positive incentives for the debtor while avoiding
a windfall gain for either. Thus, a sharing formula that preserves a substantial
interest for the debtor to outperform not only eliminates windfall recoveries
for creditors without reference to the losses they are secking to recoup, but also
minimizes the incentive for the debtor to manipulate the outcome.

An issue that has not been addressed in SCDIs is what should happen if a
favorable economic development that triggers improved payment dynamics
1s offset by a negative development that is not taken into account by the terms
of the SCDI. One solution may be that the negative event or events will be
ignored unless their cuamulative effect exceeds a defined significant threshold.
Or perhaps some defined category of negative events will necessarily be taken
into account at least for purposes of mediating any additional payments to
creditors. An example of the issues and complexities that need to be addressed
is whether an IMF determination that the sovereign’s capacity to pay has
declined or that it is at high risk of default justifies reversing a payment obli-
gation triggered by an SCDI. Naturally, including these offsetting factors is
likely to further increase the complexity of these instruments and the difficulty
of valuing them.

Just as VRIs should cap payouts to assure that the rewards to the holders
are commensurate with the loss inherent in a restructuring and to preserve
positive incentives for performance by the debtor, in the case of SCDIs that
(unlike VRIs) provide for downside adjustments to accommodate underper-
formance due to exogenous events, it is important to avoid moral hazard and
to limit both the amount and the frequency of downward adjustments in the
form of capitalization, outright reduction, or extension of payments.

And finally, third-party determinations or confirmation of all relevant data
on an ongoing basis should be required to eliminate the risk or the perception

of manipulation of data. To this end, every effort should be made to base

18 See, e.g., Magnus Scherman, Investors Criticize Rothschild for Ukraine Restructuring Process, Call on
MinFin for Clarity on GDP Warrant Treatment, Reorg (July 10, 2024), available at https://app.reorg.com/
v3#/items/intel/4302?item_id=272114.



changes in the amount or timing of payments on third-party or independently
verifiable data. If the alternative of having a third party determine or confirm
the state-variable data is not available, the risk or perception of manipula-
tion can be addressed by selecting an observable or hard-to-manipulate state
variable, such as oil royalties and tax revenues in the cases of Suriname and
Puerto Rico, respectively.

Enhanced marketability and liguidity of SCDIs is critical to their market accep-
tance. Three issues are at play here: simplicity, ease of valuation, and inclusion
in emerging market bond indices.

Simplicity is key. Bond investors have neither the desire nor the time (nor in
some cases the skills) to conduct intricate analyses of complex instruments, no
matter how well designed they may be in terms of achieving their objective.
Highly complex instruments may have their place in selected private transac-
tions with commercial or official creditors, but they do not succeed as market
instruments. For this reason, there is a premium on standardization of terms,
an aspect addressed in the following section. Increased complexity results in
narrower coverage by analysts and a narrower investor base.

Ease of valuation is not merely a function of simplicity. It is also dependent
on the ability of market participants or rating agencies to assess the future
performance of even simply worded or constructed instruments. One telling
example is rating agencies’ and investors’ abject failure to recognize the inher-
ent risks (that in fact were realized) in so-called CDO squared securities during
the 2008 Great Financial Crisis.”” It is a truism that the market cannot price
instruments that it cannot value with some degree of confidence, and the first
VRIs to be issued traded well below prices that their creators thought ex ante
would prevail. Contingencies that cannot easily be modeled statistically, a wide
range of outcomes (as opposed to reasonable caps and floors), and the lack of
relevant published data all undercut the critical notion that market pricing is
areliable indicator of realizable value and also undercut efforts to enlarge the
universe of investors willing to acquire and trade these instruments.

Emerging market bond investors are heavily benchmark driven, with an
estimated $450 billion of assets benchmarked to the JPMorgan Emerging
Markets Bond Index family of indices. VRIs issued to date have not been
included in an index since they do not provide for the payment of a stated
principal amount. There has been much discussion recently as to how to ensure
inclusion in indices under these circumstances. There remains some degree
of skepticism from the market regarding index eligibility, as this has not been
predetermined prior to the conclusion of debt restructurings, such as Zambia’s

case. Index providers operate on a rule-based principle in determining index

19 A collateralized debt obligation (CDO) squared is a structured financial product resulting from the struc-
turing of a CDO holding a portfolio of other CDOs into tranches with different risk profiles and maturities,
which fund the payments to the investors in a special purpose vehicle.
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eligibility, which will often include pricing and liquidity that can only be
determined by an observable period of trading activity.

This discussion and the tortuous efforts to surmount this supposed obstacle
are at least in part gratuitous. When Mexico first issued VRIs in conjunc-
tion with the first issue of Brady bonds, the creditor committee insisted that
the VRIs be separable from the Brady bonds and freely tradable as such.
Subsequently, this approach has become the norm. If, however, the opera-
tive terms of the VRI were incorporated in the debt instrument itself (which
of course does have a stated principal amount) the debt instrument and the
embedded VRI could be index eligible.?

Sustainability-linked and GDP-linked sovereign bonds have been included
in emerging market bond indices, in practice, and there is no reason why
restructured debt incorporating a VRI mechanism could not be as well. It is up
to the bondholders to choose: embed the VRI mechanism in the restructured
debt and have market inclusion, or issue separate VRIs that are not included
in the index. A restructuring could in fact offer bondholders a choice. There
1s an important downside to this dual approach, however. The bonds with
and without VRIs would no longer be fungible, thus potentially depriving
bondholders of a degree of liquidity. Moreover, it is not clear that the keepers
of the indices would agree to include the series of bonds with embedded VRIs

n this case.

2. Standardized Documentation

Standardization of documentation could also help promote mainstream acceptance
of SCDIs, much as it has done in the case of derivatives and collective action
clauses (CACs), where the International Swaps and Derivatives Association
and the International Capital Markets Association (ICMA), respectively, have
produced model documentation that has been widely adopted. That said, it
will be significantly more difficult to standardize the operative language of
SCDIs than it has been for derivatives and CACs.

Although the financial terms of derivatives may and do vary considerably,
the form is susceptible to standardization. CACs define a process for amending
bond terms, but they do not touch on the substance of any amendment. SCDIs,
by contrast, are focused principally on the substantive terms themselves—

such as the definition of trigger events—which to be effective must reflect the

20 One criterion used to determine index eligibility of an instrument is the availability of pricing for the
instrument. Index providers must be able to objectively price the instrument, typically by accessing a variety
of third-party pricing sources. If the adjustment mechanism is overly complex—relying, for example, on
the interplay of more than one variable—it may not be possible to value the instrument with confidence,
therefore inhibiting its marketability and liquidity, which could render such an instrument ineligible for
inclusion in an index. Similarly, there has been speculation that a full or even partial reduction of principle
(as opposed to a reduction in interest or an extension of duration) might suffice to deprive an instrument
of eligibility for inclusion in an index. Unfortunately, the rules for index inclusion have not to date been
defined with precision for non-vanilla instruments.



particular position of the sovereign borrower. Unlike interest rates and tenors,
moreover, there i1s no market reference point today to guide the definition of
excess proceeds much less how they should be allocated.

Nonetheless, even if the formulas for each country and each restructuring
should be defined on a case-by-case basis, there is room to create a list of
standard criteria for determining capacity to pay and guidelines to which
any new criteria must adhere. Additionally, over time, market practice may
coalesce around how excess proceeds in a restructuring context should be
allocated between creditors and debtors and how to determine annual and
overall caps, perhaps initially in the form of ranges for each that would be
acceptable. This effort might at first fail to attract wide buy-in, but the effort
itself could prove instructive and narrow differences. Moreover, the effort to
standardize terms will benefit greatly from observing the performance and
acceptance in the market of future issuances, much as has been the case with
derivatives and CACs. Recall that when Mexico issued the first New York law
governed bonds with CACs there was implacable resistance to aggregated
CACs by underwriters and bondholders, whereas today they are market stan-
dard (even if imperfect).

Achieving standardization is likely to be a lengthy process, and efforts to
achieve common standards should be implemented gradually and incremen-
tally. The process ought to start with modest and discrete goals—perhaps
forming a consensus around certain critical definitions, metrics, and proce-
dures for determining key state variables. Over time, one could expect (and
hope) that this effort would evolve, much as the derivative and syndicated loan
markets have and, as discussed below, might ultimately lead to a permanent
infrastructure to address issues and interpretive questions that come up.

The IMF, the International Institute of Finance (IIF), ICMA, Trade
Association for the Emerging Markets, the Bretton Woods Committee, and other
long-term stakeholders such as rating agencies and public policy advocates can
be expected, in practice, to take a leading role in developing these products. In
fact, a broad and coordinated effort will be required for success. As an example,
ICMA published a model “hurricane-linked extendible feature” for sovereign
bonds and loans in 2018 and, in November 2022, published a new variant of
the clause entitled “climate resilient debt clauses” to cover other climate events
such as droughts. These and other efforts need to be broadened and coordi-
nated, and workshops, seminars, and collaborative working groups, involving
all stakeholders, should be organized to develop and refine these materials.

Furthermore, research is needed to test the viability of various terms and
concepts using historical and current data and projections that seck to model
hypothetical future crises to test how new terms will perform before a full-scale
rollout. This exercise also could be used to educate sovereign borrowers on the
various protections that could be included in the design of these instruments

to quantify and mitigate potential risks. Given their capabilities, the IMF and
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the World Bank stand out as the best candidates to provide assistance to sover-
eigns on capacity-building with respect to the design of SCDIs. Additionally,
guidance on how SCDIs could be introduced or modified in both official and
private debt (perhaps with the use of CACs in existing private debt) would
allow sovereign borrowers to make more informed decisions as to the inclusion

of SCDIs in a new money instrument or as part of a restructuring.

3. Greater Collaboration between the Public and Private
Sectors

The public sector, specialized nonprofit organizations, and industry groups
such as the IMF, the ITF, ICMA, and the Bretton Woods Committee can be
helpful in carrying out the foregoing recommendations by promoting informed
discussions and consensus building.

The lack of consensus today on a range of issues arising in sovereign debt
liability management exercises clearly has delayed progress in expediting and
facilitating sovereign debt restructurings. For instance, there currently is no
consensus on how official creditors will regard GACs for purposes of assessing
comparability of treatment between official and private creditors, nor has there
been an effort to address this issue apart from a few specific cases. In the case
of SCDIs themselves, there 1s a similar lack of consensus on issues that regu-
larly arise, such as the use of aggregated CACs to modify SCDIs, which could
occur as a matter of course if SCDIs are embedded in bonds rather than issued
as separately tradable instruments. Another issue to be addressed is how the
existence of SCDIs affects the determination of a country’s compliance with
IMF targets. Indeed, even where VRIs are not embedded in bonds, in the event
of a subsequent restructuring of the issuer’s debt, allowing for amendment of
VRIs through the use of aggregated CACs should be considered (providing
holders of the bonds to be restructured a right to vote, whether or not they are
then holders of the VRIs), given the equity-like nature of the VRIs.

Similarly, there seems to be a lack of consensus among official creditors
when it comes to incorporating SCDIs and Climate Resilient Debt Clauses
(CRDCs) in their own loans. Although the UK Export Finance has done so in
new and existing loan agreements with Senegal and Guyana, establishing an

important benchmark, other official lenders have not as a rule followed suit.?!

The Role of Collaborative Efforts
The success of SCDIs can be significantly enhanced through collaborative

efforts between the public and private sectors. Such partnerships can leverage

21 The Caribbean Development Bank is working on an innovative solution in which it would include CRDCs
in all loans to hurricane-prone countries, covering its risk by issuing hybrid debt with parallel triggering
conditions.



the strengths and resources of both domains, leading to more robust, innova-
tive, and widely accepted financial instruments.

Historical precedents in other financial sectors show the value of public-
private collaboration. For example, public-private partnerships in infrastructure
projects have allowed for the pooling of resources, risk sharing, and the utiliza-
tion of private sector efficiency alongside public sector oversight. In the context
of financial instruments, the development of green, social, sustainable, and
sustainability-linked bonds is a notable instance where collaboration between
governments, financial institutions, and private investors has led to significant
market growth and the establishment of standards and best practices.

In the case of SCDIs, public-private collaboration can provide several ben-
efits, including improved risk assessment, innovative financial structuring, and
enhanced market confidence. Additionally, early and open discussion between
official and private creditors regarding whether SCDIs will be included in (and
their possible implications for) a restructuring will likely result in a more rapid
process, including regarding comparability of treatment and index inclusion,
than if the use of SCDIs is proposed later in the process. Given the number of
recent sovereign restructurings that have included VRIS, it would make sense
for the 1ssue of their possible use to be an early topic in any set of discussions
among sovereign debtors, the official and private sector creditors, and for a
list of likely topics—and suitable design choices—to be actively considered

ecarly on in the process.

Implementing Collaborative Strategies

Effective public-private collaboration in the context of SCDIs can be achieved

through the following strategies:

(@) Joint Development Initiatives: Establish initiatives where governments and
private financial institutions jointly develop and structure SCDIs. This
can involve working groups or task forces that bring together experts
from both sectors. Collaboration with academic institutions and research
organizations can lead to the development of new models, improved risk
assessment tools, and a deeper understanding of the economic impacts

of these instruments.

(b) State-Contingent Official Creditor Lending: Incorporate state-contingent fea-
tures in multilateral and other official creditor lending arrangements
as a matter of public policy. Including such features would be a way to
show the international community’s support for the development of the
market for SCDIs and create market precedents and standards for the
documentation of these instruments. If data regarding the performance
of SCDIs 1ssued to official lenders is made public, private investors should

become more comfortable with these instruments and, if the instruments
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SCDls can benefit from a blend
of public sector oversight

and private sector efficiency
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more effective and attractive
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sovereign debt.

offered to private investors rely on the same terms and conditions, less

concerned regarding moral hazard and abuse or manipulation of data.”

By embracing public-private collaboration, SCDIs can benefit from a blend
of public sector oversight and private sector efficiency and innovation, making
them more effective and attractive instruments for managing sovereign debt.
Such collaboration can lead to the creation of SCDIs that are not only finan-
cially sound but also aligned with broader economic objectives.

Collaborative efforts also can facilitate the sharing of best practices and
experiences across countries and institutions, contributing to the continuous
improvement and evolution of SCDIs. This exchange of knowledge can help
identify potential pitfalls, innovative solutions, and new opportunities for using

these instruments in various economic contexts.”

CONCLUSION

Although the number of sovereign defaults among developing countries has
not increased as much as some had predicted at the outset of the global pan-
demic, poor and middle-income countries continue to face increased debt
levels, high interest rates, greater vulnerability to exogenous shocks (including
those arising out of climate change), and greater refinancing risks. In a market
environment where many emerging market sovereigns are expected to see
refinancing rates in the high single digits (with some more troubled sovereign
borrowers even seeing double digit refinancing rates), one can reasonably
expect that the number and severity of sovereign defaults over the coming years
will increase. With that in mind, expanding the sovereign toolkit to increase
the use and acceptance of SCDIs can help sovereigns and other stakeholders
better navigate these challenges.

With the aim of making the case for a more widespread use of SCDIs, this
paper focuses on several aspects of VRIs, which have been the type of SCDI
most used by sovereigns in the context of past debt restructurings. VRIs offer
important advantages to creditors and debtors alike. These instruments allow
creditors to participate in any unexpected overperformance of the sovereign
by recouping part of the value given up in a restructuring, and they allow the
debtor to tie its payment obligations to its payment capacity. However, VRIs
are subject to certain disadvantages that have driven market participants to

resist or, at best, be indifferent to their use. The state variables and payment

22 The U.S. Treasury and the European Union played an important role in encouraging the widespread
adoption of CAC:s after the failure of the sovereign debt restructuring mechanism. The EU even designed
its own model CACs and mandated their inclusion in sovereign bonds issued by member states. See EU
Economic and Financial Committee, “Collective Action Clauses in the Euro Area” (accessed on June
19,2024) https://economic-financial-committee.europa.eu/efc-sub-committee-eu-sovereign-debt-markets/
collective-action-clauses-euro-area_en

23 For example, it could help identify whether there might be other financial arrangements apart from exten-
sions of credit and or a restructuring where SCDIs would be useful.



conditions under VRIs often unintentionally skew the payment mechanism
in one direction or the other, so that the balance or neutrality that was hoped
for at the time of the restructuring negotiations is not realized. Moreover, such
mechanisms historically have placed the risk of underperformance—even in
the case of unforeseen macro events not attributable to a borrower’s actions (or
failure to act)—solely on the sovereign, thus avoiding an opportunity to avoid
defaults that generally are detrimental to all stakeholders. At the same time,
VRIs historically have incorporated design features that incentivize debtors to
underperform (and/or underreport) to minimize or avoid payments to credi-
tors, thereby undermining the integrity of the instruments. Additionally, the
complex design of VRIs creates challenges with respect to valuation, which
result in a limited coverage by analysts, uncertainty as to inclusion in emerging
market bond indices, and reduced interest by investors.

Although there has been some architectural evolution from first- to sec-
ond-generation VRIs, as described in this paper, more refinement and
innovation are needed. This paper offers three recommendations to elimi-
nate or substantially mitigate the disadvantages associated with SCDIs while
maintaining the advantages that would make the instruments desirable and
facilitate their wider acceptance.

First, the design of SCDIs should be improved such that (1) the payment
mechanisms accurately reflect the debtor’s payment capacity and result in cash
distributions coterminous with the period in respect of which the calculation
of such payment capacity is made; (2) VRIs are embedded in underlying
fixed income bonds to achieve greater liquidity, higher likelihood of inclusion
in market indices, and more robust trading activity generally; and (3) the
complexities regarding the instruments’ valuation are reduced, and market
coverage is broadened and deepened. This is not a simple task. For example,
detachable VRIs allow the holders to monetize their asset, but since they do
not themselves provide for payment of principal, they cannot include symmetric
adjustments and thus must limit the upside in order to be compatible with DSA
targets. On the other hand, embedded VRIs may, under certain circumstances,
jeopardize the eligibility of the integrated bond for index inclusion. These
issues deserve further thought.

Second, industry participants should work toward producing standardized
documentation, including using actual and projected data to test the real-life
implications of such instruments on a sovereign’s broader debt sustainability
and its desired growth path, as well as the implications—favorable and/or
unfavorable— of incorporating similar mechanisms in other debt obligations.
The recommendation to standardize documentation should not be confused
with a desire to include VRI’s in all future restructurings. VRIs are different
from CAGs in this regard. Their inclusion in any given restructuring should
be looked at on a case-by-case basis. They necessarily introduce an element of

complexity and uncertainty, including the determination of comparability of
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treatment, which needs to be weighed alongside their potential advantages. In
cases where VRIs may be considered, a better documentation model exists in
the derivative market, where standardized forms set forth the standard terms
that serve as the basis of the underlying agreement among the parties, but the
debtor and its counterparties have ample discretion to vary the terms to account
for the unique commercial or risk allocation decisions they have agreed on.

Third, the public and private sectors should collaborate to help boost market
acceptance by working on joint development initiatives, including increasing
the use of state-contingent features in official creditor lending and developing
policy frameworks to facilitate their use.

While the recommendations offered in this paper will take significant time
and resources to bear fruit, SCDIs merit careful consideration by all stake-
holders, given their potential for improving a sovereign’s debt management
capabilities and the ability to reach an agreement with creditors in the context
of a restructuring. This paper offers a possible starting point around which to
anchor those discussions with the hope that policymakers, sovereign issuers,
and market participants alike commence those efforts soon.

The heightened demand for VRIs by creditors in certain notable and
ongoing sovereign restructurings confirms the positive contribution that
well-designed VRIs can make to the conclusion of consensual restructuring.
At the same time, stakeholders have focused on the defects of existing VRIS,
and negotiations have become more and more contentious with demands to
skew the process in their favor from both sides. It is clear that what is needed is
abalanced approach to the design of these instruments that will enable debtor
countries and their creditors to more readily reach agreement on restructuring
terms that will better assure all parties fair treatment in the light of inevitable
uncertainties and thus minimize disruption to local economies, their citizens,

and markets.



CASE STUDIES
Mexico

Coming into the 1980s, Mexico faced a mounting sovereign debt problem as
its terms of trade deteriorated and worldwide interest rates continued to rise.
Falling o1l prices further decreased confidence in Mexico’s economic prospects.
By August 1982, the government was forced to declare that it was unable to
pay maturing debt as creditors refused to refinance Mexico’s sovereign debt.
U.S. Secretary of the Treasury James Baker proposed a plan for high-debt
countries like Mexico to rollover old loans in exchange for certain economic
reforms. The Baker plan failed to live up to expectations as growth in the
Mexican economy remained stagnant.

In 1989, the next U.S. Secretary of the Treasury, Nicholas Brady, introduced
the concept of debt relief for Latin American countries, launching what would
become known as the Brady deals. Mexico’s Brady deal was the first one com-
pleted and included a value recovery right (VRR, or “Rights”). Before then,
virtually all sovereign debt was in the form of bank loans. The Brady deals were
built around an exchange of bank loans for secured tradable securities (bonds).

When the VRR was initially proposed in the early stages of negotiations,
Mexico was strongly opposed to the idea but ultimately acquiesced. A highly
contested issue was whether the VRRs should be separable from the associated
bonds. The compromise that was reached had VRRs issued as an integral
part of bonds, but different series became detachable over time.**

The VRR was issued under Series A to Q) , with each series having different
commencement, ending, and detachment dates. The Rights were issued only
as fully registered Rights, initially in authorized denominations of US$250,000
and integral multiples of $1,000 notional amount. The payments under the
Rights were ranked at least pari passu with all external debts of the Mexican
government.

The following variables are relevant to the VRR payment:

1. Carryforward Amount: for any Payment Date occurring in any 12-month
period commencing on September 30 of each year and ending on
September 29 of the following year, beginning with the 12-month period

commencing on September 30, 1996 (each, a “Payment Period”):

1. the sum of the amounts, if any, by which the Formula Payment (as
defined below) exceeded the Maximum Payment for each prior

Payment Date in such Payment Period; minus

24 When Mexico ultimately decided to buy back its Brady bonds, it required holders to tender both the bonds
and the associated VRRs. Bondholders who had separated the VRR from the underlying bond then needed
to acquire back the VRR from the market. Interestingly, the VRR was initially not allowed to be sold in the
United States, as the novel instrument was not registered under the United States Securities Act of 1933.
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ii.  for each prior Payment Date in such Payment Period, the lesser of
(a) the Carryforward Amount and (b) the amount, if any, by which

the Maximum Payment exceeded the Formula Payment; plus

i, the lesser of (a) $0.0225 and (b) the positive sum, if any, of (1) the
Carryforward Amount [for the last Payment Date in the preceding
Payment Period] [for the last Payment Date for the immediately
preceding Series of Rights], plus (2) the excess, if any, of the Formula
Payment over the Maximum Payment for such last Payment Date,
minus (3) the excess, if any, of the Maximum Payment over the

Formula Payment for such last Payment Date.

2. Excess Base Revenues: for any Payment Date, 30 percent of the amount,
if any, by which (i) the average gross revenues (expressed in US dollars)
earned by Mexico from the export of oil (directly or through a govern-
mental agency or sales agent) in the preceding four calendar quarters
(“Clurrent Oil Revenues”), exceeds (ii) the product of 113,750,000 (rep-
resenting the number of barrels of oil assumed for these purposes to
have been exported by Mexico in each calendar quarter in 1989) and

the Reference Oil Price for such Payment Date.

3. Excess Price Revenues: for any Payment Date, 30 percent of the excess,
if any, of the average price per barrel (expressed in US dollars) of oil
exported by Mexico in the preceding four calendar quarters (“Current
Oil Price”) over the Reference Oil Price for such Payment Date times
the average of the number of barrels of Oil exported by Mexico in each

of the preceding four calendar quarters.

4. Reference Oil Price: for any Payment Date, the product of US$14 (repre-
senting the price per barrel of oil in 1989 assumed for these purposes)
and a June 1989 United States inflation adjustment factor equal to
a fraction, the numerator of which is the last average Implicit Price
Deflator for Gross National Product published prior to the first day of
September immediately preceding such Payment Date by the United
States Department of Commerce (the “GNP Deflator”) for the calendar
quarter ending on the June 30 immediately preceding such Payment
Date, and the denominator of which i1s 125.9 (the GNP Deflator for the
calendar quarter ending on June 30, 1989 expressed in terms of the 1982
base [1982=100]); provided that, in the event the base year for the GNP
Deflator changes, the United States inflation adjustment factor for the
Payment Date occurring on September 30 of the new base year for the
GNP Deflator, and for each subsequent Payment Date, means a fraction,
the numerator of which is the product of (i) the GNP Deflator for the
calendar year ending on December 31 of the last year for which a GNP
Deflator based on the old base year is available (expressed in terms of
the old base), and (i1) the GNP Deflator for the calendar quarter ending



on the June 30 immediately preceding such Payment Date (expressed
in terms of the new base), and the denominator of which is the product
of () 125.9 (the GNP Deflator for the calendar quarter ending on June
30, 1989 expressed in terms of the 1982 base) and (b) 100, all as further
adjusted, if necessary, by the calculation agent to reflect the actual peri-
odicity (calendar quarter or calendar year) of the new base period; and
provided further that if the Department of Commerce ceases to publish
the GNP Deflator, such United States inflation adjustment factor shall
be the regularly published United States price series, determined by
the calculation agent in consultation with Mexico, that produces post—
June 1989 inflation-adjusted oil prices that most nearly approximate
the Reference Oil Price previously produced by application of the GNP
Deflator, of, if the proposed price series does not include historical prices

for at least five years, includes the broadest range of United States prices.

The Value Recovery Payment is defined as the product of (1) the Notional
Amount of the Right and (i1) the Value Recovery Payment for such Payment
Date in respect of a Right having a Notional Amount of US$1.00 shall be

equal to:

(A) The product of (1) a fraction, the numerator of which is one and the
denominator of which 1s US$47,845,021,625.00 and (2) the lesser of the
Excess Price Revenues and the Excess Base Revenues for such Payment

Date (“Formula Payment”); plus
(B) the Carryforward Amount for such Payment Date.

The payment is capped at the Maximum Payment amount, which is
US$0.0075 for a Right with Notional Amount of US$1.00.

The IMF serves as the calculation agent, which requires calculating the
Current Oil Price, Reference Oil Price, Current Oil Revenues, and Excess
Base Revenues. To perform these calculations, Mexico must provide the IMF
the corresponding information at least 30 calendar days in advance of each
payment date. The IMF is then to deliver the calculation report to the fiscal
agent no later than 20 calendar days before each payment date. The fiscal
agent is then responsible for calculating the Carryforward Amount and Value
Recovery Payment based on the calculation report and publish the calculations
therein no later than 10 calendar days before each payment date.

Data indicating how much Mexico has paid out to GDP-linked securities
holders is not readily available.

Mexico’s VRR was the first of its kind and set the stage for future VRIs.
The petroleum sector’s crucial position to the Mexican economy at that
time allowed oil to serve as a reasonable proxy for the country’s economic
condition. The mechanism for triggering payments under the VRRs was
based on increased oil revenues resulting from higher oil prices and increased

volumes. The formulas used to determine payments were designed to ensure
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that increased revenues from increased export volumes only as compared to
prices would not trigger payments under the VRR. Future VR Is would follow

suit in linking major export commodities to a country’s capacity to pay.

Argentina

In the midst of severe economic problems, Argentina defaulted on its public
debtin 2001. Argentina restructured its debt through two rounds of exchange
offers. The first round came after 36 months of negotiations, whereby Argentina
offered to exchange US$81.8 billion of defaulted bonds held by creditors for
new bonds, in which creditors would recover 26—-30 percent of the net present
value of the debt owed to them by Argentina. Approximately 76.2 percent of
creditors accepted the exchange.

The exchange consisted of three classes of new bonds, each of which would
also come with detachable GDP-linked securities maturing in 2035. These
GDP-linked securities had a notional amount equal to the notional amount of
the securities being exchanged,” but represented no right to principal. Rather,
these would give investors additional payouts in the event that Argentina’s
GDP exceeded the expectations predetermined in a table in the terms and
conditions of the securities. During the first 180 days after the exchange offer
settlement date, the GDP-linked securities were attached to the underlying
bond. After this waiting period, the GDP-linked securities would automatically
detach, and the underlying bond would trade independently.? The GDP-linked
securities were issued in response to creditor perceptions that Argentina had
the ability to service and pay back more than the 26-30 percent of defaulted
debt and were a relevant factor in ultimately getting more than 75 percent of
bondholders to accept the exchange.”’

In 2010, Argentina offered a second exchange. By the end of the second
exchange, approximately 92.4 percent of creditors had accepted new bonds
in exchange for their defaulted debt.?® The 2010 offering also included GDP-
linked securities with terms similar to those of the 2005 issue.

The payout under the GDP-linked securities for a particular year was

designed to correlate to Available Excess GDP. For a given year ¢ to have

N
&3

5 Where applicable, the notional amount of the securities being exchange was converted to US dollars or

curos, the currency of the GDP-linked securities, based on exchange rates in effect on December 31, 2003.

26 Notably, even though the bonds issued by Argentina in the 2005 and 2010 exchanges included CACs, the
GDP-linked securities did not.

27 Argentina retained the right to repurchase the newly issued bonds, including the GDP-linked securities, (1)
until 2009, in the case of higher-than-expected payment capacity (calculated as the difference between the
total annual payment Argentina would make if the exchange offer were fully subscribed, as published in a
table in the terms and conditions of the GDP-linked securities, and annual debt service made given actual
subscription); and (2) until 2010, if actual GDP exceeded expected GDP by 5 percent or more.

28 Fernando Daniel Hernandez, “Lessons from the Argentine Perspective,” Latin Lawyer (Octo-

ber 15, 2021), https://latinlawyer.com/guide/the-guide-restructuring/first-edition/article/

lessons-the-argentine-perspective.



Available Excess GDP, two conditions have to be met: First, year ¢’s actual
GDP (the Actual Real GDP) must be greater than the GDP that was projected
for that year as the base case (the Base Case GDP). Second, year ¢’s annual
growth in actual GDP must be greater than the annual GDP growth that was
projected for that year as the base case.

If both conditions were met, then Available Excess GDP is calculated by
taking the difference between year ¢’s actual GDP and the base case GDP for
year ¢ (the Excess GDP)—all in pesos—and inflating it by a formula that takes
into account the GDP inflator for year ¢ and the GDP inflator for the year of
base prices used to calculate GDP, yielding year £’s Nominal Excess GDP. The
Nominal Excess GDP is then multiplied by 0.05 and a given coeflicient for the
currency denomination of the underlying notional amount of the GDP-linked
security (pesos, US dollars, or euros). The resulting figure, still in pesos, is then
converted into the payment currency by dividing it by the relevant exchange
rate. Payments under the 2005 GDP-linked securities are capped for investors
who receive a total of 48 percent of the notional amount they held on December
31, 2001, in a given currency denomination. Payments under the 2010 issue
are capped at 40.6087 percent. Once investors receive payouts equaling the
relevant percentage of their securities’ notional amount, their securities are
deemed to expire. Payout for year ¢ is calculated in November of year ¢ + 1 and
paid in December of year ¢ + 1. Determinations of GDP and the selection of
the base year prices were to be done by the Instituto Nacional de Estadistica
y Censos (National Institute of Statistics and Census, or “INDEC”), an arm

of the Argentine Ministry of Economics.

In equation form, the payout calculation for year ¢ is as follows:
payouty = Available Excess GDPy; X aggregate notional amount of GDP-linked securities,

where Available Excess GDP is an amount per unit of currency of notional
amount of GDP-linked securities, determined in accordance with the following

formula:
Available Excess GDP; = (0.05 X Excess GDP)) X unit of currency coefficient,

where the “unit of currency coefficient” is a predetermined conversion rate to

US dollars, euros, and pesos.
Additionally,
Excess GDP; = Actual Real GDP (nominal); — Base Case GDP (nominal),

Only if Excess GDP is greater than zero.
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Argentina has, as of 2023, already paid out “nearly US$10 billion” under
the GDP-linked securities.?’

The GDP-linked securities generated controversy when, in 2013, the INDEC
changed the year of base prices from 1993 to 2004, a standard procedure
that followed IMI’s recommendations. With the real GDP series at constant
2004 prices, Argentina determined that the conditions necessary for making
payments under the GDP-linked securities were not met; namely, annual GDP
growth was not high enough.” Investors sued in UK and US courts,” demand-
ing that Argentina adjust the base case figures given the adjustment in base price
year. A UK court sided with the investors in April 2023, ordering Argentina
to pay €1.3 billion; cases in US federal court are pending.**

Argentina’s GDP-linked securities highlight the costs when VRIs have short-
comings in their design and terms. In particular, assigning determination of
several of the variables on which payout depends to an arm of the Argentine
government, without third-party validation, invited litigation about those
determinations. Although the securities may have originally functioned to
appease creditors who felt Argentina could have paid back more of its defaulted

debt, they ultimately turned into a source of costly, drawn-out litigation.

Greece

In the wake of the 2008 Great Financial Crisis, Greece lost investors’ con-
fidence. After a series of austerity reforms and IMF interventions, Greece
restructured its debt with the private sector in 2012. It was the largest restruc-
turing in history, exchanging €199.2 billion in debt for new bonds worth 31.5
percent of the old bonds’ face value.”® In addition to new bonds, creditors
received English law-governed GDP-linked securities with a notional amount
equivalent to 31.5 percent of the face value of the securities being exchanged.
These GDP-linked securities, represent no right to principal, but can pay up
to an additional 1 percent per year of the notional value of the securities. The
payout is the product of higher-than-expected real GDP growth rate, which
expected growth rate was predetermined in a table in the terms and conditions

of the securities, and the securities’ notional amount.

29 Palladian Partners LP & Ors v The Republic of Argentina & Anor [2023] EWHC 711 (Comm) § 28.

30 SeeEstefania Pozzo, “GDP-Linked Bonds: Argentina to Appeal London Court Ruling,” Buenos Aires Herald, April 5,
2023, https://buenosairesherald.com/business/gdp-linked-bonds-argentina-to-appeal-london-court-ruling.

31 Inthe exchange, Argentinaissued new bonds and GDP-linked securities denominated in US dollars governed
by New York law as well as bonds and GDP-linked securities denominated in euros governed by the law of
England and Wales. Argentina also issued bonds and GDP-linked securities denominated in Argentinian
pesos governed by Argentine law.

32 See “Stipulation and Order,” Aurelius Capital Master, Ltd., et al. v. The Republic of Argentina (SDNY,
January 24, 2024) 23-CV-10838 (LAP).

33 Jeromin Zettelmeyer, Christoph Trebesch, and Mitu Gulati, “The Greek Debt Restructuring: An Autopsy™
(PIIE Working Papers, No. 13-8, Peterson Institute for International Economics, Washington, DC August
2013), 10-12, https://www.piie.com/publications/working-papers/greek-debt-restructuring-autopsy.
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Payout calculation is as follows:
payout; = GDP Index Percentage; X notional amount,

where GDP Index Percentage for year ¢ is defined as:

GDP Index Percentage; = (Real GDP Growth Rate; — Reference Real GDP Growth Ratey) X 1.5,

provided that 0% < GDP Index Percentage < 19.

The notional amount for the years 20122022 is €315, which 1s then reduced
gradually until the securities’ maturity in 2042.

The calculations of the payout for year ¢ are done early October of year
¢t + 1, with the payment on October 15 of that year. The Greek Ministry of
Finance is responsible for making the calculations, using GDP data published
by EUROSTAT, the official statistical office of the European Union.

Under the terms of the securities, Greece has (1) the right to purchase the
GDP-linked securities at any time; and (2) the option to purchase, beginning
in 2020, the GDP-linked securities at the average market price for the previous
30 days. The GDP-linked securities did not include CACs, while the bonds
offered in the same exchange did.

Greece’s GDP-linked securities feature a simple payout calculation. At the
same time, their payout calculation is based solely on excess GDP growth rate
rather than excess GDP levels, which risks obligating Greece to pay during

years of low economic output in the event of sufficiently high growth rates.

Ukraine

By 2015, Ukraine had experienced several years of decline. Its conflict with
Russia in Crimea and related Russian trade sanctions caused significant
contractions in Ukraine’s GDP.** Ukraine’s currency faced devaluation and
volatility, and the country had dangerously low foreign reserves.” Although
Ukraine was not yet in default on its debt, its ability to service its obligations
was increasingly strained.

Incentivized by conditions placed by the IMF on an aid package, Ukraine
and debtholders (excluding Russia) agreed in late 2015 on a restructuring of
US$18 billion of Ukrainian foreign debt whereby creditors would exchange
their debt for new securities, taking a 20 percent haircut and extending prin-

cipal repayment obligations by four years. As part of the exchange, Ukraine

34 Vincent L. Morelli, Ukraine: Current Issues and U.S. Policy, CRE Report No. RL33460 (Washington, DC:
Congressional Research Service, January 2017), 14.

35 Kristin Mugford, Seema Able, and Tian Feng, “Restructuring Ukraine” (HBS Case 217-049, Harvard
Business School, April 2017 [revised February 2020).
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gave investors GDP-linked securities governed by English law and expiring
in 2040.%

Ukraine GDP-linked instruments trigger payments to holders if for a given
reference year, real GDP growth exceeded 3 percent, and if nominal GDP
was at least US$125.4 billion. If the minimum GDP thresholds are met, the
payout is such that:

If real GDP growth is between 3% and 4%:

payout; = 15% X (realGDP; — 3%) X nomGDP,.; X GDPdeflator,
Plus, if real GDP growth is above 4%:

payout; = 40% X (real GDP; — 4%0) X nomGDP;.; X GDPdeflator,

The total payout calculated on April 30 in year ¢ + 2 1s then divided among
the stated notional amount and paid on May 31 in year ¢ + 2. There is a cap
on the total payment effective for reference years 2019-2023 equivalent to 1
percent of nominal GDP (this was lowered to 0.5 percent of GDP for 2023 as
part of the debt restructuring in 2022). The design of the warrant therefore
offers asymmetric upside to holders when Ukraine posts strong GDP growth,
especially after the cap expires.

Following Russia’s invasion, Ukraine carried out a debt operation that con-
cluded in August 2022, which allowed for a two-year standstill on all payments
of bonds and GDP-linked securities, as well as some changes to the terms
of the GDP-linked securities. The maturity was extended by one year (final
reference year 2039 with a final payment in 2041), the cap for 2023 reference
year was lowered to 0.5 percent of GDP, and importantly, a call option was
introduced allowing Ukraine to buy back the warrants at par. The Ukrainian
government has publicly bought back around 20 percent of the GDP-linked
securities, leaving around US$2.6 billion still outstanding. It is unclear how
the IMF has treated the GDP-linked securities in their debt sustainability
analysis. Ukraine paid nearly US$41 million to holders of those instruments
in 2019;% data indicating how much Ukraine has paid out under the securities
is not publicly available.

With the Ukrainian authorities having voiced their intentions to carry
out another round of debt restructuring later this year, the terms of the war-

rants could be revisited once more. The GDP-linked securities contain CACs

36 Chelsey Dulaney and Caitlin Ostroff, “Ukraine’s GDP-Linked Securities Holders Preliminarily
Approve Payment Changes,” Wall Street Journal, August 9, 2022, https://www.wsj.com/livecoverage/
stock-market-news-today-08-09-2022/card/holders-of-ukraine-s-gdp-linked-securities-preliminarily-ap-
prove-payment-changes-liyHRYDY5BpEDJ2LHSIH.

37 Chelsey Dulaney and Caitlin Ostroff, “Ukraine’s GDP-Linked Securities Holders Preliminarily
Approve Payment Changes,” Wall Street Journal, August 9, 2022, https://www.wsj.com/livecoverage/
stock-market-news-today-08-09-2022/card/holders-of-ukraine-s-gdp-linked-securities-preliminarily-ap-
prove-payment-changes-1iyHRYDY5BpEDJ2LHSfH.



requiring 75 percent of holders to consent for an amendment to be binding on
all holders of the GDP-linked securities. However, unlike bonds, the warrants
do not have multiple series CACs and therefore need to be treated separately
from bonds. They do, however, cross-default into bonds, so a nonpayment on

the warrants could trigger a cross-default into bonds.

Puerto Rico

Although already weak, Puerto Rico’s economic conditions and fiscal accounts
worsened with the 2008 Great Financial Crisis. Between 2008 and 2012, the
state of the Puerto Rican economy continued to deteriorate, and in 2014,
after a series of rating downgrades of its debt, Puerto Rico lost its access
to capital markets. In 2015 and 2016, Puerto Rico began defaulting on its
public debt, which totaled US$68.7 billion at the end of July 2016.%® Puerto
Rico’s public debt had a complex structure, including multiple debtor public
corporations. The second-largest concentration of public debt was in general
obligation (GO) bonds, which totaled US$12.7 billion and was payable from the
Commonwealth’s general account.” Because Puerto Rico could not restructure
under the U.S. bankruptcy code, the U.S. Congress passed the Puerto Rico
Oversight, Management, and Economic Stability Act (PROMESA) in 2016, a
law designed to provide orderly resolution of the island’s debt under substantive
and procedural law similar to the bankruptcy code.*

In early 2022, the judge appointed to oversee the restructuring confirmed a
plan whereby US$34 billion of outstanding bonds were exchanged for US$7.4
billion of new bonds." In addition to receiving new bonds, holders of GO bonds
received contingent-value instruments (GO CVlIs). CVIs were also given to
holders of other Puerto Rican public entities’ defaulted bonds (clawback GVIs).

The payout condition of these CVIs is relatively straightforward. Payouts
are made in a given year when the annual amount collected under Puerto
Rico’s sales and compensating use taxes (5.5 percent SUT) exceeds the annual
amount for that year predetermined at the time of the exchange.”

The details of the 5.5 percent SU T-related payout calculations are as follows:
If the amount of 5.5 percent SUT collected in year ¢is greater than the baseline
amount predicted for that year ¢, as published in the securities’ trust agreement,

that excess collection is the Annual Outperformance amount. The Annual

38 D. Andrew Austin, Puerto Rico’s Public Debts: Accumulation and Restructuring, CRE Report No. RL33460
(Washington, DC: Congressional Research Service, May 2022), 12.

39 The largest concentration was held by a subsidiary of the Government Development Bank, COFINA, which
totaled US$17.3 billion in 2016 and was payable from tax revenues. COFINA exchanged its debt for US$12
billion in new bonds in 2019.

40 P.L. 114-187 (2016)

41 D. Andrew Austin, Puerto Rico’s Public Debts: Accumulation and Restructuring, CRE Report No. RL33460
(Washington, DC: Congressional Research Service, May 2022), 32-33.

42 Inaddition, payouts for a specific series of the clawback CVI are made from greater-than-expected rum tax
collections.
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Outperformance amount for year ¢ is then added to the sum of all years’
Annual Outperformance amounts, which is the Cumulative Outperformance.

The 5.5 percent SUT outperformance is distributed among the different
series of CVIs pursuant to a waterfall (the Subject to Waterfall Outperformance

Amount), whereby the amount actually distributed is the lesser of:

(@) 50 percent of the Cumulative Outperformance minus payments previ-

ously made to from Subject to Waterfall Outperformance Amounts; and
(b) 75 percent of Annual Outperformance for year ¢

Having determined the Subject to Waterfall Outperformance Amount,
the first US$100 million of the waterfall are allocated to GO CVI holders at
percentages dependent on the particular pre-restructuring bonds for which
the GO CVIs were exchanged. The next approximately US§11.1 million are
allocated to clawback CVI holders at percentages dependent on the partic-
ular pre-restructuring bonds for which the clawback CVIs were exchanged.
After those first approximately US$121.1 million, GO CVIreceive 90 percent
payouts from the remaining Subject to Waterfall Outperformance Amount
and the other 10 percent goes to clawback GVI holders.

In addition to the payouts from the waterfall described above, the claw-
back CVIs get additional non-waterfall payouts from the 5.5 percent SU'T
outperformance. This payout is the Not Subject to Waterfall Outperformance

Amount, which is defined as the lesser of:

(@) 40 percent of the Cumulative Outperformance minus payments previ-
ously made from the Not Subject to Waterfall Outperformance Amounts;

and

(b) 95 percent of Annual Outperformance for year  minus payments made

from the Subject to Waterfall Outperformance Amounts for year .

Payouts for the rum tax—supported clawback CGVIs are calculated as the

lesser of:

(@) 40 percent of Cumulative Outperformance of rum-tax collections minus

payments made to the rum-tax CVlIs;
(b) 50 percent Annual Outperformance of rum tax collections; and
(©) $30 million.
Further, the total annual payout for the GO CVIs and clawback CVI are

subject to certain annual caps (calculated pursuant to a formula that takes
into account payments in the prior year) and lifetime caps (§3.5 billion in the
case of the GO CVIs and US$5.2 billion in the aggregate in the case of the
clawback CVI bonds).

Payout calculations for year ¢ are made on September 15 of year ¢ + 1 and
paid on November 1 of year ¢ + 1. Notably, the determinations that a given

year has excess 5.5 percent SUT or rum tax collections as well as many of the



other payout calculations are done by the calculation agent, an independent
third party.

Puerto Rico’s CVIs evidence the advantages of integrity and effectiveness
in SCDIs. Linked to tax revenues, the GVIs are designed to track cash readily
available for Puerto Rico to pay out to investors. Additionally, the placement
of calculation responsibilities with a third part calculation agent reduces the
risk or the perception of manipulation of data by interested parties, reducing
litigation risks. At the same time, the intricately complex payout calculations
make the CVIs’ valuations difficult, as investors have noted, affecting the

instruments’ marketability.*

Suriname

The Republic of Suriname elected a new government in May 2020, which was
immediately forced to confront a rapidly deteriorating economy. The previous
administration relied heavily on monetary financing, which led to rampant
inflation and steep devaluation of the Suriname dollar. Attempts by the Central
Bank of Suriname to stabilize the local currency severely depleted international
reserves. At the same time, years of a widening fiscal deficit caused mounting
debt obligations, stirring further distrust from the public on Suriname’s eco-
nomic management. The advent of the global pandemic and the government’s
subsequent containment measures further intensified the country’s economic
crisis. Economic growth in 2020 was estimated at -14.5 percent, and the public
debt stood at 145.1 percent of GDP at the end of the same year.

Suriname became one of six countries to default during 2020, launching
discussions with the IMF in October 2020 for possible solutions. After 15
months of negotiation, the IMI approved a 36-month Extended Fund Facility
that offered Suriname approximately US$688 million to address short-term
liquidity and stem the ongoing crisis. As of December 31, 2022, the government
had accumulated approximately $335 million in arrears to official bilateral
and private creditors.

Suriname’s Ministry of Finance and Planning began negotiations in April
2023 with an ad hoc group of bondholders to restructure the government’s
international debt. Members of this group owned approximately 75 percent of
Suriname’s $675 million outstanding notes due in 2023 and 2026. An agree-
ment was reached in principle in May 2023, and the official invitation was
sent out in October 2023.

43 See Reorg, Bond Traders See ‘Enormous Demand’ for Restructured Puerto Rico Bonds; Highlight Potential
of CVIs, New Puerto Rico-Focused ETF; Officials Confident PREPA Will Exit Title IIT in 2023 (May
19, 2023) https://app.reorg.com/v3#/items/intel/1869?item_id=217351 (“The investors highlighted the
potential of Puerto Rico CVIs, which Pickering called ‘the most attractive part of the capital structure in
Puerto Rico.” He said the novelty of the instruments, and the difficulty of valuing it, present opportunities.
While all credits benefit from an improved economy in terms of increased debt service coverage, Pickering
underlined that with CVTs, ‘you are actually getting more money when the economy improves. . . . You

399

can do incredibly better as an investor.””)
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In Suriname’s restructuring, a VRI was given out in the form of oil-linked
securities. As detailed in the table below, the restructuring exchanges the notes
due in 2026 and 2029 of eligible bondholders for an amount of new bonds

and oil-linked securities.

Original Outstanding New Security

Securities Principal Amount Clonsideration'

$948.90 principal amount
9.25% Notes of new bonds and a notional

550 mill;
Due 2026 $350 million amount of oil-linked securi-

ties equal to $459.38

$1,024.82 principal amount
9.875% Notes of new bonds and a notional

195 milli
Due 2023 $125 million amount of oil-linked securi-

ties equal to $496.13

U'Per US$1,000 principal amount of eligible bonds (including any or all associated accrued interest).

Oil-linked securities expiring on December 31, 2050, are to be paid by the
Republic of Suriname government from oil royalties from Block 58 offshore
Suriname, with an initial notional amount of $374,675,761.46. Oil royalties
are managed by Staatsolie Maatschappij Suriname N. V., a wholly owned
entity of Suriname that acts as the Republic’s sole agent under the Block
58 Production Sharing Contract. Oil-linked securities come at an accrual
rate of 9 percent per annum and are scheduled to increase to 13 percent per
annum if the Republic fails to satisfy the Stabilization Fund Law Amendment
Obligation. The Republic may elect to repay the oil-linked securities in full at
any time without penalty and premium. The aggregate amount paid under
this VRI is capped to not exceed 2.5 times their initial notional amount. The
oil-linked securities trustee has been granted a springing lien over the royalty
revenues account for the benefit of the holders in the occurrence of a put event.

The first US$100 million of royalties will be paid exclusively to the Republic
of Suriname. Following such payment, 30 percent of the Republic’s annual
royalty revenues will be allocated toward holders of oil-linked securities on a
quarterly basis. Royalties from Block 58 consist of 6.25 percent of gross pro-
duction of crude oil from Block 58.

As of this writing, no amount has been paid since production has not started
at Block 58.

The VRI compensates bondholders for incurring a 29 percent principal
haircut on the original face value and accumulated past-due interest. The
design of the VRIimplemented in the Suriname restructuring has been looked

at favorably by the market. An oil-linked value-recovery instrument is seen



as a reasonable choice for Suriname, for which oil and gold are its principal
commodities. Usage of royalties allow Suriname to fully benefit from the
other three sources of oil-related revenues of Block 58, including income taxes,
share in oil profit, and dividends from Staatsolie. Previous VRIs tended to key
payments to revenue, which disregards the costs associated with production
of such revenue. Royalties offer an advantage because they represent direct
bottom-line contributions to the country’s resources, which serves as a more

accurate appraisal of the country’s ability to pay.

Sri Lanka

On July 3, 2024, Sri Lanka published a cleansing statement announcing that it
had concluded the second round of restricted discussions with members of the
ad hoc group of holders of approximately 50% of its international sovereign
bonds (ISBs), and that the parties preliminarily agreed to the core financial
terms of a restructuring of the ISBs as set forth in a joint working debt treat-
ment framework.**

Under the preliminary terms, the restructuring of Sri Lanka’s ISBs would
involve a 28% haircut on principal and an 11% haircut on past due interest
(with the balance of past due interest capitalized into a new instrument). In
exchange, the bondholders would receive one or more series of macro-linked
bonds (MLBs), with VRI features, and/or plain vanilla bonds,” with maturities
between 2029 and 2038.

In particular, the MLBs would include adjustment to principal and interest

on the basis of both nominal and real GDP performance as follows:

e If cumulative real GDP growth during 2024-2027 exceeds 11.1% (the
IMF’s projection), upward adjustments to principal and interest are
triggered on the basis of certain thresholds with respect to the average

nominal GDPin U.S. dollars for the 2025-2027 period (2025-2027 GDP):
o 1f2025-2027 GDP is equal to $88.6 billion (the IMF’s baseline

projection), there is no adjustment.

o I£2025-2027 GDP is equal to or greater than $92 billion and below
$96 billion, holders of the MLBs would be entitled to:

= a nominal reinstatement equal to 13% of the exchanged

notional amount, and

= an upward coupon adjustment of between 0.25 and 0.75 per-

centage points, (depending on the series of MLB) between 2028

44 See the statement at https://links.sgx.com/FileOpen/Cleansing®20Notice.ashx?App=Announcement&
FileID=808732.

45 According to Sri Lanka’s announcement, the plain vanilla bonds will potentially be structured as governance-
linked bonds.
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and 2032, with the coupon reverting to the original amount

starting in 2033.

o If2025-2027 GDP is equal to or greater than $96 billion and below
$100 billion, holders of the ML.Bs would be entitled to:

= a nominal reinstatement equal to 22% of the exchanged

notional amount, and

= anupward coupon adjustment of between 1.25 and 2 percent-
age points (depending on the series of MLB) between 2028
and 2032, with the coupon reverting to the original amount
starting in 2033.

o 1£2025-2027 GDP is equal to or greater than $100 billion, holders
of the MLBs would be entitled to:

= a nominal reinstatement equal to 22% of the exchanged

notional amount, and

= an upward coupon adjustment of between 3 and 4 percent-
age points (depending on the series of MLB) between 2028
and 2032, with the coupon reverting to the original amount
starting in 2033.

e If cumulative real GDP growth during 2024-2027 is below 11.1%,
downward adjustments to principal are triggered on the basis of certain
thresholds with respect to 2025-2027 GDP:

o If 20252027 GDP is equal to or lesser than $88.6 billion and
greater than $86.7 billion (the MF baseline projection), there is no

adjustment.

o I£2025-2027 GDPis equal to or lesser than $86.7 billion and greater
than $84.7 billion, holders of the MLBs would be subject to an

additional haircut equal to 11% of the exchanged notional amount.

o If2025-2027 GDP is equal to or lesser than $84.7 billion, holders
of the MLBs would be subject to an additional haircut equal to 21%

of the exchanged notional amount.

As of this writing, the joint debt treatment framework remains to be con-
firmed by (i) the Secretariat of Sri Lanka’s Official Creditor Committee to
ensure comparability of treatment with respect to the terms agreed with such
committee, and (i1) the IMF to ensure that the preliminary terms are consis-
tent with the debt-sustainability objectives under Sri Lanka’s program with
the IMF.
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